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{ T was Aeaply parturbed by the recaent report by the Court
) o J L J

an the Community's food aid programma. The

hWovrar stories the Court described from the early '80s prove

5

we wore to make reform in this

.

vot again how right you and

area a priority of the United Kingdom Presidency last year.

T avmder s g ;0 ey, that the now Food ALd Regulation we
then sccurad lasts only ope year. T am sure you agree with

i+ would be utterly irrasponsible if the improved

systom wore put at risk at a time when famine again threatens
in both Africa and Asia, The reform must be made parmanent;

and T hope that the Regulation CAan be extended into future

years without substantial discussion or delay.

But I am much copgerned as well by the wider Lssue,
raised by the Court's report, of waste in food stocks held in
intervention stores. I recognise that, under the
requlations, this is primarily 4 responsibility of the member
states concerned. But T suspect that it is a problem that is
growing in scale. Certainiy it iz cne that can only harm the

Community's reputation.

I would be interested to know whether the Commission
suspect that thare now are significant amounts ip store in
sub-standard condition. If so, I think there would be strong
argquments for extending the current arrangement to enable the
Commission to make spot checks on the quality of intervention

stocks on a scale sufficient to root out ‘any malpractice.
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' Where Commission inspectors identify sub-standard stocks they

should be empowered toO require disposal and disallowance of

" associated FEOGA expenditure.

The long-term answer must of course lie in drastically
reducing total intervention stocks. This underlines the
importance of introducing effective stabilisers., I welcome
the Commission's latest proposals on this. But I am
convineced that in the meanwhile we need to act quickly and
decisively to identify and dispose of any food stocks held in
intervention that are unfit for human consumption., I would

strongly support a Commission initiative to this effect.

Monsieur Jacques Delors
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PS/PAYMASTER GENERAL cet =MESBvatE
Mr Peretz
Mr Scholar
Mr Spackman
Mr Turnbull
Mr Crabbie //
Mr RI G Allén
Mr S J Davies
Mr S MattHews
Mr M?rt‘ er
Mr M\Patrkinson
Mr Tyrie

Mr Bostock - UKREP

/7

COMMISSION OF THE EC: ANNUAL ECONOMIC REPORT

The Chancellor has seen Mr Byatt's minute and enclosure of
7 October.

2, He has commented that there is no way he can agree a report
which calls for concerted fiscal expansion. He could agree, if
pushed, to one calling for concerted fiscal expansion by those
Member States suffering from inadequate growth. Nor can he agree
to the reference to indirect tax harmonisation (paragraph 1.5 of
the paper). There may be other specific points of this kind, and he
would be grateful if the Paymaster General would go through the
draft report with this in mind.

3. Finally, he has commented that the last paragraph on page 5 of
,the UK report is ludicrous - there is no foreseeable prospect of
nominal GDP growing more slowly than intended - and must be

deleted.
J M G TAYLOR
X e~
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EUROPEAN COMMUNITIES Brussels, 16 October 1987

THE COUNCIL : (OR. ¢)
. 8938/87
RESTREINT
r ORS 51
i SUBMISSION OF TEXTS
from : Working Party on Economic Questions (Establishment and Services)
No. prev, doc. 6091/87 DRS 22
6404/87 DRS 28
Nos Cion props: 4334/81 DRS 3 (COM(80) 893 final)
| 8864/82 DRS 43 (COM(82) 44) final)
| 4969/86 DRS 11 (SEC(B6) 250)
SubJect: Amended proposal for a Council Directive on the prospectus to be
published when transferable securities are offered to the public
\
.’ The version of the text annexed hereto takes account of discussions in the
Working Party on Economic¢ Questions (Establishment and Services) on 1 and
2 October 1987, Amendments to the last text circulated (6404/87 DRS 28) are
indicated by underlining.
Delegations' views are given in footnotes. The passages in square s
brackets are still under discussion.
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TEXT OF THE DIRECTIVE AS IT STANDS

FOLLOWING DISCUSSIONS IN THE WORKING PARTY ON 27 AND 28 APRIL 1987

[THE COUNCIL OF THE EUROPEAN COMMUNITIES,

Having regard to the Treaty establishing the European Economic Community,
and in particular Articles 54(3)(g) and 100 thereof,

Having regard to the propcsal from the Commission, 1=

Having regard to the Opinion of the European Pariiament, ' *X)

Having regard to the Opinion of the Economic and Social Committee, i

Whereas investment in transferable securities, like any other form of
investment, involves risks; whereas the protection of investors requires
that they be put in a position to make a correct assessment of such risks so
a4s to be able to take investment decisions in full knowledge of the facts;

Whereas the provision of full, appropriate i(nformation concerning
transferable securities and the issuers of such securities promotes the
protection of investors by enabling them to evaluate the risks undertaken
and to take decisions on their own responsibility;

{x) ©OJ No C 226, 3., 8.1982, p. 4.
(xx) OJ No C 125, 17. 5.1982, p. 176.
(xxx) OJ No C 310, 30.11.1981, p. 50,
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Whereas,K moreover, such information represents an effective means of
reinforcing confidence in transferable gecurities and thus contributes to
the correct functioning of transferable gecurities markets and to the
encouragement of their development,

whereas it is accordingly appropriate to establish a genuine information
policy relating to transferable securities at Community level; whereas such
an information policy, by virtue of the safeguards that it provides to
investors and its impact on the correct functioning of transferable
securities markets, is capable of promoting the interpenetration of national
transferable securities markets and thus contributing to the creation of a
genuine European capital market;

Whereas Council Directive 80/390/EEC of 17 March 1980 co-ordinating the
requirements for the drawing up, scrutiny and distribution of the listing
particulars to be published for the admission of securities to official

stock exchange listing (XX%X) represents an important step in the

implementation of such an information policy at Community level; whereas
that Directive co-ordinates the information to be published when securities
are admitted to stock exchange listing concerning the particulars of the
securities offered and the issuers of guch securities, so as to enable
investors to make an informed assessment of the assets and liabilities,
financial position, profits and losses and prospects of the issuer and of
the rights attaching to such securities.

Whereas such an information policy also requires that when transferable
gecurities are offered for subscription or sale to the public, whether or
not they are subsequently admitted to stock exchange listing, similar

(xxxx) 0J No L 100, 17.4. 1980, p. 1.
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information should be made available to investors in the form of a
prospectus; whereas co-ordination of the contents of that prospectus is also
required in order to achieve equivalence of the safeguards available to
investors in the various Member States and to encourage the interpenetration
of national transferable securities markets: whereas such co-ordination is
all the more necessary in view of the fact that the publi¢ offer prospectus
can also be used, in accordance with the conditions laid down by

Councll Directive 80/390/EEC, as stock exchange listing particulars if it
contains information equivalent to that required by that Directive; whereas
it is therefore appropriate to simplify the task of issuers which
subsequently apply for the admission of their securities to a Community
stock exchange, and to ensure that the contents of the publie offer
prospectus are equivalent to that of the listing particulars in all the
Member States;

Whereas such co-ordination must apply to transferable securities
independently of the legal status of the issuing undertaking; whereas
accordingly, insofar as this Directive applies to entities to which no
reference 1s made in the second paragraph of Article 58 of the Treaty and
goes beyond the scope of Article 54(3)(g), it must be based also on
Article 100;

Whereas it is neither possible nor appropriate at the present stage to have
a common definition of "offer to the publie";

Whereas such an information policy also requires that when transferable
securities are offered for the first time to the public in a Member State,
whether by, or on behalf of, the issuer or by a third party, a prospectus
must be made avajlable to investors; whereas when the public offer is of
transferable securities which are to be admitted to official listing on a

8938/87 erd/stCs/dvw EN
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stock exchange, information similar to that required by Directive 80/39C/EEC
adapted to the circumstances of the public offer should be supplied;, whereas
for public offers of transferable securities that are not to be admitted to
efficial stock-exchange listing less detailed information can be required so
as not unduly to burden small and medium-sized issuers; whereas for public
offers of securities that are to be admitted to official stock-exchange
listing the degree of co-ordination achieved is such that a prospectus
approved by the competent authorities of a Member State can be used for
public offers of the same securities in another Member State on the basis of
mutual recognition;

Whereas when transferable securities are offered in respect of take-over
bids the informatjon that must be available to shareholders will be
harmonized under a company law Directive which the Commission intends to
propose; whereas the provisions of such a Directive will be better suited to
the particular nature of the transactions in question; whereas, therefore,

it is appropriate to exclude such transac¢tions from the scope of this

Directive, ) e

HAS ADOPTED THIS DIRECTIVE: ' '’

(xxxxx) The preamble will be examined as soon as the enacting terms have been
finalized.

(1) The Germsan delegation entered a general reservation on the Directive,
The Irish delegation expressed doubts regarding the Directive.

8938/87 erd/StCS/dvw EN
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SECTION I

General provisions

Article |
i This Directive shall apply to transferable securities which are
offered to the public for the first time in a Member State. e
2. Where an offer to the public is for part only of the transferable

securities from a single issue, the Member States need not require that
another prospectus be published if the other part is subsequently offered
to the public.

Article ¢
This Directive shall not apply:

1. (a) where transferable securities are offered in individual denominations

of at least [40 000] ECU ‘37,

(2) The Belgian, Italjan and Luxembourg delegations entered provisional
reservations on the words "for the first time", which they would be ready
to withdraw if there were agreement on Article 6.

(3) The German and United Kingdom delegations entered provisional
reservations, which they would be ready to withdraw if there were
agreement on the treatment of international issues,.

8938/87 erd/StCs/dvw EN
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[ (b)

i o)

2. (a)

(b)

(c)

(d)

(e)

(f)

(g)

where transferable securities are offered to persons in the context

of their trades or professions; i

where transferable securities are offered to a restricted circle of
persons;
to units issued by collective investment undertakings other than of

the closed-ended type;

to transferable securities issued by a State or by one of a State's
regional or local authorities or by public international bodies of
which one or more Member States are members.

to transferable gecurities offered in c¢onnection with a take-over
bid;

(deleted)

to shares allotted free of charge to the holders of shares:

to shares or transferable securities equivalent to shares offered in
exchange for shares in the same company if the offer of such new
securities does not involve any increase in the company's issued share
capital;

to transferable securities offered to employees by their employer:

(4) The United Kingdom delegation entered a provisional reservation and would

prefer the words ", ,. trade, activity or profession" in the English
version,
8938/87 erd/StCS/dvw EN
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to transferable securities resulting from the conversion of
convertible debt securities or from the exercise of the rights
conferred by warrants or to shares offered in exchange for
exchangeable debt sgsecurjties, provided that a prospectus was
published when the convertible or exchangeable debt securities or the

warrants were offered to the publi¢)

to transferable securities issued by non-profit-making bodies with &
view to their obtaining the means necessary to achieve their
disinterested objectives;

to debt securities and other transferable securities equivalent to
debt securities issued by companies and other legal persons which are
nationals of a Member State and which:

- in carrying on their business, benefit from State monopolies,

and
|
- are set up or governed by a special law or pursuant to such a law
or the borrowings of which are unconditionally and irrevocably
guaranteed by a Member State or one of a Member State's regional or
local authorities;

to shares or transferable securities eguivalent to shares the holder
of which is eligible to avail himself of the services rendered by

(h)
i (1)
1

(§)

®
(k)

&

8538787

(ANNEX)

erd/StCS/dvw EN



", podjes such as "building societies", "Crédits populaires', or
nGenossenschaftsbanken'.

a9,

Article 3
For the purposes of this Directive:

(a) "collective investment undertakings other than of the ¢cloged-ended
type" shall mean unit trusts and investment companies:

- the object of which is the collective investment of capital
provided by the public, and which operate on the principle of risk
spreading, and

- the units of which are, at the holder's request, repurchased or
. redeemed, directly or {ndirectly, out of the assets of those
undertakings. Action taken by such undertakings to ensure that the
stock exchange value of their units does not significantly vary
from their net asset value shall be regarded as equivalent to such
repurchase or redemption;

(p) "units of a collective investment undertaking' shall mean
transferable securitles issued by & collective investment
undertaking representing the rights of the participants in such an
undertaking over its assets;

(5) The German and Luxembourg delegations wanted Eurobonds to be mentioned so
that they would be excluded from the scope of the Directive,

B8938/87 erd/StCs/dvw EN
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{c)

(d)

(e)

(f)

(g)

wigsuers" shall mean companies and other legal persons and any
undertakings the transferable securities of which are offered to
the public

deleted

weredit institution' shall mean an undertaking the business of
which {8 to receive deposits or other repayable funds from the
public and to grant credits for its own account, including credit
institutions such as referred to in Article 2 of Directive
77/780/EEC;

ntransferable securities” shall mean shares in companies and
negotiable securities equivalent to ghares in companies, debt
securities having a maturity of at least one year and other

negotiable securities equivalent to such debt securities, and any
other negotiable security giving the right to acquire any such
transferable securities by subscription or exchange;

(Eurobonds/(equities) which:

« are intended to be underwritten and distributed by a syndicate

composed of credit jnstitutions or other financial institutions,

at least two of which are incorporated in different States;

- are offered golely or principally in one or more States other

than that in which the issuer has his registered office;

- may only be subscribed for or injtially purchased through a

credit institution or other financia) institutjion.] te)
(6) Under discussion.
8538/87 erd/StCS/dvw EN
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Article 4

The Member States shall ensure that any offer of transferable
securities to the public within their territories is sybject to the
publication of a prospectus by the person making the public offer.

Article 4a (formerly Article ?)

The Member States may provide for partial or complete exemption from
the obligation to publish a prospectus where the transferable securities
being offered are debt securities or other evidence of indebtedness
equivalent to debt securities issued in a continuous or repeated manner by
credit institutions or other financial instjtutions equivalent to credit
institutions which regularly publish their annual accounts and which, within
the Community, are set up or governed by a special law or pursuant to such a
law, or are subject to public supervision intended to protect savings.

SECTION 11

Contents of the prospectus for transferable securities for whieh
admission to official stock-exchange listing is to be sought

Article 8
1 Where a public offer relates to transferable securities which av

the time of the offer are the subject of an application for admission to
official listing on & stock exchange [situated or operating within (the

8938/87 erd/StCS/dvw EN
{ ANNEX) - 11 -



game) (a) L Member State] (5), the contents of the prospectus and the

procedures for scrutinizing and distributing it shall, subject to
adaptations appropriate to the circumstances of the offer, be determined
in accordance with Articles 4, 5, 6(3)(a), (¢) and (g), 7 to 9, 11, 13,

14, 16 to 20 and 23 of Directive 80/390/EEC. Articles 6, &, 10 and 13

of this Directive shall not apply. (9) .(10)

(7) The choice between [same) and (a) will affect the scope of mutual
recognition as set out in Article 14a (p. 24).

(8) Proposal by the Chair to suppress the words between [ | in order to
separate the question of the content of the prospectus from the question
of determination of the competent authority (Article 14a) p. 22.

(9) The United Kingdom delegation entered a provisional reservation on the
deletion of the reference to Article 10 of Directive 80/390/EEC.

The Chairman proposed reintroducing a provision contained in the amended
Commission proposal (see Article 20(3), 8866/82, page 17):

Article 5(1), second subparagraph

"Where the terms of the issue are not finalized until the last moment,
the issue prospectus may omit information as to those terms. In such
cases, it shall indicate how that information will be given. Such
information must be published before the date referred to in
Article 11."

(10) The French delegation has asked for a global reference to

Directive 80/390/EEC all dispositions being applicable "mutatis

mutandis',
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2 However, where the transferable securities referred to in

paragraph 1 are international debt gecurities, the Member States need
not require that the public offer prospectus be scrutinized., In such
cages Articles 8(1) of this Directive shall apply.

3, In the event of a public¢ offer of international debt securities,
the Member States may allow the omission of certain information from the
prospectus or its inclusion in summary form, provided that such
information is not significant for the investors concerned by the offer.

SECTION 111

Contents of the prospectus for transferable securities for which
admission to official stock-exchange 1isting is not to be sought

Article 6 b

1. Where a public offer relates to transferable securities which at
the time of the offer are not the subject of an application for admission

to official listing on a stock exchange (situated or operating within the
{ XuXXRX )

same Member Statel the prospectus must contain the information

which, according to the particular nature of the issuer and of the
transferable securities offered to the public, is necessary to enable
investors e to make an informed assessment of the assets and

liabilities, financial positioen, profits and lossés and prospects of the
jssuer and of the rights attaching to the transferable securities.

(11) The German delegation entered a general reservation,

(XxxxXx) see footnote 8, p. 12 above.

(12) The United Kingdom delegation asked for the reinsertion of the words
.. and their investment advisers" or, if no agreement is reached on
this addition, to delete the words "to enable investors".

§916/87 erd/StCs/dvw EN
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{(13) (14)

the obligation referred to in

PAL wWithout prejudice to

paragraph 1, the prospectus shall, subject to the possibilities for
exemption provided for i{n Articles 4a and 8, contain in as easily
analysable and comprehensible a form as possible, at least the

information Iisted in (a) to (g) below: ‘1%’

(a) those responsible for the prospectus (names, functions and

declarations by them that to the best of their knowledge Rk the

information contained in the prospectus is in accordance with the
facts and that the prospectus makes no omission likely to affect its
import);

(b) the offer to the public and the transferable securities being offered
(nature of the securities being offered, the amount and purpose of
the issue, the number of securities issued and the rights attaching
to them; the income tax withheld at source; the period during which
the offer is open; the date on which entitlement to dividends or
interest arises; the persons underwriting or guaranteeing the offer;
any restrictions on the free negotiability of the securities belng
offered and the markets on which they may be negotiated; the
establishments serving as paying agents; if known the price at which
the securities are offered and the method of payment, otherwise 1if

national rules so provide, the procedure and timetable for fixing the

price if it 1s not known when the prospectus is being drawn up,; the

procedure for the exercise of any right of pre-emption and the
methods of and time limits for delivery of the securities);

(13) The German and Irish delegations entered reservations on paragraph 2 as &
whole, which they wanted to see reduced to only the words appearing after
points (a) to (g), with the parts between brackets deleted.

(14) The German and Irish delegations wanted to substitute "In order to comply
with" for "Without prejudice to".

(15) The United Kingdom delegation suggested, in a spirit of compromise,
limiting the introductory phrase to "2. The prospectus shall contain at
least the following information':

(16) The United Kingdom delegation asked for the addition of the following

words:
"... and for the part of the prospectus for which they are responsible.”
8938/87 erd/stCs/dvw EN
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(c)

(d)

(e)

the issuer (name, registered office; its date of incorporation, the
legislation applicable to the issuer and the fssyer's legal form, its

objects, indication of the register and of the Entry number therein:
and its capital (amount of the issued capital, the number and majn
particulars of the varjous classes of gecurities of which the capital
consists and of any shares not representing capital, any part of the
capital still to be paid Up and, where appropriate, the amount ¢f the
duthorized capital and the duration of the authorization; the amount
of any convertible debt securities, exchangeable debt securities or
debt securities with warrants and the procedures for conversion,
exchange or subscription; insofar as they are known, indicatjon of
the shareholders who directly or indirectly. hold a proportion of the
capital which the Member States may not fix at more than 20 [10]% or
who exercise or could gxercise a determining role in the management

of the issuer; where appropriate, the group of undertakings to which
the issuer belongs);

the issuer's principal activities (description of its principal
activities, and, where appropriate, any exceptional factors which
have influenced its activities; any dependence on patents, Jlicences
or contracts if these have & major influence; the principal aspects
of its investment Policy and the methed of financing them where this
information is significant; any legal proceedings having an impertant
effect on the issuer's financial position);

the issuer's assets and liabilities, financial Position and profits
and losses (own accounts and, where;gppropriate, consolidated

accounts); if the issuer prepares consolidated annual accounts only
it shall ineclude those accounts in the prospectus; if the issyer
Prepares both own and consolidated accounts, it shall include both in
the prospectus;

8938/87
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however, the issuer may include only one of the two, on condition
that the accounts which are not included do not provide any
significant additional information; if the issuer is from a third
country, its own or consolidated accounts must provide information
equivalent to that prescribed by Directives 78/660/EEC and
83/349/EEC; interim accounts covering at least the first six months
if more than nine months have elapsed since the end of the preceding
financial year with an indication, if appropriate, that they have not
been audited; if avajlable, a table showing the sources and
applications of funds over the preceding two financial years); the
name of the person responsible for auditing the accounts; if that
person has qualified them or refused an sudit report, the fact must
be stated and the reasons given;

(f) the issuer's administration, management and supervision (names,
addresses, functions; in the case of an offer to the public of shares
in a limited company, remuneratjon paid, benefits in kind and
holdings in the capital of the issuing company of the members of the
issuer's administrative, and management and supervisory organs; any
schemes the issuer may operate to encourage employees to acquire
holdings in the issuer's own capital);

(g) the issuer's recent development and prospects {the most significant
recent trends concerning the development of the issuer's business

since the end of the preceding financial year, [except in the event
(17)

of & derogation granted by the competent authoritjes. |

information on the issuer's prospects for at least the current

financial year) ‘187

(17) The Belgian and German delegations entered a reservation on the words
between [ ), any reference to authorities having Leen systematically
excluded from Article 6,

(18) The United Kingdom delegation asked for the deletion of (g) or fur it to
be made optional.

8936787 TTard/5¢Es/avw EN
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3.

Where a public offer relates to debt securities guaranteed by one or

more legal persons, the information specified in paragraph 2(e¢) to (g}
must also be given with respect to the guarantor or guarantors. This
obligation shall not apply where such debt securities are covered by the
unconditional and irrevocable guarantee of a State or one of its
federated States for the repayment of the loan and the payment of
interest.

Where a public offer relates to convertible debt securities,
exchangeable debt securities, debt securities with warrants or warrants,
information must also be given with regard to the nature of the shares to
which they confer entitlement and the conditions of and procedures for
conversion, exchange or subscription; where the issuer of the shares 1is
not the issuer of the debt securities the information specified in
paragraph 2(c) to (g) must alsc be given with respect to the issuer of
the shares.

]
(19) (Where a public offer relates to certificates representing shares

the information specified in paragraph 2 must be given in respect of tht
shares represented; information must also be given in accordance with
Schedule C to Directive 80/390/EEC concerning the issuer of the

(19) The Comnigssion representatives suggested deleting paragraph 5.

£8938/87 erd/stCs/dvw EN
{ ANNEX) « 17 -



certificates, pursuant to Chapter ! thereof, and concerning the

ceptificates being offered, pursuant to Chapter 2 thereof., Where the
issuers are those referred to in Article 16(2) of Directive 80/3590/EEC,
the provisions of that paragraph shall apply. Where the certificates are
issued by a bod& for the transfer of securities or by an auxiliary body
set up by such bodies, the Member States may dispenge with the
publication of the information laid down in Chapter 1 of the

abovementioned Schedyle in respect of the bodies in question.] ie

6. If the period of existence of the issuer is less than any perjod
mentioned in paragraph 2, the information need be provided only for the

period of the issuer's existence,

?. Where certain information specified in paragraph 2 is found to be
inappropriate to the issuer's sphere of activity or its legal form or to
the transferable securitjes being offered, a prospectus giving equivalent
information must be drawn up.

Article 7 (now Article d4a)
Article 8
1. The Member States or the bodies designated by them in accordance

with Article 9 may authorize the omission from a prospectus of certain
information prescribed by this Directive:

(20) 1f paragraph 5 is maintained the German delegation called for the entry
in the Council minutes, mutatis mutandis, of the same interpretative
statement with regard to Schedule C as was included in the minutes of the
Council meeting at which Directive 80/390/EEC was adopted.
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(a) Lf that information Is of minor importance only and is not likely tu
influence assessment of the {ssuer's assets and liabilities,
financial position, profits and losses and prospects,

or

(b) 4f disclosure of that information would be contrary to the public
interest or seriously detrimental to the issuer, provided that, in
the latter case, omission would not be likely to mislead the publir
with regard to facts and clrcumstances essential for assessment of
the transferable gsecurities.

2. Where the initiator of an offer is neither the issuer nor a third
party acting on the latter's behalf, the Member States or the bodies
designated by them may authorize omission from the prospectus of certain
information which would not normally be in his possession.

3. [The Member States or the bodies designated by them may provide for
total or partial exemption from the obligation to publish a prospectus

where the information which issuers are required by law or regulation tc

supply is avajlable to investors not later than the time when the offer

is made, in the form of documents giving information at least equivalent
(21)

to that prescribed in Article 6.]

(21) Under discussion,
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(ANNEX) S TR



SECTION IV

Arrangements for distribution of the prospectus

® irtilolni VP2

A prospectus must be communicated, [before its publication] (within the
time laid down by the Member States] to the bodies designated for that
purpose in each Member State in which the transferable securities are
offered to the public for the first time,

Article 10

A prospectus must be published or made available to the public in the
Member State in which an offer to the public is made in accordance with the
| procedures laid down by that Member State.

‘ Article 19

A prospectus must be published or made available to the public not
later than the time when an offer {s made to the public. /1ln cases where
[ subscription may be revoked, the Member States m;y allow the
prospectus to be published or made available to the public
after the beginning of the subscription period, provided that it
{¢ published or made available at least [Tive7 working days
before the end of the period of revocation./ (23)

. —— e —— e
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Article 12

All documents and publjcity relating to a public offer must state that
a prospectus has been published in accordance with Article 10 and indicate
where members of the public can obtain it .

o (22) The Belgian, Luxembourg and Portuguese delegations were prepared to
withdraw their reservations, which were prompted by the absence of prior

scrutiny, if there were no further changes to Article 6,
(23) Under discussion.
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If the Member States authorize the dissemination of publicity before a
prospectus is available, that publicity must state that a prospectus will be
published and where members of the public can obtain fit.

Article 13

Any material new factor or any material ihaccuracy in a prospectus
capable of affecting assessment of the transferable securities which arises
or is noted between the publication of the prospectus and the definitive
closure of a public offer must be mentioned or rectified in a supplement to
the prospectus, to be published in accordance with procedures laid down by
the Member States,

SECTION V
Co-operation between Member States
Article 14

The Member States shall designate the bodies, which may De the same as
those designated pursuant to Article 9, which shall co-operate with each
other for the purposes of the proper application of this Directive and shall
use their best endeavours, within the framework of their regponsibilities,
to exchange all the information necessary to that end. The Member States
shall inform the Commission and the other Member States of the bodies they
have designated for the purpoges of this Article,

The Member States shall ensure that the bodies designated have the
powers required for the accomplishment of their task.

8938/87 . erd/stCS/dvw EN
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Article 1l4a

(determination of the competent authority)

Where, for the same transferable securities, public offers are
made simultaneously within short intervals of one another in two or
more Member States and admission as provided for in Article 5 to
official listing on a stock exchange situated or operating in only
one Member State ls applied for at the same time, the prospectus must
be drawn up in that Member State pursuant to the rules laid down in
this Directlve and approved by the competent authorities of that
State within the meaning of Article 24 of Directive 80/390/EEC.

The provisions of Directive 87/345/EEC shall apply in the case

of applications for admission to official listing in two or more
Member Btates.

MUTUAL RECOGNITION

Article l4b

il Once approved in accordance with Article 1da, a prospectus
must, subject to any translation, be recognized by or deemed to
comply with the laws of the other Member States in which the offer
is made to the public, without being subject to any form of
approval there and without those States being able to require

. ..o/oo‘
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that additicnal information be ineluded in the prospectus. Those
Member States may, however, reguire that the prospectus include
{nformation specific to the market of the country in which the
public offer is made concerning in particular the income tax

system, the financial organizations retained to act as paying agerts
for the ijssuer in that country, and the way in which notices to
investors are published.

The prospectus approved by the competent authorities within
the meaning of Article 24a of Directive 80/390/EEC must be
recognized in or deemed to comply with the laws of the other Member
State in which the public offer is made, even if partial exemption
or partial derogation has been granted pursuant to this Directive,
provided that:

(a) the partial exemption or partial derogation in question is
of a type that is recognized in the rules of the other
Member State concerned,

and

(b) the conditions that justify the partial exemption or partial
derogation also exist in the other Member State concerned,

/Even if the conditions laid down in (a) and (b) are not
fulfilled, the Member State concerned may deem the prospectus
approved by the competent authorities within the meaning of
Article 14a to comply with its laws._/

The issuer shall communicate to each of the bodies designated
pursuant to Article 8 in each of the other Member States in which
the public offer is to be made the prospectus that it intends to
use in that State. That prospectus must be the same as the
prospectus approved by the authority referred to in Article l4a.

OOI/QOQ
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The Member States may restrict the application of this
Article to the prospectuses of issuers having their registered
offices in Member States,

SECTION ...

CO=-OPERATION

Article 1l4c

The c¢competent authorities shall cooperate wherever necessary
for the purpose ot carrying out their duties and shall exchange
any information required for that purpose,

Where a public offer concerning securities giving a right to
participate in company capital, either immediately or at the end
of the maturity period, is made in one or more Member States
other than thatlin which the registerﬁd office of the issuer
of the shares to which those securities give entitlement is
situated, while that issuer's shares have already been admitted
to official listing in that Member State, the competent autorities
of the Member State of the offer may act only after having
consulted the competent authorities of the Member State in which
the registered office of the issuer of the shares in question is
situated, ‘

Article 144d

The Member States shall ensure that all persons now or in
the past employed by the authorities referred to in Article 14a
are bound by the obligation of professional secrecy, This shall
mean that any confidential information received in the course
of their duties may not be divulged to any person or authority
whatsoever except by virtue of provisions laid down by law,

sipd s s
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Paragraph 1 shall not prevent the varlous Member State
authorities referred to in Article 14a from forwarding information
as provided for in this Directive. The information thus
exchanged shall be covered by the obligation of professional

- gecrecy applying to persons employed then or previcusly by the

authority receiving such information.

without prejudice to cases covered by criminal law, the
authorities referred to in Article 14a receiving information
pursuant to Article 14b may use it only to carry out their
functions or in the context of an administrative appeal or

in court proceedings relating to the carrying out of those
functions.

Article lde
(Negotiations with non-member countries)

The Community may, by means of agreements with one or more

non-member countries concluded pursuant to the Treaty, recognize
public offer prospectuses drawn up and scrutinized in accordance
with the rules of the non-member country or countries as meeting the
reculirements of this Directive, subject to reciprocity, provided
tnat the rules concerned give investors protection equivalent o

that afforded by this Directive, even if those rules differ from
the provisions of this Directive,
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SECTION VI

Contact Committee
Article 15

1 The Contact Committee set up by Article 20 of Directive 79/279/EEC
of 5 Mareh 1979 Co-ordinating the conditions for the admission of
Securities to official stock exchange listing shall also have as its
function:

(a) to facilitate, without Prejudice to Articles 169 and 170 of the
Treaty, the harmonjzed implementation of this Directive through
regular consultatiens on any practical problems arising from its
application on which exchanges of views are deemed usefu):

(b) to facilitate tonsultation between the Member States on the
supplements and improvements to prospectuses which they are entitled

o : to require or recommend at national level:

(¢) to advise the Commission, if necessary, on any additions or
amendments to be made to this Directive.

2. It shall not be the function of the Contact Committea to apprajise the
merits of decisions taken in individual cases,
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SECTION VII
Final provisions
Article 16

1= The Member States shall take the measures necessary for them to
comply with this Directive by ........... ... at the latest. They shall
forthwith inform the Commission thereof.

2. As from the notification of this Directive the Member States shall
communicate to the Commission the texts of the main laws, regulations and
administrative provisions which they adopt in the field covered by this
Directive,

Article 17
This Directive is addressed to the Member States,

Pone at

For the Council
The President
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- are'distributed in more than one State (

- may be acquired only through a credit institution or other
financial institution, provided that the public is not

subjected to canvassing or to advertising compaigns (5).

(4) The Belgian, Italian and Netherlands delegations entered
reservations on the deletion of '"solely or principally".
The Belgian delegation wanted to add the concept "and
expressed in a currency other than that of the State in
which the issuer has its registered office".

(5) An interpretative statement is suggested for the Council

minutes specifying what is to be understood by '"canvassing"

or "advertising campaigns'" on the ba51s of particulars
provided by the IPMA:

""Canvassing" or "advertising campaigns'" within the meaning
of Article 3(g§ erd indent, and for the sole purpose of

defiming “Eur

taking the form of an advertising campaign designed to
attract the attention of the general public."

SN 3818/87 (DRS) ood/StCS/ep

, means any offer backed up by publicity
in the mass-circulation press, the use of advertisements
broadcast on radio or television or any similar media or

EN



Brussels, 24 November 1987
(OR.f)

Meeting document No 4

WORKING PARTY ON ECONOMIC QUESTIONS
(meeting on 23 and 24 November 1987)

Public offer prospectus (9634/87)

The Secretariat suggests as a compromise an amalgam of the

texts for which there was most support:

Article 3(g)

<

n(g) Euro-securities (l) which:

_ are intended to be distributed by a syndicate composed of
credit institutions or other financial institutions (2) at
least two of which have their registered offices in
different States (3).

(3

)

The Belgian and Netherlands delegations wanted the definition

to cover only "Eurobonds'.

To allay the concern expressed by the German, Irish and
Luxembourg delegations on what the term 'institution" covered,
it was suggested that the following clarification be given 1in
an interpretative statement in the Council minuatess

"Credit institutions" means institutions complying with the
definition in the first Directive (77/780/EEC) of
12 December 1977 on the co-ordination of legislation relating
to credit institutions (0J No L 322/77), and "other financial
institutions" means institutions the principal business of
which is to grant credit facilities, including guarantees, to
acquire holdings or make investments, and stock-brokers to the
extent that they are authorized to belong to investment syndicates.

The Belgian and Italian delegations entered reservations on the
deletion of 'snd are covered by an investment guarantee or
underwritten by the syndicate' on the grounds that giving
institutions a purely distributive role without any guarantee

whatsoever on *their part of succeszful outcome conscicuced a

lacuna in the system intended to make good the absence of full
information.
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are distributed in more than one State ( )

may be acquired only through a credit institution or other
financial institution, provided that the public is not

subjected to canvassing or to advertising compaigns (5).

(

4

) The Belgian, Italian and Netherlands delegations entered
reservations on the deletion of '"solely or principally".
The Belgian delegation wanted to add the concept '"and
expressed in a currency other than that of the State in
which the issuer has its registered office'".

) An interpretative statement is suggested for the Council
minutes specifying what is to be understood by '"canvassing"
oI “advertlslﬁg campaigns'" on the ba51s of particulars
provided by the IPMA:

""Canvassing'" or '"advertising campaigns'" within the meaning
of Article 3(g3 ?er indent, and for the sole purpose of
defining "“Eur
in the mass-circulation press, the use of advertisements
broadcast on radio or television or any similar media or
taking the form of an advertising campaign designed to
attract the attention of the general public."

SN 3818/87 (DRS) ood/StCS/ep EN

, means any offer backed up by publicity
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Dear Prime Mintster,

Thark you for your letter of & October about both the implementation
of food afd and the quality o¢ food stocks in the Comrunity. I was
as concerned as you are by the report of the Audit Court on the
distribution of food afd by the Community over the period 1976-1985.
Ever if there were problems with only & very limited proportien

of the ol progremme, they certainly Justify the managemert
reforms which were proposed by the Commission and afproved by the
Council during the British Presidency {n December 1§86,

I agree with you that {¢ {5 regrettable that the new Regulation was
not immediately made permanent. There were, hewever, a mumber of
Member States who were reluctant to give the Commission the necessary
pewers to implement this pelicy. ! hope that with your support this
probler can now be cvercomeé which would permit the adoption of a
permarert reguletion. The Commission, for its part, has made the
recessary propesals to that effect.

You also referred to the problem of the quality of some of the food
stocks. The existing Reguletions only give the Commission Yimited
power. It i3 Member Stztes ané their fntervention agencies who have
centro’ cver the purchese of the products. The Commission may only
s.usecuenlls rake sarile contrals and 1€ necessary, make adjustments
T FLLGi-gurmintes exdenZiture. 1 think that trere is & case for
strgnitrening the Jomriscior's role s¢ that we cam sssure ocurselves
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ST iUmert Sl elirirate ¢l excess stocks. The adaptation of the
mecran. omr oF tne Lommon Ag-icuitura) Policy must alse play its role
1r suTvirr trece prodiers. Tosnguld be most grateful for all the
he's trat tre Lrited kingaor Government can give the Commission
.:- t"r-t’ i 3"';(:;'
5wuﬂ. '
i -
A .?- } -
s
S
"
~-Jacques DELORS
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Hon. Margaret THATIMEER . e

Qugtity and conditiorn of stocks. The Commissior



‘ FROM: A J C EDWARDS
DATE: 27 October 1987

CHANCELLOR cc: Paymaster General
! Economic Secretary
/,, o3 ‘ Sir P Middleton

/ towld WE L0 - Sir G Littler o/r
a5y R oy [ Mr Byatt
en ) : X : Mr Cassell
/ 4 Y b Mr H P Evans
Mrs Lomax
Mr Peretz
Mr Scholar
Mr Kelly
Mr Mortimer
Mr Parkinson
ECof : Mr Cropper

il Mr Tyrie
Q; <
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PS/C&E
ECOFIN, 16 NOVEMBER

We would much appreciate your guidance on two points related

to the 16 November ECOFIN Council.

2 First, we need to decide soon whether to ask for discussion

of future financing. Sir David Hannay may raise the point

with you tomorrow.

3 The case in favour is that ECOFIN ought not to neglect

this dossier totally. Discussion at ECOFIN would also enable

you to signal clearly to other member states the UK's firmness

of purpose and our requirements from the negotiation, backed

by some reminders of the contrast between the formidable budgetary
burdens of some and the handsome net profits of others. It

could be a valuable opportunity for conditioning the thoughts

of others in preparation for Copenhagen.

4. The case against is simply that ECOFIN has no operational
role in the negotiations. Twelve set-piece speeches on future

financing could also be less than stimulating.



5 The correct solution, in our view, is to ask for discussion

of future financing over lunch. Sir David Hannay shares this

view.

6. The second question relates to attendance at the meeting.

In my judgement, again shared by Sir David Hannay, it would
be highly desirable, though not quite essential, for you to
attend, not least for the future financing item.

75 The other likely items of agenda are:

(i) European financial area/capital movements

M Delors will presumably submit formal proposals
for (a) liberalisation of capital movements, (b)
strengthening of the 1979 Directive which interalia
requires member states to retain exchange control
instruments, and (c) amalgamation of the Community
Loan Mechanism and Medium Term Financial Assistance
borrowing facilities, with a higher limit (Mr Peretz's
submission of yesterday refers). Member states
will presumably be expected to offer preliminary
comment, even though the next step will probably
be a remit to the Monetary Committee to consider
and advise.

(ii) Tax Approximation
We assume that Lord Cockfield will deliver his

aborted speech and that the remit to the Economic
Policy Committee will be formally confirmed.
(iii) 7th and 18th VAT directives

These relate to secondhand goods and transitional

derogations.
(iv) UCITS
There may be an item about marketing in the Community

of Danish mortgage bonds.



8. You may feel that you should attend for item (i), and

also item (ii) if you are present, as well as the future financing
discussion. I would however see no problem about your leaving
before items (iii) and (iv), which UKREP should be well able

to handle with support from Customs and DTI.

Conclusion
O I should be glad to know whether you would be content
for us:
(i) to request a discussion of future financing over
lunch, and
() to assume provisionally that you will be attending

yourself.

If the answer to (ii) is yes, we will look with the Private
Office into the possibilities for an early morning military

plane.

HICE

A J C EDWARDS
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LIBERALISATION OF CAPITAL MOVEMENTS: RESTRICTIONS IMPOSED BY :; E S
MEMBER STATES

1. Community legislation on liberalisation of capital movements,
to implement Article 67 of the Treaty is enshrined in the 1960
capital movements Directive, as amended by Directives of 1962,
1985 (accompanyiny the Directive on UCITS) and 1986 (implemented
28 February 1987).

2. For liberalisation purposes, Community legislation divides
transactions as follows:

(a) those subject to unconditional liberalisation, (unless
covered by a specific derogation);

(b) those in effect subject to voluntary liberalisation. This
includes a category of transactions which member states are
supposed to liberalise unless liberalisation could be an
obstacle to their economic policy objectives, and a
category for which there are no liberalisation obligations.

3. In broad terms, unconditional liberalisation (2(a)) applies to
direct investments, new issues of securities, most operations in
securities, investment in real estate, commercial credits (where
residents participate), and most personal capital movements. The
main transactions to which voluntary liberalisation (2(b)) applies
relate to short term capital eg Treasury bills and bank deposits.

4. Information on individual member states is given below. This is
taken largely from a Commission paper of November 1986 prepared
for the Monetary Committee.

GREECE

5. On 2(a) above, Greece currently has a derogation under Article
108(3) of the Treaty of Rome, agreed as part of the Community Loan
package in November 1985 to help Greece with balance of payments
problems. The derogation covers direct investments, investments in
real estate, and some personal capital movements ( which may be
made subject to prior authorisation), and some operations in
securities (which may be prohibited or made subject to prior
authorisation). It is intended to last until November 1988.

6. Greece also maintains some restrictions on transactions under
2(b) involving in some cases prohibition and in others need for
authorisation.

7. Greece is likely to be cautious about full liberalisation,
stressing the need for step by step progress depending on other
factors such as convergence and supporting the availability of
safeguard provisions and support facilities. At the November 1986
ECOFIN, when the 1986 Directive was adopted, Greece made a
statement for the Council minutes stressing the dangers of free
movement of capital for the weaker economies and currencies, and
the need for better co-ordination of economic policies.



QEAIN

. On 2(a), Spain has a derogation under the Accession Treaty,
covering direct investment, investments in real estate, and some
operations in securities. This derogation lasts until 1988 - 1990
(depending on the type of transaction). Further, Spain does not
have to implement the 1986 Directive until 1989 - 1990 (depending
on the type of transaction).

9. Spain also maintains some restrictions on transactions under
2(b) mainly involving need for authorisation.

10. Spain seems to be moderately enthusiastic about
liberalisation. According to the Commission's November paper, some
of Spain's recent liberalisation measures on portfolio investment
have gone beyond those necessary to comply with the Accesssion
Treaty. At the October ECOFIN, when it was tacitly agreed that
Spain and Portugal could delay implementation of the 1986
Directive, Solchage said that for Spain this delay was not a
matter of practice but of principle.

FRANCE

11. On 2(a), France's balance of payments derogation under Article
108(3) of the Treaty of Rome was rescinded by the Commission in
June 1986. This was made possible because of liberalisation
measures taken at the end of 1985 (in respect of direct
investments) and in May 1986 (notably in respect of acquisition of
foreign securities - the ending of the devise titre system,
immovable investments abroad, and certain personal capital
movements) .

12. France still maintains some restrictions on transactions under
2(b) mainly involving need for authorisation or use of approved
intermediaries. According to the Commission's November paper,
France has, during 1986, taken measures towards liberalised
exchange controls in respect of some commercial and financial
operations of enterprises, and some transactions by residents.
French residents, though, remain unable to hold foreign currency
bank deposits.

13. Thus France is at the moment fairly enthusiastic about
liberalisation. However discussion in the Monetary Committee
suggests that they would want to move gradually (with the next
stage perhaps full liberalisation for companies) and with the
possibility of safeguard provisions.

IRELAND

14. On 2(a), Ireland still has a balance of payments derogation
under Article 108(3) of the Treaty of Rome, covering some
operations in securities, to last until end 1987.

15. On 2(b), Ireland also maintains some restrictions on
transactions under 2(b) involving mainly need for authorisation
(which for some transactions may only be given in certain
circumstances).

16. Like Greece, Ireland is likely to be fairly cautious about
full liberalisation.



17. On 2(a), Italy still has a balance of payments derogation
under Article 108(3) of the Treaty of Rome, to last till end 1987.
In broad terms, this derogation permits the imposition of non
interest bearing bank deposits for residents investment in real
estate abroad (15%), and for acquisition of foreign securities
(15%). The Commission have recently tightened up this derogation
(the deposit percentages used to be somewhat higher) in line with
Italian moves to relax some of their restrictions on capital
movements.

18. On 2(b), Italy still maintains some restrictions on
transactions including some prohibitions as well as requirements
for authorisation.

19. Despite their recent moves towards it, Italy is likely to be
cautious about full liberalisation of capital movements. At the
November ECOFIN when the 1986 Directive was adopted, Italy made a
statement for the Council minutes, about the possible
destabilising effects of free capital movements on the EMS, and on
the need for co-ordination of economic policies and policies on
financial markets and instruments, and for measures to help with
balance of payments and other problems which might arise.

PORTUGAL

20. Portugal has a derogation under the Accession Treaty, covering
direct investment, investment in real estate, personal capital
movements over a certain amount , and some operations in
securities. These provisions last until up till 1992 (depending on
the type of transaction). Further, Portugal does not have to
implement the 1986 Directive until 1990 - 1992 (depending on the
type of transaction).

21. Portugal also maintains some restrictions on transactions
under 2(b) mainly involving need for authorisation.

22. Portugal may also be fairly cautious about full
liberalisation.

OTHER MEMBER STATES

23. None of the other member states has a derogation of any sort
on transactions under 2(a). Nor on the whole do they maintain
restrictions under 2(b), although:

(a) according to the Commission's November paper, Denmark still
has prior authorisation provisions on some transactions.
However, Denmark is regarded as being substantially
liberalised.

(b) Germany still has restrictions on certain transactions in
ecus. (At the last informal ECOFIN, Stoltenberg said that
Germany would consider full recognition of the private ecu
if there was progress on liberalisation of capital
movements, but nothing concrete has happened on this.)

(c) Belgium operates a dual exchange market, which separates
purchases and sales of currencies for investment purposes
from commercial flows. The 1986 Directive has in principle
tightened up on this: for all transactions subject to



. unconditional liberalisation, the exchange rates applied

"must not show any appreciable and lasting differences from
those ruling for payments relating to current
transactions”.

23. All these countries are likely to support moves towards full
liberalisation. Belgium is likely to be the most cautious of the
group: when the new initiative was discussed at ECOFIN in June
1986, Eyskens mentioned the difficulties which full liberalisation
would cause for some member states, and linked it with completion
of the EMS.
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ALTHOUGH MINISTERS COULD OF COURSE COMMENT IF THEY WISHED. HE
EXPECTED FURTHER PROCEDURAL DECISIONS WOULD BE TAKEN ON THE PACKAGE,
HOWEVER.

8. AS REGARDS THE CAPITAL LIBERALISATION PROPOSALS (WHICH THE
COMMISSION REPRESENTATIVE INSISTED SHOULD BE RELABELLED ''CREATION
OF A EUROPEAN FINANCIAL AREA''), ESPER LARSEN NOTED THAT AT THE
INFORMAL ECOFIN IN SEPTEMBER A MANDATE HAD ALREADY BEEN GIVEN TO
THE MONETARY COMMITTEE TO CONSIDER THE MACRO-ECONOMIC ASPECTS. THIS
COMMITTEE WAS MEETING IN MADRID ON 30 OCTOBER AND MIGHT BE PREPARING
AN ORAL OR WRITTEN REPORT FOR THE NOVEMBER ECOFIN. PROCEDURAL
DECISIONS WOULD DEPEND ON WHETHER A REPORT EMERGED AND IF SO, WHAT
IT CONTAINED. NONETHELESS HE EXPECTED QUESTIONS OF PROCEDURE TO BE
DISCUSSED AND POSSIBLY AGREED ON FOLLOWING THE COMMISSION'S FORMAL
PRESENTATION.
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COREPER AMBASSADORS 28 OCTOBER \ ad >< \}" /

S \
\‘ \
PREPARATION FOR 16 NOVEMBER ECOFIN. \,}’ ~5
3 \
SUMMARY. \ J ‘/
1. PROVISIONAL AGENDA AGREED. ‘ (/

2. DISCUSSION ON TAX APPROXIMATION AND\CAPITAL MOVEMENTS
LIBERALISATION EXPECTED TO BE LIMITED TO PROCEDURAL MATTERS
FOLLOWING FORMAL PRESENTATIONS BY COMMISSION.

3. UK REQUEST FOR FUTURE FINANCING DISCUSSION OVER LUNCH r
YYNOTED" . :

DETAIL.
4. PROVISIONAL AGENDA WAS AGREED AS FOLLOWS:
A) LIBERALISATION OF CAPITAL MOVEMENTS.
B) TAX APPROXIMATION (''ABOLITION OF FISCAL FRONTIERS'')
C) SEVENTH VAT DIRECTIVE
7} D) EIGHTEENTH VAT DIRECTIVE
E) (POSSIBLY) UCITS INVESTMENT POLICIES DIRECTIVE
F) (POSSIBLY ALSO) PROSPECTUSES DIRECTIVE

5. 11.30 STARTING TIME CONFIRMED.

6. ESPER LARSEN (PRESIDENCY) SAID THAT GIVEN CURRENT
DEVELOPMENTS, THE PRESIDENT OF THE ECOFIN COUNCIL EXPECTED THE
MAJOR TOPIC DURING LUNCH TO BE THE ECONOMIC AND MONETARY SITUATION.
BOSTOCK (UK) FORMALLY REQUESTED THAT FUTURE FINACNING ALSO BE
DISCUSSED AT LUNCH AND STRESSED THE UK'S WISH FOR A WEIGHTY EXCHANGE
ON THIS IMPORTANT SUBJECT. ESPER LARSEN NOTED THIS.

7. ON TAX APPROXIMATION, ESPER LARSEN THOUGHT THAT THERE WOULD BE
NO SUBSTANTIVE DISCUSSION AFTER LORD COCKFIELD'S PRESENTATION

PAGE 1
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J M G TAYLOR
30 October 1987

MR A J C EDWARDS cc Paymaster General

Economic Secretary
Sir P Middleton
Sir G Littler o.r.
Mr Byatt
Mr Cassell
Mr H P Evans
Mrs Lomax
Mr Peretz
Mr Scholar

| Mr Kelly

| Mr Mortimer

| Mr Parkinson

‘ Mr Cropper
Mr Tyrie
PS/C&E

ECOFIN, 16 NOVEMBER
The Chancellor has seen your minute of 27 October.
2. He is content both with the suggestion that future financing

is discussed at 1lunch at ECOFIN, and that you should assume
provisionally that he will attend himself.

2y

c -

J M G TAYLOR
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ps7/64L UNCLASSIFIED

FROM: MRS J THORPE
DATE: 2 November 1987

PS/SIR P MIDDLETON cc Sir G Littler
Mr A J C Edwards

MEETING OF EUROPEAN FINANCE MINISTERS: MONDAY, 16 NOVEMBER

The Chancellor will be attending the November meeting of the
European Finance Ministers on Monday, 16 November. The meeting is
scheduled to start at 1l1.30am and continue until mid-afternoon.
The Chancellor will probably be accompanied by five officials.

2. The Chancellor would prefer to travel to and from Brussels on
an RAF flight because his diary is very busy around this time and
it would be very inconvenient for him to travel on a commercial
flight. 1In addition it is always very difficult to know when the
ECOFIN will finish and there is always the possibility that the
Chancellor would either miss a booked commercial flight or have to

hang around a long time waiting for one.

i I should be grateful if you could seek Sir P Middleton's
permission for the use of an RAF flight.

me Whovpe. .

MRS JULIE THORPE
Diary Secretary




From: R B SAUNDERS
' 4 Date: 3 November 1987

MRS J THORPE ce Mr A € S Allan

MEETING OF EUROPEAN FINANCE MINISTERS: MONDAY 16 NOVEMBER

Sir Peter Middleton has seen your minute of 2 November.
asked when was the 1last time the
commercial flight.

He has
Chancellor came back by a

R B SAUNDERS

Private Secretary



i

RESTRICTED
105 gmé
MDHIAN 4

THAT THE FINANCIAL QUESTIONS GROUP SHOULD EXAMINE VAT AND EXCISE
DUTIES ALTERNATIVELY TO ENSURE THAT PROGRESS WAS MADE ON BOTH
FRONTS.

L. VILAR SUGGESTED THAT WHEN THE MACRO-ECONOMIC STUDY OF THE
FISCAL PACKAGE HAD BEEN COMPLETED (PRESUMABLY A REFERENCE TO THE
ECONOMIC POLICY COMMITTEE), WORK SHOULD BEGIN IN THE COUNCIL ON THE
TAX RATE PROPOSALS. THE COMMISSION ATTACHED PARTICULAR IMPORTANCE
TO THE VAT AND EXCISE DUTY RATE CONVERGENCE PROPOSAL, WHICH WAS
REGARDED AS A TEST OF THE COUNCIL'S POLITICAL WILL TO MAKE PROGRESS.
SWIFT ADOPTION OF THIS PROPOSAL WOULD PREVENT FURTHER DIVERGENCE OF
NATIONAL TAX SYSTEMS, AND WOULD PROVIDE THE FRAMEWORK FOR MEMBER
STATES' ACTION, AT THEIR OWN PACE, TO ACHIEVE THE ABOLITION OF
FISCAL FRONTIERS BY 1992.

5. THE COMMISSION EXPECTED THE EUROPEAN PARLIAMENT AND THE
ECONOMIC AND SOCIAL COMMITTEE TO GIVE TH OPINIONS BY MARCH 1988,
AND HOPED THE FISCAL PACKAGE COULD THEN BE QUICKLY ADOPTED BY THE
COUNCIL. CLOSE COOPERATION WOULD BE REQUIRED BETWEEN THE MEMBER
STATES AND THE COMMISSION IF THE TIMETABLE ESTABLISHED IN THE SINGLE
EUROPEAN ACT WERE TO BE RESPECTED.

6. NO DELEGATIONS REACTED TO THIS STATEMENT. MAILAND
CHRISTENSEN (PRESIDENCY) CONCLUDED THAT IT WAS HELPFUL TO KNOW THE
COMMISSION'S IDEAS. THESE WOULD BE REPORTED TO CAPITALS AS PART OF
THE PREPARATION FOR THE ECOFIN COUNCIL ON 16 NOVEMBER. HE EXPECTED
THAT THE COUNCIL WOULD HAVE AN EXCHANGE OF VIEWS AND DRAW THE
APPROPRIATE PROCEDURAL CONCLUSIONS.

HANNAY
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FM UKREP BRUSSELS

v
TO IMMEDIATE FCO r
TELNO 3509 9
OF 041904Z NOVEMBER 87 W b
INFO ROUTINE EUROPEAN COMMUNITY POSTS W #K)} ~
FRAME ECONOMIC \/S‘/

COREPER (DEPUTIES) : 4 NOVEMBER 1987
ABOLITION OF FISCAL FRONTIERS : PROCEDURE

SUMMARY
1. COMMISSION PRESENTS ITS IDEAS ON ORGANISATION OF WORK AND
SETTING OF PRIORITIES FOR CONSIDERING THE PACKAGE OF. TAX
APPROXIMATION MEASURES IN THE SHORT TERM. NO REACTION FROM
DELEGATIONS. ECOFIN COUNCIL ON 16 NOVEMBER WILL HAVE AN EXCHANGE OF )xi
VIEWS AND DRAW PROCEDURAL CONCLUSIONS.

ey

DETAIL .

2. VILAR (COMMISSION) SKETCHED THE BACKGROUND TO THE
'COMMISSION'S RECENT PACKAGE OF TAX APPROXIMATION PROPOSALS WHOSE
OBJECTIVE WAS TO ACHIEVE THE ABOLITION OF FISCAL FRONTIERS BY THE
END OF 1992. DECISIONS WERE NEEDED ON HOW TO ACHIEVE THIS
OBJECTIVE, WHICH THE COMMISSION CONSIDERED HAD BEEN ACCEPTED AND
RATIFIED BY THE MEMBER STATES IN THE SINGLE EUROPEAN ACT. LORD
COCKFIELD WOULD MAKE A POLITICAL PRESENTATION OF THE COMMISSION'S
PROPOSALS TO THE ECOFIN COUNCIL ON 16 NOVEMBER, BUT THE COMMISSION
HAD ALSO REACHED ITS OWN CONCLUSIONS ABOUT HOW WORK SHOULD BE
ORGANISED AND WHAT PRIORITIES SHOULD BE SET IN THE SHORTER TERM.

3. VILAR CALLED FOR MORE FREQUENT MEETINGS OF THE FINANCIAL
QUESTIONS GROUP TO EXAMINE:

(I) THE TECHNICAL AMENDMENTS SUGGESTED TO THE 6TH VAT DIRECTIVE:
(II) THE VAT CLEARING SYSTEM:

(III) EXISTING EXCISE DUTY STRUCTURAL PROPOSALS (ON OILS, TOBACCO
AND ALCOHOLIC DRINKS).

THE COMMISSION WOULD RE-EXAMINE THE EXCISE DUTY STRUCTURAL
PROPOSALS, SOME OF WHICH WERE NOW 10 YEARS OLD, AND VILAR SUGGESTED

PAGE 1
RESTRICTED
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FROM: MARK PARKINSON
DATE: éfNovember 1987

MR C KELLY (MG) cc PS/Chancellor [2[2
PS/PMG

S WAGE Mr Edwards

MS FRENCH (C and E) Mr Mortimer
Mr Mercer

MR CRASKE (C and E) Mr Bonney

MR CREASE (DTI) Mr Matthews

MR C EVANS Ms Sinclair

Mr Donnelly

Mr P Hall

Miss Wright

Mr Thomson (UKREP)

ECOFIN 16 NOVEMBER

The next EC Economics and Finance Council is on 16 November

in Brussels. It will begin at 11.30am. The Chancellor intends
to attend.
2. The provisional agenda is as follows (see UKREP telno 3427

attached - the prospectus directive is now off the agenda):

in the formal Council

(a) 1liberalisation of capital movements (creation of a European

financial area)

(b) indirect tax approximation - Lord Cockfield's proposals.

(c) seventh VAT directive

(d) eighteenth VAT directive

(e) UCITs investment policies directive

at lunch

(f) future financing discussion

(g) the economic and monetary situation



3. I would be grateful if briefs could be provided as follows:

Mr Savage, the wusual economic statistics covering the
EC, US and Japan;

Mr Kelly on (a) and (g);

Ms French on (b);

Mr Craske on (c) and (4);

Mr Crease on (e); and Mr C Evans on (f).

4. Briefs should follow the standard format (attached) and
should reach me by close on Wednesday 11 November, with any

attachments. Please could anyone planning to attend the ECOFIN
let me know.

5. Many thanks for your help.

M PARKINSON
EC1
Room 20/G

HM Treasury
X4441



RESTRICTED

RESTRICTED

FM UKREP BRUSSELS

TO IMMEDIATE FCO

TELNO 3427

OF 282035z ocCcT 87

AND TO HM TREASURY

INFO SAVING EUROPEAN COMMUNITY POSTS

FRAME ECONOMIC
COREPER AMBASSADORS 28 OCTOBER
PREPARATION FOR 16 NOVEMBER ECOFIN.

SUMMARY.
1. PROVISIONAL AGENDA AGREED.

064054
MDHIAN 3192

2. DISCUSSION ON TAX APPROXIMATION AND CAPITAL MOVEMENTS
LIBERALISATION EXPECTED TO BE LIMITED TO PROCEDURAL MATTERS

FOLLOWING FORMAL PRESENTATIONS BY COMMISSION.

3. UK REQUEST FOR FUTURE FINANCING DISCUSSION OVER LUNCH

'"'NOTED"''.

DETAIL.

4. PROVISIONAL AGENDA WAS AGREED AS FOLLOWS:

A) LIBERALISATION OF CAPITAL MOVEMENTS.

B) TAX APPROXIMATION (''ABOLITION OF FISCAL FRONTIERS'"')

C) SEVENTH VAT DIRECTIVE
D) EIGHTEENTH VAT DIRECTIVE

E) (POSSIBLY) UCITS INVESTMENT POLICIES DIRECTIVE
F) (POSSIBLY ALSO) PROSPECTUSES DIRECTIVE

5. 11.30 STARTING TIME CONFIRMED.

6. ESPER LARSEN (PRESIDENCY) SAID THAT GIVEN CURRENT

DEVELOPMENTS, THE PRESIDENT OF THE ECOFIN COUNCIL EXPECTED THE

MAJOR TOPIC DURING LUNCH TO BE THE ECONOMIC AND MONETARY SITUATION.
BOSTOCK (UK) FORMALLY REQUESTED THAT FUTURE FINACNING ALSO BE
DISCUSSED AT LUNCH AND STRESSED THE UK'S WISH FOR A WEIGHTY EXCHANGE

ON THIS IMPORTANT SUBJECT. ESPER LARSEN NOTED THIS.

7. ON TAX APPROXIMATION, ESPER LARSEN THOUGHT THAT THERE WOULD BE
NO SUBSTANTIVE DISCUSSION AFTER LORD COCKFIELD'S PRESENTATION

PAGE 1
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ALTHOUGH MINISTERS COULD OF COURSE COMMENT IF THEY WISHED. HE
EXPECTED FURTHER PROCEDURAL DECISIONS WOULD BE TAKEN ON THE PACKAGE,
HOWEVER.

8. AS REGARDS THE CAPITAL LIBERALISATION PROPOSALS (WHICH THE
COMMISSION REPRESENTATIVE INSISTED SHOULD BE RELABELLED ''CREATION
OF A EUROPEAN FINANCIAL AREA''), ESPER LARSEN NOTED THAT AT THE
INFORMAL ECOFIN IN SEPTEMBER A MANDATE HAD ALREADY BEEN GIVEN TO
THE MONETARY COMMITTEE TO CONSIDER THE MACRO-ECONOMIC ASPECTS. THIS
COMMITTEE WAS MEETING IN MADRID ON 30 OCTOBER AND MIGHT BE PREPARING
AN ORAL OR WRITTEN REPORT FOR THE NOVEMBER ECOFIN. PROCEDURAL
DECISIONS WOULD DEPEND ON WHETHER A REPORT EMERGED AND IF SO, WHAT
IT CONTAINED. NONETHELESS HE EXPECTED QUESTIONS OF PROCEDURE TO BE
DISCUSSED AND POSSIBLY AGREED ON FOLLOWING THE COMMISSION'S FORMAL
PRESENTATION.

HANNAY

YYYY
DISTRIBUTION 211
MAIN 200
FRAME ECONOMIC ECD (I)
ADDITIONAL 1
FRAME
SAVING 10
COPENHAGEN BONN
THE HAGUE LUXEMBOURG
ROME ATHENS
DUBLIN LISBON
PARIS MADRID
NNNN
PAGE 2
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ANNEX B
ECOFIN BRIEFING:STRUCTURE OF BRIEFS

General note: be as brief as possible, and try to get

objectives and line to take/point to make on first page.

UK OBJECTIVES

These should be stated in a short paragraph. It should
be made clear whether the Minister is required to intervene,
or whether he will just be participating in a general

discussion.

POINTS TO MAKE/LINE TO TAKE

(1) Line to take is appropriate when a proposal
is being discussed, and when the Minister is

asked to intervene.

{Si215) Points to make are for discussion documents

where no operational decisions will be reached.

(iii) Line to take/points to make should not include
editorial comment except where absolutely

essential and square bracketed; they should

be set out in skeleton speaking note form, so

that the Minister can read from them without

further editing.

(i, Points to make should be interesting i.e not
simple restatements of UK policy where that
is well known. It should be remembered that
a Minister is 1limited in the number of points

he can make e.g three.

(v) Short Q/A defensive material should be included
only if necessary e.g where the Minister will
have to argue out a particular point.

BACKGROUND NOTE

Where possible, this should be confined to two sides.

only



ECOFIN, MARCH 12

SUBJECT

Relevant document:

UK objectives
[If any]

Line to take/Points to make

Defensive briefing

[if necessary]

Background.

BR I EF



MRS JULIE THORPE

ECOFIN:

You may
ECOFIN,
invited

takes a

From: Sir G.Littler
Date: 5 November 1987

c.c. PPSu/////

PS/Sir P.Middleton
Mr Edwards

16 NOVEMBER

like to note that I shall be attending this meeting of
in my capacity as Monetary Committee Chairman (I shall be
also to attend the Ministerial lunch). If the Chancellor

private plane I should like to travel with him please.

s
S A
/‘
,

7~

~(Geoffrey Littler)



MRS JULIE THORPE

ECOFIN:

You may
ECOFIN,
invited

takes a

From: Sir G.Littler
Date: 5 November 1987

C.C. TBPPS
PS/Sir P.Middleton
Mr Edwards

16 NOVEMBER

like to note that I shall be attending this meeting of
in my capacity as Monetary Committee Chairman (I shall be
also to attend the Ministerial lunch). If the Chancellor

private plane I should like to travel with him please.

() [

'/
y (Geoffrey Littler)
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1000 Bruxelles, l® 5 novembre 1987.

Rue, de la Lol 12
Tél. : (02) 233 81 11

LE MINISTRE

M. Nigel LAWSON
Chancellor of the Exchequer

[CH/EXCH EQUE{j{/ Parliament Street
3 LONDON 8§ W 2P - 3 AG
M08 1S e G €%

Herewith an advanced copy of a note and a letter to the
President of Council Palle SIMONSEN, wich will be sent to
you by letter in the coming days.

Sincerely yours.

p Mark EYSKENS,

o M- leoll,
M (ol

®
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1000 Brussel, November 6, 1987

Waolstraat 12
Tel.: (02) 23381 11

DE MINISTER Monsfeur Palle SIMONSEN

e —

Ministre des Finarces
Président du Conseil ECO-FIN

Ministére des Finances
Sig Porg
1, Shots Pladt.

1218 COPENHAGUE. K,
DANEMARK.

Sir,

The recent crash on the stock exchanges will have consequences on
the world economic and monetary outlook.

I think it is important for the Eco-fin Council to have a full discus-
sion on that matters so as to be able to make a building confidence
statement.

This is why I am asking you to put on the formal agenda of the
Eco-fin meeting of the 16th november 1987 this discussion on the
world economic and monetary outlook.

1 send you an attached short note intended to propose a few topics
for discussion. This note is also sent to the President DELORS
and to each Minister of the Council,

Sincerely yours,

Mark EYSKENS.

B L 1 Camtcaten e
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1000 Bruxelies, le 6 novembre 1987.

Rus de s Lo 12
Té.: (o) 23301 11

THE EUROPEAN COMMUNITY AND THE DEVELOPMENT OF
THE WORLDEGONOMY

The Events on the steck exchange during the last weeks and the
recent economic developménts in the United States put heavy ores-
sure on this country for tackling in a determined way its two-
fold deficit.- the public budget and the trade balance {in order
to give greater confidence to stock and exchange markets

and to reassure the partners of the U.S.A. about the ability of
the U.S. to put {ts house in order within a reasonable period

of time,

American policies will be forced to considerably reduce public
expenditure; lowiring deficit spending will facil{itate the
reduction of the trade déficit.

Greater efforts will be needed, probably by the new American
Administration, in order to increase oroduction and productivity.
It {s premature to predict already now the results of such a
policy on the growth of the american economy. However, there

is no doubt that the wiping out of both deffcits will depress
the consumption demand and the economic growth,

2. The new situation will require the European Economic Community

working out a ceherent community stand with a view to control

" as efficiently as possible the evolution {n the financial and mone-

tary fields as well the cyclical conditions |

In this 1ight 1t seems to me very desirable that at the occasion
of the EcoFin-meeting of the Minister of Finance on november 16,
the Council could agree on a common declaration fixing the
principles and the broad guidelines of a common economic and
financial policy for the next months and years,

09.11.87 17:25 09, 1NB7036:26
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Such a declaration must be of such a kind that it could restore
the confidence of the european public opinfon in the European
Community and 1n the E.E.C.-economie development on short and
medium term,

The most important elements of such a policy declaration can be
summartzed as follows :

2.1, The reconfirmation by the Ecofin-Counc{l of the 1992-ob-
Jective and more specifically with regard to :

- the setting up of the large fntegrated market of goods
and seryices;

- the abolitton of the fiscal fonrtiers and especially
the harmonisation of {ndirect taxation;

- the completion of the last phase of the 1iberalisation of
capital movements.

2.2, Contribution to_the economic_growth

It seems evident that a policy of uncontroled deficit
soending has to be preciuded since this would jeopardize
again the efforts made by several countries in the field
of {mprovement of public finances,
It 1s however {mportant to exercise, through 2 better coordi-
natfon of the budgetary policies in the different countries
a more positive global {nfluence a the Community level,
So-called reflationary policies must definitely remain in
conformity with a double restriction :
- public expenditure in most E.E.C.~countries cannot be increa-
sed;
- the {ncrease of the purchasing power cannot take place in
such a way that {t would Tead agafn to a stimulation
of {nflatfon or an {ncrease of production costs, what means
that one has to be very careful about real wage-increases.

I TR A S

N —.
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. In this framework three major elements have to be taken into
consideration :

a) - Coordination at E.E.C.-level of several fiscal reforms
concerning personal income tax that are envisaged or
worked out in the different countries.

The {ntention would be to achieve an harmonised timing
in order to intensify the macro-economic effect of the
netto-purchasing power increase.

At the same time, it is important, at £.E.C.=level, to

| quantify that effect because more optimistic expec-

tations could result herafrom on the consumption side and

{n this way lead to an fmprovement of the investment

climate.

i b) "Examine in which way private and more precisely invest-
‘ , ment expenditures can be {ncreased.
' It s obvious that weak economic growth in a number

of countrtes {s due to a sluggish consumption and

an imufficient investment demand.

c) Consider the possibility to increase public investments
' at least in the countries which have the necessary bud-
getary room for it.

2.3, Monetary policies

What matters is to {mplement & sufficiently fiexible
monetary policy 50 that unnecessary limitations would be in-
corporated as far as the éxpansion of economic activity is
concerned. In most member states the danger of {nflation has
strongly diminished.
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‘ Here, 2 problems have to be consfdered :

a. coherence of interest rates :

1t is desirable to keep the level of interest rates as

low as possible given the external constraints, namely

the relations vis & vis the dollar, and the necessity to
nromote at most the stability of the European monetary
system,

A coherent interest rate policy does however not preclude
that in spectfic circumstances interest rates might di-
verge between countries with strong currencies and countries
with weak currencies.
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b. In the present circumstances, characterized by or rather
weak economic growth and a declining dollar rate, the
evolutton of the money stock can in no way imply a limi-
‘ tation on the financing needs of the economy.

POV AR S Pl i RS

2.4. Implementation of the NYBORG Agreements.
It is very important to underiine that the reinforcement,
of the E.M.S., as it has been worked aut in Nyborg, also ap-
peared to be implemented in practice and that the intra-
marginal {ntervention mechanism has demonstrated its effi-
clency in the recent period of exchange rate instability.

2.5. Strengthening of the Louvre-agregment.

|
| The E.E.C. has obviously to plead for a U.S. adjustment
‘l policy that however must not entail a strongly disturbant

r

E management of exchange rate depreciattc. This fundamental

;; position, from stre European side, that concurs with the spirit
[j and even the letter of the Louvre-agreement, doesn't pre-

: @ clude that a further decline of the dollar during the past

N weeks constitutes a fact that has to be considered as ir-
g reversible for the next future,
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2,6,

To restore the confidence, one should strive to keep the Louvre
agreement in its capacity of mechanism, embryonic structure for
the {nternational monetary system and as a framework of methods
for internatfonal coeperation and surveillance in the economic
and monetary fields between the major countries. It {s preci-
sely because the operators in the stock and exchange markets
were of the opinfon that the Louvre agreement was abandoned

by 1ts stgnator{es, that the confidence was so heayily shaken
and turned into panic.

The G-7 haye to take the necessary confidence building mea-
sures in this field,

It should be reaffirmed that the stability on the exchange
markets {s necessarily determined by a strengthening of the
{nternational cooperation,

Strengthening of the Financial structures in Europe.
The crisis on the stock exchange, the possible deterforation
of the debt problems {n the developing countries, compel

us to examination and possibly to a consolidation of the func-
tioning of the financfal institutions.

Two tasks have to be done :

- strengthening of the banks' and other #{nancial institutions’
own resources. :
Progress has already been achieved {n this field, more
spectfically with regard to the {mprovement of the solven-
cy obligations, But it might be desirable to make further
progress in this field and eventually to look for this in
the framework of European harmonisation.

- Examination of the working of the steck and financial mar-
kets, more specifically the equity-market,
after the umerous financial innovations and deregulations.
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6.

Mayby will it be possible to draw now the necessary
lessons from this.

The_financing of the E.E.C. : The DELORS package

o v 8 D BR O R e e e - -

1t seems obvious to me that the present incertainty

about the financing of the Eurcepan Community strongly
weakens the setting up of a E,E.C.~policy. The inefficiency
of the community initiatives is also assessed by the market
operators and contrbutes to the uncertainty and the lack
of confidence. Ne must aim to reach a breakthrough in the
financing of the European Community at the next European
Council,

Europe has very close economic and political ties with
a.0. a number of sub-Sahara countries in Africa that are
specially affected by unfavorable world economic and
financial developments.

It appears that the World Bank and the I.M.F, have taken
or are considering taking several initfatives in favour
of the poorest developing countries. The structural ad-
justment facility looks particularly relevant in this
respect.

The question can be asked whether the European Community
as such cannot play a mere active role vis-d-vis specific
countries in the Third world, with whom complementary
synergles can be developed in the {ndustrial field.
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The dormant demand that 1s potentially present in those
countries has to be activated and channeled towards the
supply of European products, From a European viewpoint
one has to reflect on additfonal financing techniques,
always strictly linked to conditionality that can be
checked.

Mark EYSKENS.
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MRS J THORPE
6 November 1987

SIR G LITTLER cc PS/Paymaster General
Mr A J C Edwards
Mr R I G Allen
Mr Taylor

Mr B Knox - C&E

ECOFIN: MONDAY, 16 NOVEMBER

As you know the Chancellor is to attend the ECOFIN meeting on

: Mo .

Monday, .16 November, in Brussels. He has asked you, aAndrew
M&)\S’V\ il in

’ Richard Allen, Jonathan Taylor and Bryce Knox to

accompany him. :

2% I have arranged for an RAF plane to take the party to Abelag,
near Brussels, departing from Heathrow at 7.30 am. I will let you
have details of the 5?;&§%T?ZN%B due course. The arrival time at
Abelag should be 9.30 am (local time), giving you enough time to
travel into Brussels for the ECOFIN meeting at 10.00 am.
Continental breakfast will be available during the flight.

S The Chancellor is hoping to leave the Meeting at about 4.00 pm
after discussion of Lord Cockfield's proposals. The plane will be
on standby at Abelag from 4.00 pm. Tea and/or drinks should be
available during the flight. Mr Knox has agreed to stay on to
cover the last items at the Meeting and will return by commercial

pes Yere

MRS JULIE THORPE
Diary Secretary
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Tél. : (02) 233 81 11

LE MINISTRE

N. rét. THE EUROPEAN COMMUNITY AND THE DEVELOPMENT OF
— THE WORLDECONOMY

1. The Events on the stock exchange during the last weeks and the
recent economic developments in the United States put heavy pres-
sure on this country for tackling in a determined way its two-
fold deficit.- the public budget and the trade balance in order
to give greater confidence to stock and exchange markets
and to reassure the partners of the U.S.A. about the ability of
the U.S, to put {ts house in order within a reasonable period
of time,

American policies will be forced to considerably reduce public
expenditure; lowering deficit spending will facilitate the
reduction of the trade déficit.

Greater efforts will be needed, probably by the new American
Administration, in order to increase production and productivity.
It is premature to predict already now the results of such a
policy on the growth of the american economy. However, there

is no doubt that the wiping out of both deficits will depress
the consumption demand and the economic growth,

2. The new situation will require the European Economic Community

working out a coherent community stand with a view to control

" as efficiently as possible the evolution in the financial and mone-
tary fields as well the cyclical conditions !
In this 1ight it seems to me very desirable that at the occasion
of the EcoFin-meeting of the Minister of Finance on november 16,
the Counc{l could agree on a common declaration fixing the
principles and the broad guidelines of a common economic and
financial policy for the next months and years.

el | 4



Such a declaration must be of such a kind that it could restore
the confidence of the european public opinion in the European
Community and in the E.E.C.-economie develooment on short and
medium term.

The most important elements of such a policy declaration can be
summarized as follows :

o 7

Cats

The reconfirmation by the Ecofin-Council of the 1992-ob-
jective and more specifically with regard to :

- the setting up of the large integrated market of goods
and services;

- the abolitton of the fiscal fonrtiers and especially
the harmonisation of indirect taxation;

- the completion of the last phase of the liberalisation of
capital movements.

It seems evident that a policy of uncontroled deficit
spending has to be precluded since this would jeopardize
agafn the efforts made by several countries in the field
of 1mprovément of public finances.
It is however important to exercise, through a better coordi-
nation of the budgetary policies in the different countries
a more positive global i{nfluence a the Community level.
So-called reflationary policies must definitely remain in
conformity with a double restriction :
- public expenditure in most E.E.C.-countries cannot be increa-
sed;
- the increase of the purchasing power cannot take place in
such a way that it would lead again to a stimulation
of inflation or an increase of production costs, what means
that one has to be very careful about real wage-increases.



2.3-

In this framework three major elements have to be taken into

consideration :

a) - Coordination at E.E.C.-1evel of several fiscal reforms
concerning personal income tax that are envisaged or
worked out in the different countries.

The intention would be to achieve an hammonised timing

in order to intensify the macro-economic effect of the
netto-purchasing power increase.

At the same time, it is important, at E.E.C.-level, to
quantify that effect because more optimistic expec-
tations could result herefrom on the consumption side and
in this way lead to an {mprovement of the investment
climate.

b) "Examine in which way private and more precisely invest-
ment expenditures can be increased.
It {s obyious that weak economic growth in a number
of countrtes is due to a sluggish consumption and
an imufficient investment demand.

c) Consider the possibility to increase public investments

at least in the countries which have the necessary bud-
getary room for it.

What matters is to implement a sufficiently flexible
monetary policy so that unnecessary 1imitations would be in-
corporated as far as the expansion of economic activity is
concerned. In most member states the danger of inflation has
strongly diminished.



2.4,

2.5,

Here, 2 problems have to be considered :

a. coherence of interest rates :

It is desirable to keep the level of interest rates as

low as possible given the external constraints, namely

the relations vis & vis the dollar, and the necessity to
nromote at most the stability of the European monetary
system,

A coherent interest rate policy does however not preclude
that in specific circumstances interest rates might di-
verge between countries with strong currencies and countrie:
with weak currencies.

b. In the present circumstances, characterized by or rather
weak economic growth and a declining dollar rate, the
evolution of the money stock can tn no way imply a limi-
tation on the financing needs of the economy.

Implementation_of the NYBORG Agreements.

It 1s very important to underline that the reinforcement,

of the E.M.S., as {t has been worked ¢ut in Nyborg, also ap-
peared to be implemented in practice and that the intra-
marginal tntervention mechanism has demonstrated its effi-
ciency in the recent period of exchange rate instability.

The E.E.C. has obviously to plead for a U.S. adjustment
policy that however must not entail a strongly disturbant
management of exchange rate depreciatic. This fundamental
position, from ttre European side, that concurs with the spirit
and even the letter of the Louvre-agreement, doesn't pre-
clude that a further decline of the dollar during the past
weeks constitutes a fact that has to be considered as ir-
reversible for the next future,




2.6.

To restore the confidence, one should strive to keep the Louvre
agreement in its capacity of mechanism, embryonic structure for
the international monetary system and as a framework of methods
for international cooperation and surveillance in the economic
and monetary fields between the major countries. It is preci-
sely because the operators {in the stock and exchange markets
were of the opinion that the Louvre agreement was abandoned

by its signatories, that the confidence was so heavily shaken
and turned into panic.

The G-7 haye to take the necessary confidence building mea-
sures tn this field,

It should be reaffirmed that the stabjlity on the exchange
markets is necessarily determined by a strengthening of the
international cooperation.

The crisis on the stock exchange, the possible deterioration
of the debt problems in the developing countries, compel

us to examination and possibly to a consolidation of the func-
tioning of the financial institutions.

Two tasks have te be done :

- strengthening of the banks' and other financial institutions'
own resources. :
Progress has already been achieved in this field, more
spectfically with regard to the improvement of the solven-
cy obligations. But it might be desirable to make further
progress in this field and eventually to look for this in
the framework of European harmonisation.

- Examination of the working of the stock and financial mar-
kets, more specifically the equity-market,
after the rumerous financial innovations and deregulations.
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2:8.

Mayby will it be possible to draw now the necessary
lessons from this.

It seems obvious to me that the present incertainty

about the financing of the Euroepan Community strongly
weakens the setting up of a E.E.C.-policy. The inefficiency
of the community initiatives is also assessed by the market
operators and contrbutes to the uncertainty and the lack
of confidence. We must aim to reach a breakthrough in the
financing of the European Community at the next European
Council.

------------------------------------------------------

Europe has very close economic and political ties with
a.0. a number of sub-Sahara countries in Africa that are
specially affected by unfavorable world economic and
financial developments.

It appears that the World Bank and the I.M.F. have taken
or are considering taking several initiatives in favour
of the poorest developing countries. The structural ad-
Justment facility looks particularly relevant in this
respect,

The question can be asked whether the European Community
as such cannot play a more active role vis-a-vis specific
countrtes in the Third world, with whom complementary
synergies can be developed in the tndustrial field.



The dormant demand that is potentially present in those
countries has to be activated and channeled towards the
supply of European products. From a European viewpoint
one has to reflect on additional financing techniques,
always strictly linked to conditionality that can be
checked.

EYSKENS.
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From: R B SAUNDERS

Date: 9 November 1987

MRS THORPE

MEETING OF EUROPEAN FINANCE MINISTERS: MONDAY 16 NOVEMBER

Following your response to my minute of 3 November, Sir Peter
Middleton has now approved the use of an RAF 'plane on this

occasion.

R B SAUNDERS
Private Secretary
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FROM: D J Bostock :

7ﬁ(
DATE: 9 November 1987

co: Mr Goulden

Mr Thomson

Mr Parkinson, HMT (by Mufax)
Mrs Eyre-Wilson

Sir D Hannay

ECOFIN 16 NOVEMBER
1 My Danish opposite number says:
(a) EcoFin will now start at 1000 hours;

(b) the international economic situation will be discussed
in the formal session at Belgian request;

{c) the Presidency have built into their plans the Chancellor's
wish for a lunchtime discussion of future financing,

(d) the change of timetable and extra agenda item will be
announced at Coreper tomorrow.

25 You might like to provoke Esper Larsen to say (c) in
Coreper tomorrow; there was no "preparation for EcoFin" on
last week's Coreper II agenda.

3% Mr Thomson might like to explore with the Commission

(Dixon) how Delors is likely to (or at least will be briefed to)
deal with the international economic situation.

Nkl
i mae

D J Bost




DE MINISTER

U. ref..

1000 Brussel, November é, ‘1987

Wetstraat 12
Tel.: (02) 23381 11

v

M. Nigel LAWSON

Chancellor of the Exchequer
Parliament Street

LONDON S W 1P - 3 AG

Shif

The recent crash on the stock exchanges will have conse-
quences on the world economic and monetary outlook.

I think it is important for the Eco-fin Council to have
a full discussion on that matters so as to be able to
make a building confidence statement.

I am writing today to the President of the Eco-fin Coun-
cil to ask him to put on the formal agenda of the Eco-fin
meeting of the 16th november 1987 this discussion on the
world economic and monetary outlook.

I send you an attached short note intended to propose a
few topics for discussion. This note is also sent to the
President DELORS and to each Minister of the Council.

Sincerely yours,

fark EYSKENS.
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- ORAL REPORT BY THE CHAIRMAN -

DL THE ECONOMIC POLICY COMMITTEE HAS CONDUCTED AN INITIAL
EXAMINATION OF THE ECONOMIC ASPECTS OF THE HARMONIZATION OF
INDIRECT TAXATION. AS PROPOSED BY THE COMMISSION. IT PLACED ITS
WORK IN THE CONTEXT OF THE SINGLE FURGPEAN ACT. THE COMMITTEE
TORK NOTE OF THE WORK DONE BY THE COUNCIL'S AD-HOC GROUP ON THE
FLIMINATION OF FISCAL FRONTIERS AND ITS CONSIDERATIONS HAVE TO
BE SEEN AS A COMPLEMENTARY CONTRIBUTION.

A THERE ARE IMPORTANT MICRG-ECONOMIC ISSUES RAISED BY
FISCAL HARMONIZATION. THESE INCLUDE THE CONDITIONS FOR
COMPETITION AND THE STIMULUS WHICH A GREATER OPENNESS OF
MARKETS WOULD GIVE TO THE ECONOMIES OF THE COMMUNITY.

X THE MACRO-FCONOMIC ANALYSIS WILL COVER THE CONSEQUENCES
QF FISCAL HARMONIZATION FOR MAJOR VARIABLES, SUCH AS PRICES AND
TAX REVENUES. IT WAS NOTED THAT THE SCALE _OF BUDGETARY

ADTUSTMENT REQUIREFD WILL CREATE SERIQUS FISCAL PROBLEMS FOR
" SOME MEMBER STATES. ANY QUANTITATIVE ASSESISHENT OF THESE

EFFECTS IS HOWEVER SUBJECT TO SEVERE LIMITS, GIVEN THE
RESTRICTED NATURE OF THE ANALYTICAL TOOLS AVAILABLE.

4, AT ITS FIRST MEETING THE COMMITTEE EMPHASIZED THE
IMEQRTANCE OF PROGRESS WITH THE INTERNAL MARKET AS A MEAM OF
INCREASING COMPETITIVENESS WITHIN THE COMMUNITY. THE REDUCTION
OF FRONTIER AND OTHER BARRIERS WOULD PLAY AN IMPORTANT ROLE AND
HELP TO CREATE CONDITIONS SIMILAR TO THOSE IN LARGE UNIFIED
MARKETS., SUCH AS THE US AND JAPAN.

5% THERE IS8 BROAD ACREEMENT THAT IN THE LONGER TERM THE
COMPLETION OF THE INTERNAL MARKET MUST BE ACCOMPANIED BY
GREATER HARMONIZATION OF INDIRECT TAXATION AND ON THE NEED FOR
HAVING A TIME HORIZON FOR THIS. HOWFVER. SEVERAL ISSUES STILL
HEE TG BE RESOLVED, SUCH AS TIMING AND THE KIND OF MECHANISMS
MECESSARY TG ACHIFVE HARMONIZATION OF INCIRECT TAXATION.

é. THE COMMITTEE REAFFIRMED THE FUNDAMENT AL ADVANTAGES OF
VAT AS A NEUTRAL, BROAD-BASED CONSUMPTION TAX. THE CONMUNITY
HAS, WITH GREAT EFFORT, DEVELCPED THIS TYPE OF TAXATION AS ONE
QF THE CENTRAL TAXES. HARMONIZATION GF VAT, HOWEVER, STILL
RAISES PROBLEMS RELATING TO STRUCTURES ANG TO RATES:

- AL REGCARDS STRUCTURE, THERE WAS GENERAL AGREEMENT ON THE NEED
TC ACHIEVE A COMMON TAX BASE AS SOON AS PROSSIBLE.

- AS REGARDS RATES, IT WAS CONSIDERED INPORTANT TO SIMPLIFY
AND, WHERE POSSIBLE, REDUCE THE NUMBER OF RATES.

7. IN ITS EXAMINATION OF THE POSSIBLE EFFECTS OF 1
HARMONIZATION IN THE FIELD OF VAT TAX RATES, THE COMMITTEE (
WANTS TGO EXAMINE FURTHER HOW THE RAMNGE OF RATES PROPOSED BY THE n}yﬁ
COMMISSION WILL EFFECT TRADE BETWEEN MEMBER STATES. THERE MAY

8E PROBLEMS OF TRADE DIVERSION, IN PARTICULAR IN NEIGHEOURING

HEMBER COUNTRIES WHICH WILL FIND THEMSELVES AT DIFFERENT ENDS Al

OF THE PROPOSFD RANGE. PROBLEMS ARISING FROM RANGES MAY ALSO BE

QIFFERENT AND MORE ACUTE IN THE CASE OF PRODUCTS TAXED AT UPPER\YﬂﬁA
RATES THAN FOR PRODUCTS BASED AT LOWER RATES.
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WHEREAS THE HARMONIZATION OF VAT HAS ALREADY MADE
NSIDERAELE FROGRESS WITHIN THE COMMUNITY, THE COMMITTEE IS OF
HE OPINION THAT THE HARMONIZATION OF EXCISE DUTIES, WHICH ARE

LESS NEUTRAL THAN VAT, POSES PARTICULAR ISSUES, RELATED ABOVE

ALL 70 THE LARGE DIFFERENCES WHICH EXIST IN THE NATIONAL
OBIECTIVES LIEING BEHIND EXCISE DUTIES. IN FACT, EXCISE DUTIES
ARE OFTEN DIRECTLY RELATED TO OBJECTIVES CONCERNING HEALTH,
TRANSPORT, ENVIRONMENT, ENERGY ETC. HENCE THE COMMITTEE FEELS
THE NEED TO DEVELOP A CONCEPTUAL FRAMEWORK WHICH WOULD TAKE
ACCOUNT OF THESE FACTORS.

g. THE PROPOSED LINK OF TAXATION TO THE ECU WOULD IN THE
VIEW OF THE COMMITTEE ENTAIL DIFFICULT ADJUSTMENTS WHEN
EXCHANGE RATES CHANGE, AND THEREFORE CAUSE PROBLEMS FOR THE
MANAGEMENT OF THE FMS. FURTHERMORE, A REGULAR INDEXATION OF
DUTIES COULD HAVE ADVERSE FFFECTS ON STABILIZATION POLICIES
WITHIN THE COMMUNITY.

10, ANOTHER AREA WHICH REQUIRES EXAMINATION ARE THE ECONOMIC
DIFFICULTIES AND ADHMINISTRATIVE COSTS RELATED TO THE WORKING OF
THE CLEARING MECHANISM PRORPOSED BY THE CONMMISSION.

3. IN ITS FURTHER WORK, THE COMMITTEE WILL ALSO EXAMINE
VARIOUS TYPES OF ARRANGEMENT FOR ACHIEVING FISCAL
HARMONIZ ATITON.

12, ON THE BASIS OF FURTHER ANALYSIS TO BE PROVIDED BY THE
COMMISSION, THE COMMITTEE WILL FINISH THE MAIN PART OF ITS WORK
IN THE NEXT THREE MONTHS AND REPORT TO MINISTERS.
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Pursuant to Article 4 of the Council Decision of 18 February 1974,'
the Council is asked to adopt this report at its meeting on
7 December 1987. The European Parliament and the Economic and Social
Committee should accordingly deliver their opinions at their

November meetings.

(Complimentary close.)

(s.) Peter SCHMIDHUBER
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from : Commission of the European Communities, signed by
Mr Peter SCHMIDHUBER

datad: H November 1987

to : Mr Uffe ELLEMANN-JENSEN, President of the Council of the
European Communities

Sub ject: Annual economic report 1987-1988

nder Artici.i=z < of the Council Decision of 18 February 1974 on
TRedmiptainment ¢ a nigh degree of cenvergence of theweeoneomic
olL.c1es of the ember States of the European Economic Community, the

‘‘ounclil s required in the fourth quarter of each year - on a proposal
frort the Commission and after consulting the European Parliament and
the Economic and Social Committee - to adopt an annual report on the
2cornomic situation in the Community and to establish the guidelines

tc be followed by each Member State in its economic policy for the

EO PO wInEEcaar,

Llencliose chietgextof the annualecenomic report fior 198{7-=1988

drawn up by the Commission on 14 October 1987.

The report describes economic developments and outlook and updates

2conomic policy guidelines in the light of Community strategy.
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Annual Economic Report 1987-1988

(Communication from the Commission to the Councill)

USING THE COMMUNITY DIMENSION
TO REINFORCE INTERNAL GROWTH

1 The Commission's proposed “Annual Economic Report” is submitted to

Community institutions in accordance with the Council's 1974
Decision for attainment of a high degree of convergence of economic
policies of Member States (Article 4 of Decision 74/120/EEC of 18
February 1974, amended by Decision 75/787/EEC of 18 December 1975
and by Decision 79/136/EEC of 6 February 1979). The Council is
required in the fourth quarter of each year - on a proposal of the
Commission and after consulting Parliament and the Economic and
Social Committee - to adopt an annual report on the economic
situation in the Community and to set economic policy guidelines to
be followed by each Member State. As was the case last year, the
Commission™ has consulted the representative organisations of
employers and trade unions at the Community level.
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1.2. Imbalances in the world economy

The world economy continues to be affected by two severe imbalances:
he structure of payments' balances between the industrialized
ountries and the indebtedness of developing countries. In 1987, the
current external deficit of the United States is still increasing to
reach USD 150 billion (3.5% of GDP). The Japanese surplus (around USD
85 billion or 3.8%Z of GDP) remains very high. The Community surplus
is undoubtedly falling. But the counterpart of this fall is to be
found for 1987 essentially in the improvement in the current balance
of oil-exporting countries in particular as a result of the fall in
their imports. The debt of developing countries has continued to
increase (USD 1200 billion in 1987). Restructuring agreements and
falling interest rates up to the end of 1987 have moderated 1its
burden. But the recent rise in interest rates again works against
these countries.

Positive elements are appearing. Real trade flows are contributing to
reestablishing balance on trade accounts. International cooperation
is established and 1s leading to policy adjustments in the right
direction. The dollar exchange rate 1s more stable following the
Louvre accord of February 1987. The thrust of this policy was
confirmed at the June 1987 summit of industrialized nations in Venice
and subsequently at the Group of Seven meeting of September 1987 in
Washington. UNCTAD VII has shown that it is possible to arrive at a
common view with the developing countries on the main problems
affecting the world economy. Meetings of the World Bank and the IMF
in September 1987 have made some progress, in particular on the
subjects of the indebtedness of African countries and an increase in
World Bank funding. Finally, the Uruguay Round of negotiations within
GATT provides a basis for continuing efforts to halt and roll back
protectionism.

However, there are still appreciable dangers ahead. In 1988, progress
towards the restoration of international balance of payments
equilibrium will remain slow. The continuation of a large measure of
stability on foreign exchange markets remains necessary to allow time
for the considerable exchange rate adjustments which have already

occurred to produce their full positive effects. Central bank
intervention and international management of interest rate
differentials can still contribute here. In order to stabilize

durably exchange rate expectations, however, it is above all necessary
to progress more rapidly towards the restoration of international
payments' equilibrium. Otherwise the gap between interest rates in
the United States on the one hand, and Europe and Japan on the other,
runs the risks of needing to widen still further. Additional rises in
interest rates in the United States could then prove necessary. The
situation of developing countries, already affected by the weakening
of world trade, would be correspondingly worsened.

In these circumstances, it 1is desirable for relative trends in
domestic demand between the various 1industrialized countries to
continue helping to reduce trade imbalances, while at the same time
preserving a high level of world growth. The current prospects for
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1. MORE DYNAMIC GROWTH IS NECESSARY AND POSSIBLE

Summary and economic policy conclusions

l.1. Economic situation in the Community and outlook for 1988

Since 1982, the Community economies have strengthened. The level and
degree of convergence of inflation rates are unmatched since the
1960s. Rates of return on capital and the adaptability of markets
have improved significantly and structural adjustment, which has often
been painful, has reinforced productive potential. Until 1986
economic growth effectively strengthened to reach 2.6% on average last
year for the Community.

However, growth in 1987, only barely over 2Z, is lower than in 1986.
Hopﬁgﬂfogdgdﬁurther acceleration have not, therefore, been realized.

1986 and again in 1987, Community exports to third
countries have fallen back in real terms, influenced by two factors.
Firstly, the effective appreciation of European currencies has led to
a deterioration in Community competitiveness, not only vis-d-vis the
United States, but also with respect to other areas such as the newly
industrialized countries. Secondly, traditional Community markets
show practically no growth on average, with imports of OPEC countries
even weakening—significantly. On the other hand, Community imports
have remained buoyant. Accordingly, the external balance has cost the
Community one point of growth both in 1986 and 1987. This represents
a contribution of the Community tc the international adjustment
process which cannot be regarded as negligible. This deterioration in
the external climate was offset in 1986 by the impetus given to
domestic demand by the improvement in the terms of trade. But the

effects of this improvement on real incomes and private consumption 8 dae

petering out. An added factor is that many firms in export sectors
have been led to revise their investment plans downwards. The
fall in extra-Community trade as well as the uncertainty attached to
exchange rates and interest rates has contributed greatly here.

In 1988, growth q@ggiﬂ remaizﬂgﬂégsiif above 2%Z. This level of growth
is just about sufficient to the unemployment rate at nearly
12Z, an intolerable level. Extra-Community trade will undoubtedly
recover slightly. 1Its contribution to growth, however, is likely to

remain negative, while that of domestic demand should decrease anew.

A threat 1is now emerging. A number of countries - Spain, Italy,
Portugal and the United Kingdom - have so far maintained growth rates
in excess of 3Z. They have thus made a large contribution to

sustaining intra-Community trade and growth in the Community. In
order to preserve balance on their external accounts, some of these
countries run the risk of being forced to put a brake on their own
growth if expansion in their partner countries remains mediocre. This
would affect the whole Community. This danger would grow if the
international environment were to deteriorate further.
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and customs <exmalities, the I=fedng of tax baeriews to the free
movement of goods and services, the harmonization of technical
standards and the wunification of public procurement. In this
connection, the Commission has in 1987 made proposals for the
approximation of indirect tax rates and the harmonization of their
structure and for the unification of public procurement markets.

The reduction in costs which will result from the completion of the
internal market, economies of scale, increased competition, and the
broadening of the economic basis for research and development, will
lead to an easing of the burden on public budgets, productivity gains,
an improvement in competitiveness on external markets and a boost to

intra-Community trade. The internal market will create fresh
opportunities for 1investment by opening up new horizons for
entrepreneurs. For these opportunities to be quickly and fully

seized, the irreversible nature of the enterprise must be demonstrated
by speeding up its completion. The completion of the large internal
market should also derive benefit from an infrastructure network which
matches it 1in scale. The completion of large-scale infrastructure
projects of Community interest should contribute here.

The productivity gains made possible will not, however, result in
additional jobs and a faster rise 1in 1living standards wunless
productive potential is fully exploited. Stronger growth will also
make it easier for the social and regional dimension of the internal
market to be taken into account.

1.4 Economic policies

Firstly, it remains essential to pursue structural policies aimed at a
greater adaptability of the markets. In this connection the
recommendations for supply-side policies contained in the most recent
Annual Economic Reports remain entirely valid. In particular, the
loosening of the constraints on small and medium sized enterprises,
improved competition and the reduction in subsidies affecting the
productive use of resources will permit a further reinforcement of the
domestic determinants of growth. Also, the greater adaptability of
the labour market, the reorganization and reduction of working time,
neutral for the level of costs, and investment in vocational training
should also boost employment-creation.

The completion of the internal market and the structural policies
provide substantial stimuli, which will be able to exert their full
effects if they form part of a dynamic macroeconomic process.
Investment should increase at a significantly faster rate than GDP
over the years to come in order to make up the shortfall of jobs. The
outlook for demand, profitability and real interest rates are
determining factors. In the absence of an external stimulus, the
outlook for demand depends to a great extent on a satisfactory trend
of private consumption and therefore on the trend of personal




1988 are not encouraging. It is essential for the United States to
continue reducing its budget deficit. But Japan must also make greater
efforts to create conditions which are favourable to a more rapid
growth in imports, by strengthening growth and further opening up its
markets. The Community, in addition, by reinforcing its own growth,
would help to support world trade, while at the same time playing its
part in the absorption of international payments' imbalances.

1.3 The task ahead: growth, cohesion and the internal market

Given the present situation of the world economy, the Community will
no longer benefit from an external impetus. Implementing the
cooperative growth strategy for more employment now means:
successfully accomplishing the switch from growth underpinned by
external factors to growth based on internal forces, shortening the
period of conjunctural weakening and thus escaping more rapidly from
the trap of slow growth extending into the medium term into which the
Community seems to have fallen. In this way, the Community will once
again be able to reduce unemployment, derive full benefit from the
completion of the large internal market and reinforce its economic and
social cohesion. In order to exploit Community strengths to the full,
increased cooperation and the pursuit of ambitious Community policies
remain essential. It also remains necessary to reinforce the consensus
with and between the social partners on the policies required by a
more intensive dialogue on all aspects of the strategy at both
Community and national level.

To strengthen the Community's economic and social cohesion, all the
Member States must coordinate their efforts as provided for in Article
130B of the EEC Treaty, as amended by the Single European Act. Three
conditions must be fulfilled. Firstly the task is to create in Europe
a climate of buoyant growth; an adequate rate of growth in the most
advanced countries 1is necessary for this. Secondly, for the
less-advanced countries it 1is crucial to implement policies which
improve the domestic conditions for their growth, notably the return
on, and effectiveness of, their investment as well as the public
finance position. This would create the sort of conditions needed to
attract inflows of private capital. Thirdly, the Community should
support the adjustment process through the structural funds, as well
as through its financial instruments and the EIB. The Commission
proposes to double the resources of the structural funds in real terms
by 1992, and to increase their effectiveness.

The completion of the internal market up to 1992 creates an important
new momentum. It is essential not to disappoint the expectations of
those involved in economic activity in this enterprise. Rapid
progress should be made towards the abolition of frontier controls




There is a grave risk in a situation in which growth remains poor: the
countries whose budgetary situation is more difficult could be
compelled to take additional measures to attain their objective of
public finance consolidation. This would have adverse effects on
their own growth and on that of their partners, whose room for
manoeuvre would in turn be affected. This shows how important it is
for national budgetary authorities to take account of the
interdependence among economies of the Community 1in their policy
choices. The accession of Spain and Portugal, which are currently
giving substantial support to intra-Community trade, has made this
interdependence even wider. It is likely to increase further with the
completion of the internal market and the liberalization of capital
movements.

In the event of a further slowdown in growth a joint and well timed
effort will permit a positive use of the interdependence among Member
States, as envisaged in the conclusions reached by the Economic and
Financial Affairs Council at its meeting in July 1987. Such an effort
will, of course, have to be consistent with the objectives and
constraints which exist at national level. However, if each country
can count on more rapid growth elsewhere in the Community, its own
external and budgetary constraints will be reduced and it will be able
to contribute to a non—inflationary strengthening of growth.

Iér PENe/ = dnrte iV i
Manly on ¥ own ¢ﬂ,‘,.v,,
The Community 1s faced with a difficult international enviromment. It
aust—be——self-reliant. It has major strengths to draw om: the
structural adjustments in train, the improvement in profitability,
the reduction of inflation, all create conditions favourable to
stronger growth which will create jobs. The large internal market
will give the economies of the Community additional momentum and
accelerate technical progress. Its completion will have to be
supplemented by effective Community policies which should also
contribute to better economic and social cohesion. Closer cooperation
between the Member States will improve the effectiveness of economic
policy. To reinforce consensus on the policies to be followed, a
continuation of social dialogue remains essential. Exploiting the
Community dimension will thus enable Europe to make its economies more
dynamic and to contribute to stabilizing the international
environment.



disposable 1income. However, to improve profitability and
competitiveness further, real wage costs per head must remain
moderate. Under these conditions, reductions in the tax burden on

households and business should also contribute to greater momentum.
Additional cost-effective public investment would also boost
productive potential and at the same time provide welcome support for
internal demand. In addition, a fall in real interest rates 1is
desirable. To this end, it is important to avoid calling into question
the credibility of the medium term consolidation of public finances,
that inflationary expectations stabilise at a low level and that
financial external imbalances are absorbed. Such falls would also
take pressure off public budgets. If it 1s to be durable, an
acceleration in growth must be compatible with the maintenance of an
external position that is sustainable in the medium-term. When supply
conditions are improved at the same time, some acceleration of growth
is thus possible without jeopardizing the balance of payments
objective and without the danger of a resurgence of inflation.

Despite the high level of real interest rates, monetary policy is
currently creating sufficient room for financing growth. Even 1if
account 1s taken of financial 1innovation 1in certain countries,
monetary growth remains strong. The task now is to prevent the build
up of an excessive accumulation of 1liquidity which would be
inflationary. The more favourably that other determinants of
inflation, in particular the trend of wage costs, develop, the smaller
the risk will be.

Within the EMS, the management of interest-rate differentials has
contributed better than in the past to the stabilization of exchange
rates. Swift liberalization of capital movements should continue to
go hand in hand with efforts to strengthen the system. The outcome of
the Economic and Finance Ministers Council at Nyborg constitutes an
important step in this regard. In the interests of permanent
stability of the system, however, it is vital that this cooperation
should continue to be based on a broad consensus on the need for
stability-oriented monetary policies.

The scope for monetary policy is now limited. Budgetary policy
therefore has a greater role to play. First, the efforts to
restructure public expenditure and receipts must be pursued with
determination. From the point of view of the public deficits, each
country in the Community taken individually is still subject to severe
constraints. In some countries the level of public debt 1is still
increasing at an excessive rate and major efforts are being made to
put public finances in order. However, the impact of those efforts on
deficits 1is weakened and delayed by low levels of growth and the
regsultant shortfall in tax revenue. In other countries, the budgetary
gituation is easier and the tax reductions planned for next year and
beyond will provide a welcome boost to growth, the positive effects of
which will also be felt in the mediumterm. In some of these
countries, the consequences on tax receipts of the slowdown in growth,
combined with the tax cuts planned, are already leading to an increase
in public deficits.




The growth in world trade over the last twelve months has remained
below the forecast made last autumn. In the first half of 1987,
imports by non—-Community countries actually remained flat in volume
terms. The expectation at the moment is that total world imports
(including the Community) will grow by some 3.54 in 1987, compared
with close on 4.9%Z in 1986 (see Table 3). The prospects for the
Community are even gloomier. If world imports (excluding the
Community) are weighted to take account of the structure of Community
exports, this gives for the current year a figure of less than 1% for
the expansion in Community export markets (see Table 5). World trade
is not expected to stage a recovery of sorts until 1988. 1Its sluggish
expansion in 1987 1is due essentially to the squeeze on imports in the
OPEC countries and to a much slower rate of growth of imports in the

United States.

In the US, the federal budget deficit will probably fall significantly
: gg;:d}ear?‘ﬁut mainly under the impact of a once-off I1ncrease in tax
revenue QE a result of the tax reform. This specific effect will,
however, no longer be felt in 1988. Moreover, the balanced budget
originally foreseen under the Gramm—Rudman legislation for 1991 has
now been put back to 1993. The fall in the dollar and the resulting
increase in import prices will push up inflation in 1987. At the same
time, the first signs of the anticipated impact on merchandise trade
of the fall in the dollar are being felt. For the first time since
1980, the external balance has contributed positively to the growth in
real GDP. Nevertheless with the negative effects of changes in import
and export prices exceeding for the moment the gains which they imply
in movements in export and import volumes, no contraction in the US
trade deficit in nominal terms is to be expected this year (J-curve
effect). The current account deficit should also widen further in
1987 and reach USD 154 billion (3.5% of GNP). An improvement can be
expected only in 1988. Investment should recover in 1988 after the

fall in real terms this year. In total, GNP growth could accelerate



2. ECONOMIC DEVELOPMENTS AND OUTLOOK

2.1 World economy

The overvaluation of the dollar that gradually became apparent in the
first half of the 1980s was sharply corrected in 1985, 1986 and in the
first two months of 1987 (see Graph 1). The unsatisfactory progress
in reducing the US current account deficit and the expectation of a
further fall in the dollar temporarily fuelled a self-sustaining
process of depreciation. The dollar thus lost some 40%Z of its value
against the ECU between March 1985 and February 1987. There was a
return to more settled conditions on the exchanges only after the
Louvre accord of February 1987 between the leading industrialized
countries had underscored the need to keep exchange rates close to
their prevailing levels, and only after this consen3ﬂ21X§:¥gssﬁ?panied
by massive central bank intervention. As a result, theArate of the

dollar was stabilized at about the level recorded in 1981, a year

marked by relatively small current—account imbalances.

The rise in crude oil prices was greater in 1987 than had been

expected a year earlier. The average price for Community imports is
expected to be in the region of USD 17 per barrel, compared with USD
13.7 1in 1986. Unlike in 1986, o0il price movements are no longer
expected, therefore, to make any contribution to a lowering of
inflation rates. A limited rise in the oil price is assumed for the
coming year. However, oil prices are prey to major uncertainties
stemming from the political tensions in the Gulf and from the
precarious nature of the production quotas agreed by OPEC.
M‘*ﬂ

Other commodity prices spaﬁld increase slightly in dollar terms in
1987 and 1988 (see Graph 2). As, at the same time, prices of

manufactures will increase more rapidly, the terms of trade of the

commodity-exporting developing countries are likely to show a further

worsening.
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2.2 The adjustment process and international cooperation

International cooperation has been directed towards reducing
{nternational imbalances and is leading to policy adjustments that are
pointing in the right direction. In particular, the efforts to
stabilize the dollar's exchange rate have proved fruitful, but further
progress is still needed in eliminating the major imbalances. The two
main problems, i.e. current-account imbalances between the leading
{ndustrialized countries and the debt burden of the developing
countries, are still being acutely felt. Solving them will be a task

of overriding importance in the years ahead.

The unprecedented scale of current—-account imbalances is illustrated

in Graph 3. As early as 1985, these imbalances had become untenable;
for the world economy, this heightened the risk of a "hard landing”.
In this context, the major {ndustrialised countries arrived at a
consensus on the desired adjustment in parities which found 1its
expression in the Plaza agreement of September 1985. It was reflected
on the foreign exchange markets by a persistent fall of the dollar.
Following what, over such a short period, were large exchange-rate
ad justments, commitments were made, within the framework of the Louvre
accord, to stabilize the dollar's rate so as to enable trade flows to
adapt to the new configuration of exchange rates, and thereby to
{nitiate a return to more balanced current—account positions. This
accord was confirmed at the Group of Seven meeting in September 1987
in Washington. Some progress in correcting external imbalances is
evident, but the process also exhibits some worrying trends. It is
true that the trade balances of Japan and the Community at constant
1985 prices are moving in the desired direction: implying respective
falls of around USD 23 000 million and USD 36 000 million between 1986
and 1988 (see Table 6). These falls only, however, correspond to the
improvement in the US balance of USD 36 000 million between these two

years. An important counterpart i{s furnished by the developing
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slightly from 2.3%Z in 1987 to 2.7Z in 1988.

In Japan, a country heavily dependent on exports, the ‘strong
appreciation of the yen last year led to a sharp decline in the GNP
growth rate, from 4.5% in 1985 to 2.4% in 1986. For the current and
coming years, growth could recover, since the development of domestic
demand remains dynamic and the negative contribution of the foreign
balance to growth 1is fgdigg. This process 1s underpinned by the
sca\ packKage armeunced by fue Jo # gevevamalt Kl Lot ovtev €0 0 Obillien Yén
A~j;andI;é—p*egfamme—worthr¥EN—z:gLO—b4llion that was adopted in 1987.
Investment will probably expand at a rate of more than 7%, as a rise
in public investment and investment in residential construction looks
set to make up for the sluggish nature of productive investment.
Despite the recovery in growth, the unemployment rate is expected to
remain in 1987, as 1in 1988, at the historically very high level of
in dellar tzvaas

around 3%. The Japanese current account surplus should be of the same
wWhde falling a5 4

R
order of magnitude in 1987 as in 1986, around USD 85 000 million (e*r.‘(u_‘,muu‘x\L

wm ofoued ¥ (e - !
absus 3.8% {gf GNP).“' YN C A of 6P
A

Leaving aside the newly industrializing countries in Asia, the

situation of the developing countries has scarcely improved in 1986-87

owing to the slack rate of growth in the world economy and the
depressed level of commodity prices (see Tables 7 and 8). The
deterioration 1in the current-account balances of the developing
countries as a whole in 1986 is attributable primarily to lower oil
prices and reflects the fall in the oil revenues of oil-exporting
countries. The non-oil-exporting countries' current balances were,
however, clearly eased. Nevertheless, the private external

contribution to the financing of these external deficits remains very

small.

The situation of the non-oil developing countries continues to show
large differences. While the countries of the Far East continue to
record high GDP growth rates, those with middle incomes in Europe and
Latin America have performed only modestly. The situation in
sub—-Saharan Africa, on the other hand, remains extremely disturbing,

with falling living standards in certain areas.
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worsening of the situation of the heavily indebted developing

countries.

However, the key to stabilization of the dollar and to a sustained
reduction in external imbalances lies in the establishment of an

adequate domestic demand growth differential between Japan and Europe,

on the one hand, and the United States, on the other. For experience
has shown that the effects of a large exchange-rate adjustment work
through more rapidly if growth in the surplus country speeds up,
triggering a pick-up in exports that is of crucial importance when it
comes to rectifying the external balance of the country running a
deficit. 1In 1987, it would seem that considerable progress is in the
process of being made on this front. While the growth in final
domestic demand in the US is around 1% below that of its 19 main
partner countries, Japan and the Community will register a positive
growth differential with respect to their partners of around 1.6% and
0.5% respectively (see Table 4). At the Community level it should,
however, be recognised that this development is to a greater extent
due to the slowdown in world ecomnmic activity than to an acceleration
in final domestic demand. What is more, according to the forecasts
for 1988, these differentials, except in the Japanese case, will
probably tend, if anything, to narrow, instead of growing wider as
would be desirable and necessary. Then again, the growth in domestic
final demand in the United States in 1988 is expected to be only some
0.7% lower than the average for its major trading partners. In
relation to the Community, there will be probably no disparity in
growth rates whatsoever. If these forecasts were to hold good,
external trade would only make a limited contribution next year
towards reducing current-account imbalances between the industrialized
countries. This could damage the credibility of the adjustment
process in the medium term. This would increase the risk of a further
fall in the dollar and of escalating protectionist measures. It is
egsential, therefofe, that economic policy should thwart such a
development. At the same time, steps must be taken to ensure that the
necessary disparities in growth are achieved at a high, but

non-inflationary level of growth. Without this, it will not be
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countries, in particular oil exporters who have substantially reduced

their 1imports. Thus, the adjustment process between the

. industrialised countries is only advancing very modestly.

It is difficult to tell whether the dollar's present exchange rate is.

capable of redressing the current-account balance. in the medium term.
Nevertheless, real exchange-rate movements since 1985 have, to a large
extent, compensated for the dollar's tendency to become overvalued
during the first half of the 1980s. As for the Japanese yen, its
appreciation since 1985 has, in fact, more than offset 1its earlier
real depreciation. It could, therefore, be concluded that the
exchange rate modifications which have taken place since 1985 may be
sufficient to lead to significant progress towards balance in
international payments, to the extent to which they are accompanied by
overall macroeconomic policy compatible with a faster adjustment

process.

In the first half of 1987 central bank intervention contributed
gubstantially to financing the US current deficit and to stabilizing

. the dollar. In the r::-é:':erm, however, this alone cannot achieve the lqd{}vj
stabilization of exchange rates necessary for a smooth ad justment

process. Such a stabilization is conceivable only if a positive

W enfcev b of inbevaal Aéwngad
interest-rate differential is combined with a ae.ga.uzz‘—dones&e—f—bna

ls&&c SA &am a Jab \AAMEA“?(»

.a.ad.—Ja-paa-aad—E«&oper-on—Ehe—eeher. The movements in interest rate
differentials since the beginning of the year have already contributed

to a stabilisation in exchange rates. Thus, for example, between
January and August 1987, the interest rate differential between the
United States and Germany, on both long and short term nominal rates,
has increased by around 1 percentage point, thus preventing a further
fall in the dollar. The short-term forecasts assume that this
differential does not narrow in 1988. In any event, while the
necessary differentials are being maintained, the average level of
interest rates must be kept as low as possil;‘lé‘.w Thisu‘tsu;e: sheahhigh

A
US interest rates not only harm investment but also lead to a

(04]



=14~

event, the present problems at international level can be resolved
only if current-account imbalances are corrected and the debt crisis
defused; given the growing interdependence of economies, this will be

possible only 1if international cooperation and coordination are

stepped up. In this respect, the improved multilateral surveillance
arrangements agreed upon back in 1985 at the Tokyo Summit and
confirmed in June 1987 in Venice could prove to be a useful instrument
in avoiding any incompatibilities in economic policy and, where
appropriate, identifying any possible divergence in good time. It is
algso important that the Community speaks with one voice 1in the
{nternational meetings of the coming months. This applies not only to
trade policy and the indebtedness problems of developing countries but
also in the area of economic and monetary cooperation between the

ma jor industrialized blocs.

2.3. The economic outlook for the Community for 1987 and 1988

Economic growth in the Community estimated at 2.2%Z this year 1is
significantly lower than expected in the last Annual Economic Report.
The expectation of faster growth has not, therefore, been realized.
Comparison of last year's forecasts with the most recent estimates
pinpoints where the two main causes of this development lie : exports,

and investment in plant and machinery (see Table 9).

Although, for reasons to do with 1nternational adjustment (see above),
external trade cannot, basically, be looked to as a source of faster
growth in Europe, the contraction in é:;:gg;ggg;gd%ﬁ;;:neven so, been
more pronounced than expected. On the one hand, lower crude oil
prices have caused the OPEC countries to reduce imports
significantly. On the other hand, the price competitiveness of
European producers has deteriorated sharply in response to
exchange-rate adjustments. Compared with 1985, the Community has had
to contend with a rise of 20Z or so in its real effective exchange

rate against its major trading partners (see table 10). Moreover, a
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possible to set about tackling the pressing problem of unemployment in
Europe. Furthermore, a recession in the United States would have an
adverse effect on those countries running an external deficit and on

the heavily indebted developing countries.

This year, the level of developing-countries debt will climb once

again, partly as a result of exchange-rate adjustments. Admittedly,
the ratio of debt interest payments to exports has declined slightly.
The debt burden was eased by reductions in interest rates up to 1986
and by debt-rescheduling agreements, in particular within the
framework of the Paris Club. However, the recent rises in interest
rates will again make the situation of the developing countries more
di fficult. The Seventh United Nations Conference on Trade and
Development in July 1987 in Geneva (UNCTAD VII) showed that it was
possible to make a common analysis with the developing countries on
the main problems of the world economy. At the September 1987 annual
meeting of the World Bank and IMF in Washington some successes could
be noted, particularly the negotiations underway to raise the capital
of the World Bank. Broad consensus 1is appearing on the need to
support the adjustment efforts of the low-income countries, whose
debts are primarily with official creditors, by alleviationg the
burden of their debt and by stepping up the volume of capital flows
made avai lable at favourable rates. In the other indebted countries,
in accordance with the objectives of growth and structural adjustment,
it would be necessary to mobilize domestic resources and to tap a
sufficient amount of external financing, in particular private

capital.

Even so, the industrialized countries themselves must, while helping
to strengthen growth worldwide, spurn protectionist measures and open
up thelir markets in order to allow the developing countries to expand
their exports, thereby making it easier for them to repay their
borrowings. Rapid progress would, therefore, be welcome at the

current round of negotiations within GATT (the Uruguay Round). At any
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boosted private consumption by around 3Z. Nevertheless, with some of
the extra income being channelled into saving, the stimulus to growth
18 not sufficient to set off an appreciable growth dynamic. In 1988,
because of a slacker rate of increase in real disposable income,

private consumption is forecast to grow at a rate of only some 2.7Z.

Although supply-side conditions have improved, the transition from
growth underpinned by exports to growth based mainly on domestic
factors has not been sufficient to foster progress towards the growth
and employment objectives laid down in the Community strategy. The
contribution of domestic final demand to GDP growth rose steadily
between 1981 and 1986, from -0.5 to +3.5 percentage points, but this
has not been enough to offset, to the extent necessary, the distinctly
adverse effect of external trade during 1986 and 1987. Since the
particularly benign impact of the terms of trade in 1986 is fading,
the slowdown that occurred in 1987 could only have been prevented
through even more flexible budgetary policy management. During those
two years, only intra-Community exports have expanded appreciably,
with trade between Spain and Portugal, on the one hand, and the other
Community countries, on the other, being particularly buoyant (see

Chapter 3.3).

No improvement seems likely for 1988. On the contrary, the growth in
domestic final demand will probably decelerate further, to around 2.7%
as against 3.2% in 1987 and 3.8Z in 1986. This situation is apparent
at the same time within the Community, with large disparities in
growth rates. Among the larger countries of the Community, in France
and Germany for example, the growth of final domestic demand, with
rates of increase of only 2.0% and 2.3% respectively in 1988, 1is
likely to be below the Community average. On the other hand expected
growth rates of 3.3 in Italy and the United Kingdom and nearly 5Z in
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number of newly industrializing countries in the Pacific have
benefited from an improvement in their international competitiveness
as their currencies have fallen in line with the dollar. At the same
time the Yen/ECU exchange rate has only risen some 9% so that the
Community's price competitivity vis—-&-vis Japan has only improved
slightly. As highlighted by a business survey conducted in April/May
1987 on behalf of the Commission, the magnitude of exchange-rate
adjustment took many firms by surprise, causing them to modify
substantially their forecasts and plans (see Table 10). The survey's
findings indicate that firms have, in particular, revised their profit
forecasts sharply downwards. At the same time, the prospects for
sales in the medium term have also become much gloomier. In view of
this simultaneous weakening of the two key determinants of
investment, it is not surprising that investment projects have been
deferred. This explains why the 1987 expansion in investment in plant
and machinery as recorded in national accounts fell way below last

autumn's forecast.

Revisions to business investment plans already occurred in the second
half of 1986. This revision 1is also showing up in the regular
investment surveys conducted in the Community. Whereas, 1in
March/April 1986, real investment growth of 10Z in industry was still
in prospect for the current year, by October/November that year the
figure had been scaled down to 5Z%. This was the largest revision
since 1981. The most recent forecasts indicate a rise of some 3.3Z in

the volume of gross fixed capital formation in 1988, compared with

3.6Z this year, the slight recovery in construction investment not

compensating for a weaker growth of investment in plant and machinery.

The trend of private consumption has also been slightly more

disappointing than expected. In 1987, a further fall in import prices

and the resulting marked increase in personal disposable income again
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45%, in Ireland 35%, and in Spain 25Z, below the Community average.
Since 1985 Spain and Portugal succeeded in somewhat reducing their
divergence from the Community average through a higher level of
economic growth. In total the improvement remains modest; nor 1is
there any indication that the less-favoured regions will manage to
close the gap separating them from the rest of the Community in 1988
quickly. It is, however, essential for economic and social cohesion
in the Community that this catching-up process should begin (see
Chapter 3.3).

2.4. Employment and unemployment

The slowdown in growth described above implies that the Community has
cag

[ S
failed to come nearer to meeting_fts main objective: the substantial
A

A
reduction of unemployment. For 1987 and 1988, employment is indeed

expected to increase by around 0.87% and 0.6% respectively, compared
with 0.8% in 1986; but this is still not enough to bring about any
major fall in the unemployment rate, which will probably be close on
122 for the Community as a whole during those two years (see Table
1). Nevertheless, the relationship that seems to be emerging in 1987
and 1988 between economic growth and the rise in employment confirms
observations made over a number of years, namely that the job content

of growth has increased (see the box "Growth and employment”) .

In 1987 and 1988, total employment is set to rise at an above-average
rate in Spain, Italy and the United Kingdom and at a below—average
rate in Belgium, Denmark, Greece, Ireland and France (see Table 1).
The growth in employment since 1985 has been neither sufficiently
broad-based nor sufficiently strong to produce any substantial
improvement on the labour market. Rising employment in the service
sector 1is alone helping to compensate for the downward trend of
employment in agriculture and manufacturing (see Table 15) and the
economy is not expanding fast enough at the moment to reverse, OT at
least stem, the contraction in manufacturing employment. In sectors

subject to painful ral*rdﬁturing within the world adjustment process,
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Spain and Portugal are well above the Community average. Furthermore,
in some countries growth is coming up against mounting external
constraints (see Table 1). These comstraints could be eased if the
more prosperous Community economies notched up more buoyant growth.
Failing that, the rise in Community GDP will probably be no higher in
1988 than in 1987. The external sector's contribution is expected to
remain only slightly negative, as the rise in imports loses momentum

and the growth of extra-Community exports picks up again.

The favourable trend of prices has continued and inflation is still on

the wane in the majority of countries.. The rise in consumer prices
(Just over 3% in the Community) is actually below the average for the
1960s. This stabilization process got under way at the beginning of
the 1980s under the impact of monetary policies directed towards
stability and has also received a fillip since 1986 from the decline
in energy and import prices. Since nominal wages have adjusted
rapidly to lower inflation and since the growth of real wages has
remained moderate (see Table 14), the particularly favourable external
influences have resulted in a positive trend in internal costs, laying
the foundations for lasting stability. Although the inflation
reduction process is running out of steam at the Community ‘level, a

further strengthening of price convergence on the lowest inflation

rate is also expected (see Table 12). 'This arises from the fact that
the slide in inflation is particularly pronounced in those countries

where the inflation rate is still comparatively high.

There has been little further progress towards convergence of living
standards in the Community, that 1s, real convergence. On the
contrary, the disparities, measured in terms of per capita GDP, have
tended, if anything, to widen since the first oil shock. This

compares with the appreciable progress registered in the 1960s (see
Table 13). At present GDP per head in Portugal and Greece is around
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of fixed-term employment contracts should have made it easier for
those without jobs to find employment. For instance, the proportion
of persons covered by a limited-duration contract rose from 5% of the ‘.
total number of persons employed in 1983 to 5.5% in 1985 in the United
Kingdom and from 2.3% to 3.2% in France. In the Federal Republic of
Germany, an increase from 4.2% to 6.8Z7 was recorded in a single year
(from 1984 to 85). Young people and part—time workers account for an
above-average proportion of those covered by limited-duration
contracts (see Table 17). This often stems from new laws or specific

employment mesures (see Chapter 4o1)

In 1986, for the first time since 1979, the rise in total employemnt
brought to an end the upward movement in unemployment. Even so, the
{ncrease in the demand for labour barely exceeds the expansion of the
labour force. Demographic pressure on the labour market is easing,
but the participation rate, especially among women, will probably
continue to rise. Consequently, the number of people out of work will

remain high in 1988, at 16 million.

As far as the regional distribution is concerned, unemployment 1is not
only higher in the weaker than the more prosperous regions, but has
additionally grown at a more rapid pace than the Community average.
Thus in 1985, for example, the unemployment rate was more than 20Z in
the 25 weakest regions while it was 6.6Z in the more advanced regions
(see Table 20). The most worrying factor is that, according to the
projections half the total growth (6.7 million from now to 1995) in
the population of working age in the Community, is 1in the less

favoured regions (see Table 21).

The various categories making up the labour force are being affected

quite differently by high unemployment. The risk of unemployment 1is
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such as coal, steel and shipbuilding, employment has fallen sharply.
Of around 3.2 million jobs lost in industry between 1982 and 1986,
100 000 have been in steel, nearly 150 000 in coalmining and 80 000 in
shipyards. Further employment shedding in problem sectors are to be
expected. This development will have particularly noticeable effects
on unemployment, since employment in certain regions often depends
crucially on these industrial sectors. For both 1987 and 1988, the
manufacturing workforce is again expected to fall slightly. Spain and
the Netherlands will probably be the only countries to register a
significant rise in industrial employment in those two years. Overall,
the growth of employment in the Community is accounted for by the

service sector.

New or modified forms of working as well as labour market measures
have contributed to the rise in employment. Working time per person
employed has fallen in almost all Member States following a reduction
and reorganization of weekly working hours and an extension in
part—time working. Where the reorganization of working time 1is
concerned, flexible systems (see Chapter 4.l1.4) under which employees'
working hours can be divorced from operating hours proliferated. The
expansion in part-time working also makes for more flexible use of
labour. In 1986, 13.5%Z of wage and salary earners (EUR 9) were in
part—-time employment, compared with only 10.8Z in 1979. 1In Denmark,
the Netherlands and the United Kingdom, just under one quarter of wage
and salary earners were in part-time employment (see Table 16). The
part—time labour force is mainly made up of women, and most of the
jobs available are in the service sector. If the reduction in working
time and the introduction of part-time working meet the wishes of
those in employment and if both can be reconciled with the needs of
firms, more flexible organization of working hours and operating hours

opens up numerous possibilities for job creationl. The proliferation
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growth has improved. Positive external economic conditions cannot,
however, be counted on, because of the necessary international

ad justment processes.

Although an attempt may be made, against the background of this
gituation, to quantify the mediumterm economic outlook for the
Community, the medium—-term projections, unlike the short—term
forecasts, can on no account be interpreted as a prognosis of probable
economic developments. But with the help of plausible assumptions as
to international developments, key economic reaction mechanisms and
behaviour patterns, and as to the economic policy to be conducted,
possible economic developments can be discerned. The medium-term
projections prepared by Commission services since the start of the
1980s - in so far as it has so far been possible to observe their
outturns - have presented the Community's growth and unemployment
problems fairly realistically (see Table 22). However, this relative
guccess does nothing to change the fact that each new projection
throws up new uncertainties and that certain developments can be only
imperfectly gauged by macroeconomic projections. This is not only
true of the international environment, but also of developments in the
internal economy. For example, macroeconomic projections take a long
time to register - or have so far completely ignored - the gradual
changes in economic relationships which stem from the efforts made in
all the Member States to improve the adaptability of markets or to

promote the completion of the internal market.

The present projection to 1991 assumes that the ECU will not
appreciate by very much more against the dollar over the next few
years, but the yen will still have some margin for appreciation; the
price of oil could gradually increase in the next few years but no new

gshock is assumed; the situation of the developing countries will
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very pronounced among young people, women, the elderly and the
unskilled. In the Community, over a third of the unemployed are young
people, although the situation differs a great deal from one country
to another. In 1986, 482 in Italy and 43Z in Spain of the unemployed
were under 25 while the corresponding figures for Germany and Denmark
were only 22X and 232, respectively. Nevertheless, in recent years,
youth unemployment has fallen back little in the Community as a whole:
in 1986, 36X of the unemployed were under 25 as against 38% in 1984;
22.7% of the labour force under 25 (those in employment plus the
unemployed) were out of work in 1986 against 23.5% in 1984. This
development can be put down to an easing of demographic pressures and
to the wide variety of programmes to combat youth unemployment,
including measures under the European Social Fund. Unemployment among
women is also a specific labour market problem. It has risen steadily
in recent years, to reach 13.2% in 1986 (see Table 18). In April 1986,
on the basis of the Community's labour force sample survey, it was
particularly high 1in Spain (25.9%), Ireland (20.2%) and Belgium
(16.8%). Labour market problems are also the reason for a disturbing
increase in the number of long-term unemployed. According to the
definitions of the labour force sample survey, at the moment, over
half of those out of work have been without a job for more than a
year, compared with 462 in 1983 (see Table 19). This phenomenon 1is
particularly pronounced in Belgium, Italy and Ireland, where the
figure 18 over two thirds. In Spain and the Netherlands, the
proportion of long—term unemployment easily exceeds 50%Z. Given the
sharp increase in long-term unemployment, it is of even more pressing
importance that a solution should be found to the problems on the

labour market.

2.5. The medium term economic outlook for the Community

In the medium—term unemployment can only be reduced if growth
accelerates and at the same time becomes more employment creating. As

already shown, a series of domestic economic conditions for stronger
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From the point of view of growth and employment, this projection is
disappointing, and hardly seems to differ from the reference
projection produced for the last Annual Economic Report. But as has
been indicated, it does not take sufficient account of the improvement
in market adaptability and does not yet integrate the completion of
the internal market. If we consider the annual progression of the
principal variables, once the externally determined low growth of 1987
and 1988 is over, this year's reference projection shows a somewhat
more dynamic growth trend than last year's projection (see Graph 14).
Admittedly, the reduction of unemployment is still too small, but
employment at the end of the projection period is marginally better,
go that the unemployment rate then falls slightly more rapidly.
Certainly, these are the first signs of a slight improvement in the
outlook; they should not be overestimated, and on no account be
interpreted as the probable course of the cycle. If the parameters
are varied in the projections, it can be seen, however, that the
slight improvement perceived is mainly connected with the assumed
reduction in taxes and the slightly more sustained increase in public
investment. These support demand and, in conjunction with a moderate
development in wages, improve profitability. It remains the priority
task of economic policy to strengthen and to accelerate these

favourable developments.

The depreciation of the dollar continued in 1986 and during the first

two months of 1987. More settled conditions on the foreign exchange

markets only came about as a result of the Louvre accord of February

1987. The hoped-for repercussions of the depreciation of the dollar

have begun to be felt omn real flows, but progress 1is still

insufficient. To succeed in stabilising the dollar, until credible
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remain difficult, but their imports could again increase appreciably
in 1line with the upturn in world trade. Overall, on these
assumptions, world trade (world import volume, excluding the
Community) could gradually return to a growth rate of slightly under
52 by 1990/91 (see Table 23). With regard to economic policy in the
Community, it has been assumed that the present stance of budgetary
policy - 1including the tax cuts planned in major countries and a
slightly more dynamic trend of public investment - would be
maintained, that monetary policy would continue to be geared to
stability but would leave sufficient margin for real growth and that
increases in real wages would remain moderate, but accelerate slightly

in comparison with the period 1981-86.

On these assumptions, the average annual growth rate for the Community
would be 2.5Z in the years 1987-91 (see Table 24). The inflation rate
would stabilize at 1its present level of a little over 3%. The
profitability of fixed capital would go on rising but at a markedly
slower rate than in the previous five-years period (see Graph 13).
Corporate investment would improve a little, but not sufficiently to
create the desired number of jobs. The increase in employment
achieved (0.7% per annum) would certainly produce no more than a
slight fall in the unemployment rate; in 1991 it would still be likely
to be standing at over 10%. The Community's current account surplus
would gradually diminish which, given the needs of the international
adjustment process, would be normal; the emergence of a large deficit
as a result of growth being accelerated on employment grounds should,

however, be avoided. However, this deterioration in the current
account balance is chiefly attributable to the assumed rise in the oil
price; 1if it were assumed that in 1989 the oil price stayed at 18
dollars and thereafter did nbt increase more sharply than the export
prices of the industrialized countries, the Community would still have

a comfortable current account surplus in 1991.



3. INTERNAL DETERMINANTS OF GROWTH AND THE INTERDEPENDENCE OF THE
MEMBER STATES.

Given the changed external situation, the Community's task 1is to
strengthen its growth from its own forces. This is not only the best
contribution it can make to restore international equilibria at a
highest possible level of growth. High growth for the Community is

above all necessary to achieve its internal objectives: the reduction

of unemployment, the exploitation of all the advantages flowing from
the realisation of the large internal market and the strengthening of
economic and social cohesion in the Community. Achieving each of
these central internal objectives requires higher growth. Further,
progress 1in achieving any one of the three will contribute

significantly to achieving the other two.

Achieving internally-led growth means applying the cooperative growth
strategy for more employment which was adopted by the Council for the
Community in the 1985-86 and 1986-87 Annual Economic Reports. Stronger
growth, in order to be durable and, finally, self-sustaining, must
preserve achievements gained from the internal and external ecdnomic
stability, strengthening them where necessary. It must be supported
by improved profitability and adaptability of markets. In this
respect, the recommendations on supply policies in the annual reports

of previous years remain valid.

3.1. The internal market and the adjustment of economic structures as

the engines of growth

The completion of an area without internal frontiers creates important
stimuli for both the supply and demand sides in the Community.
Removing fiscal and administrative barriers, mutual recognition of
technical standards and the opening of markets will have both an

{mmediate as well as a progressive impact. For the private sector the
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progress has been achieved on the international ad justment front,

requires not only a positive differential in interest rates but also

an adequate negative growth gap between the United States on the one

hand and Japan and Europe on the other. Although developments have

been favourable in this respect in 1987, first indications for 1988

suggest that growth differentials will more probably shrink. If these

forecasts were to come to pass, the credibility of the medium—term

ad justment process could be compromised. This in its turn could only

lead to a greater risk of a further fall in the dollar and a

strengthening of protectionist measures. Substantial and credible

progress in the absorption of the US budget deficit and a greater

opening up of the Japanese market would contribute substantially to

averting the danger. Within the Community, the sharp ebb in

extra—Community exports, and the consequent worsening of the

investment climate, have gquashed the hopes of an acceleration in

growth which existed last Autumn. In addition, convergence in living

standards in the Community is only progressing slowly. On the other

hand, the convergence of price developments towards a lower level of

inflation is continuing. The growth in employment noted since 1985

has enabled the rise in unemployment to be stemmed in 1986 for the

first time since 1979. Reduction in working time, the extension of

part time working, moderation in real wages, new forms of working time

reorganisation, as well as other employment measures have made growth

more employment-creating for several years. Despite these favourable

factors, the unemployment rate in the Community will scarcely fall in

1987/88 since growth is slowing down. The increase in long term

unemployment is particularly worrying. In the medium term, a more

favourable international economic environment cannot be counted on.

Within the Community, there are some tentative signs of a slight

improvement in growth and employment in the medium term. This stems

essentially from the hypotheses of a reduction in taxation and an

increase in public investment supporting demand which, in conjunction

with a moderate development in real wages, increase profitability. At

the beginning of the 1990s, nevertheless, the unemployment rate could

still remain above 10%.
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following supply-side effects can be expected: (1) first, direct cost

savings achieved 1in trade within the Community, 1f frontier
formalities, additional inspections and certificates disappear; (11i)
the easier and less costly it becomes to offer products marketed in
one member country in other countries as well, the greater is the
incentive to expand production capacities and to produce for the large

internal market; the resultant economies of scale can be considerable:

productivity rises while unit costs fall; (iii) Because transparency
for public and private goods 1is greater, competition on the
Community's internal market will intensify. Firms will have a greater
incentive to increase their efficiency and to improve the quality of
their products. In the medium term this can lead to a more efficient
economic structure in the Community; (iv) The large internal market
finally also creates substantially better conditions for a greater

European research and development effort since it opens up the whole

Community as an outlet for the institutes and enterprises involved,

benefitting the technological competitivoness of the Community.

The completion of the intcrnal market can also, however, have positive
effects on private demand: (1) If competition is wider, lower unit

costs lead to lower product prices. As a result competitiveness 1is

improved. This not only strengthens internal trade but also
enables demand outside the Community to be better exploited. (2) The

greater variety of products available in the large internal market
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to promote self-sustaining growth which 1is higher and creates more
jobs, without jeopardizing internal and external stability: in this

way faster growth can be maintained in the medium term.

A dynamic equilibrium must rherefore be established in the Community

between investment and private consumption. From 1960 to 1973 private

investment in the Community increased slightly more rapidly than
private consumption, while the proportion of private investment in GDP
increased; from 1973 to 1985 there was a complete change 1in the
situation, with investment growth actually falling more sharply than
the growth of GDP, the rate of which more than halved (see Table 25)%
I1f this investment gap which has grown up over more than a decade 1is
to be closed and today's lack of jobs alleviated, if in the future
capacity bottlenecks are to be avoided, and if structural change and
the modernization of production facilities are to accelerate, private
{nvestment in the Community in the next few years will have to grow
substantially more quickly than GDP. Since each unit of output now on
average requires more capital than before, this means that the need
for capital expenditure to expand production and employment is today
considerably greater than in the 1960s (see Table 25). It will

therefore be necessary for the share of private investment in GDP in

the Community to rise appreciably in the next few years.

This can only be achieved 1if two essential determinants of private
{investment, 1i.e. expectations of demand and profitability, improve

gimultaneously. However, since the Community cannot for the

forseeable future count on any great external boost to demand, the
necessary stimulus must emanate from internal final demand in the

Community, i.e. from private consumption and from higher investment.

Private consumption would therefore have to grow at roughly the same
rate as GDP over the next few years, requiring appropriate increases

in private disposable income.




- In the Member States 1t 1s also necessary to increase the

adaptability of the markets in goods, services, capital and labour

and to encourage entrepreneurial initiative (see Chapter 4.l.); this
improves supply-side conditions, allows firms to react more quickly
to the new conditions of the internal market and accelerates the
exploitation of 1its advantages. The associated structural changes
can create social and regional problems. In order not to call into
question fundamental rights in the fields of social security, of
social protection and of working conditions, an issue raised by the
Council of Ministers in its resolution of 22 December 1986,

appropriate regard must be given to the social dimension and the

process of structural adjustment must be accompanied by a wide
social dialogue. The strengthening of economic and social cohesion
in the Community (see Chapter 3.3 and 4.3) would also facilitate
regional adjustment. Lastly, the social and regional problems
associated with structural adjustment can be overcome only in an

environment of stronger economic growth. Defensive behaviour of

governments and social partners will then be easier to avoid.

An important contribution of the internal market 1is to increase
productivity. But for higher productivity to create both greater
prosperity and more employment, growth has to be high enough.
Admittedly, the completion of the internal market will provide a
strong boost for growth, but this can only become fully effective if

it goes hand in hand with a more dynamic macroeconomic process.

3.2. The macroeconomic process

Macroeconomic policy must also help to free the Community from the
trap of low growth in which present policies and behaviour
patterns would place it, even if there are perhaps signs of a slight

improvement for the end of the decade (see Chapter 2.5). It must aim
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Public investment has suffered severely as a result of the

consolidation drive of the Member States. Its share in GDP has fallen
by roughly one-third since the beginning of the 1970s. An
acceleration in profitable public investment would not only expand the
productive potential in the Community more quickly but at the same
time would also have a direct effect on demand. The execution of

major infrastructure projects of Community interest (see Chapter

3.1) can also contribute to the attainment of this objective.

However, it is not only important to improve demand prospects:

profitability must also improve. In this respect, considerable

progress has been achieved 1in recent years. Higher capacity
utilization, the fall in the prices of important raw materials and in
particular the fact that, for several years, real wage increases have
not kept pace with producéivity gains have already markedly improved
the profitability of physical capital. Nevertheless, it is still not
back to the level of the 1960s, when profitability was sufficient to
permit self-sustaining growth with low unemployment. Nor has
profitability yet risen by much in 1987. Given the great need for
private investment and until a self-sustaining process of dynamic
growth has become a reality, wage trends must therefore continue to
contribute to improving the preconditions for investment. In this
respect the reduction of the tax burden on wage and salary earners

should facilitate moderation in real wage increases per head.

A wages trend which does not increase the pressure on COStS and the
continuation of a stability-oriented monetary policy make it easier
to stabilize inflation at its present low level or to bring it down
even further in a number of member countries. This enables
i{nflationary expectations to be adjusted downwards, creating a sound

basis for a further fall in long term interest rates. Higher

profitability and an increased self-financing capacity of firms would,

{n addition, reduce tensions between supply and demand for long term




But if investment is to grow strongly, its profitability must rise
further for some years (see below); real wage increases in the
Community must therefore continue to remain moderate. Moderate
increases with stronger growth in employment still allow an

appropriate rise in private incomes, provided that budgetary policy

also assumes an active role in this process, by contributing to an

improvement of conditions on the supply side and to the adequate

growth of demand by reducing taxation on private households and firms
M workiale Hﬁéﬂ/&h&i_ PoacdVs -
and by more public investment. {To avoid pressure for higher real

interest rates which would be unfavourable to private investment, such
a budgetary policy should not call into question the improvement of

public finance in the medium-term.

A number of member countries have given themselves scope for a more
active budgetary policy role by means of the consolidation efforts of
the past (see Chapter 5.3). These countries have already cut taxes or
are planning to do so. The positive effects of these measures for
the medium-term can already be perceived (see Chapter 2.5). But
should economic growth fall short of expectations for any length of
time, these plans may be endangered, since the slackening of growth
goes hand in hand with revenue losses for the public budgets and still
higher crisis-induced expenditure, which reduces the budgetary room
for manoeuvre accordingly. The prerequisite for a credible and
realistic policy of medium-term budgetary consolidation therefore
seems to be a flexible approach to planned tax cuts, both as regards
their scale and timing. The growth-promotion effect is greatest and
the danger of unsustainable external imbalances 1is most limited if
those member countries which can conduct an active budgetary policy
coordinate their action. Stronger growth in the Community would
improve the budgetary situation of the other member countries. These
- while adhering to their consolidation priorities - could then also
contribute to the improvement of growth prospects in the Community

(see Chapter 3.3).



-34=-

rise was from under 46%Z to over 69%. For visible exports the Community
share rose in Spain from over 53% to over 69Z% and in Portugal from
less than 63% to 70%. The completion of the internal market will
increase this interdependence even further. In addition the
increasing liberalization of capital movements combined with the
maintenance of stable exchange rates, particularly within the

framework of the EMS, creates an even closer interdependence between

the money and capital markets of the Member States.

Because of the ever—-closer economic ties, the flows of goods and
finance react more rapidly, and this increasingly reduces the autonomy
of individual Member States in the conduct of their economic policy.
The close economic ties, however, also provide new opportunities for
joint action and 1increase the Community's potential for growth,

provided that economic policy measures are more closely coordinated.

The stabilization achieved within the framework of the EMS shows that,
{f monetary policies are coordinated, interdependence can be used to
the advantage of all Member States. Further progress along this road

can, and must, be made (see Chapter 5.2).

However, it is now important to make use of this interdependence to
strengthen growth by also improving the coordination of budgetary
policies. This can ease both the external and the budgetary
constraints on the Member States. In a situation in which there are
no appreciable external stimuli, the result is a substantial increase
in the Member States' scope for action. Because of the great
gsignificance of intra-Community trade the Member States can expect

faster growth to have less serious consequences on their current

account balances if it is part of a coordinated approach than if they

act in isolation (according to OECD calculations these consequences
would be reduced by between one half and two-thirds). This 1is
particularly important for the member countries whose room for
manoeuvre in economic policy is limited because of concern for their

external equilibrium; at present this is especially true of Denmark




capital. This too will have a favourable effect on investment
activity, because financing costs fall and because the relationship
between the expected return on physical capital and interest rates on
the financial market is shifting more and more clearly in favour of
productive investment. But most importantly, falling long—-term
interest rates will also take considerable pressure off public
budgets: in some Member States the public debt already equals, if not

exceeds, annual gross national product (see box on interest rates).

Such an increase in growth, underpinned by domestic demand, would also
help to eliminate international current account imbalances while
maintaining global growth at the highest possible level. This would
strengthen confidence in the stability of international economic and
monetary relations and would also remove impediments to additional
investment. In order to avoid disturbances it is, however, important

to preserve, in a satisfactory manner, the external equilibrium of the

Community in the medium—-term. The Community's competitiveness must
therefore be maintained and strengthened. A further improvement in
profi ability and more adaptable markets will also help to satisfy
more 1internal demand by means of internal production in those
circumstances; it is thus possible to maintain external equilibrium in

the medium—term even if growth accelerates.

3.3. Interdependence between the Member States

In 1987 almost 60X of the visible import and export trade of the
Member States will be conducted with the other Member States (compared
with less than 402 in 1958, see Tables 26 and 27). The
intra-Community imports or exports of all the Member States represent
around 132 of the Community GDP. These trade ties have recently
become even closer with the change in the external trade flows of
Spain and Portugal as a result of their accession to the Community.
Thus in Spain the share of Community in total imports has risen from

below 38Z (1985) to over 52Z (1987); in Portugal the corresponding
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The higher interest rates would oblige these countries to make
additional adjustment efforts, which would be detrimental to the

growth process in the Community as a whole.

Close concertation of economic policies at national and Community

level also facilitates efforts to accelerate the catching-up process

in the least-favoured countries and regions (Greece, Spain, Ireland

and Portugal). Such a process occurred up to the 1970s, notably in
Spain, Greece and Portugal, which were able to increase their real per
capita GDP distinctly more quickly than the other member countries
(see Table 30 and Chapter 2.3). In Spain and Portugal this situation
was favoured by above-average investment ratios, with the efficiency
of investment high in all four countries. The catching up process was
made substantially easier because it took place against a background
of high economic growth, which enabled those countries to preserve

their external equilibrium.

In the second half of the 1970s the efficiency of investment in these
countries fell to the average level of the other Member States (and
even far below in the case of Spain). It was only by increasing their
investment substantially that Ireland and Portugal were able to
continue to close the gap in terms of per capita GDP, but at the price
of serious external deficits.
'

In the 1980s, Greece and Ireland in particular were unable to gain
more ground in terms of per capita incomes because their efficiency of
investment was below the Community average and the investment ratio
had fallen. However, Spain's efficiency of investment recovered to
approximately the average level of the other member countries as a
result of a vigorous internal adjustment effort : not only equalling
them in terms of growth of per capita income, but even now drawing
slightly ahead, while still succeeding in preserving external
equilibrium.



and France, but also of Italy, Portugal and Spain, where continuation

of the present vigorous growth is endangered by the threat of external
imbalance. Of course, the acceleration in domestic demand which such
an effort brings about would lead to some deterioration in the
external accounts of Community countries with the rest of the world.
The Community would thus contribute to the re—establishment of
equilibrium in international payments. However, in order that this
effort results in a durable acceleration in growth, it is necessary
that it relies on a simultaneous improvement in supply conditions and
does not call into question either a sustainable medium—term external
position or price stability achievements. In a coordinated approach
the budgetary constraints on tax cuts or additional public investment
are also eased as a result of the close trade ties. Each Member State
enjoying stronger growth makes an appreciable contribution to the
growth of the other Member States; the increase in economic growth and

the accompanying additional tax revenue are substantially higher than

if initiatives are taken in isolation. It is thus easier to reconcile
budgetary policy measures and medium—term budgetary consolidation.
Stronger growth in the partner countries also helps to improve the
situation of the member countries which still have serious budgetary
problems (see Table 29) and after a time enables them to contribute to

the common process of accelerating growth.

In the mediumterm, a coordinated and differentiated approach for
budgetary policies makes it possible to improve the convergence of the
public finance situation in the member countries of the Communtiy.

Given the increasingly close monetary interdependence within the EMS,

this convergence is of special importance. Without it, the member
countries whose budgetary situation is relatively unfavourable could
be compelled to accept higher interest rates in order to prevent

outflows of capital and the resultant pressure on their currency.
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any nearer attainingk its principal objective, a substantial and
A
lasting reduction in unemployment. Since the Cdﬁmunity cannot expect
very favourable external influences in the foreseeable future, it must

rely on its own strengths even more than in the past.

In this new environment, application of the Community strategy
therefore means making better use of the advantages of the Community
dimension: completing the internal market, accelerating the
macroeconomic process to achieve stable, higher economic growth and to
profit from the interdependence between the Member States. This
requires closer cooperation between Member States in the filelds of
monetary and budgetary policy and the development of Community
policies (see Chapters 4 and 5). The Community must also contribute to

the strengthening of international cooperation, in order to work in

concert with the other large economic areas to reduce international
imbalances, ensure more stable exchange rates as well as to avert the

threat of protectionism (see Chapter 202005

Strengthening social dialogue at national and Community levels remains
decisive for widening the consensus on the changes of attitude and the
economic policy measures necessary for the success of the Community
strategy (see, for example, the 1986-87 Annual Economic Report,
Chapter 4.6). At the Community level, important progress has been
made, notably two joint opinions of the social partners: one on the
fundamental options of the Community strategy (6 November 1986), the
other on training and motivation, as well as informing and consulting
the workforce when introducing new technologies in the enterprise (6
March 1987, see also Chapter 4.2). Encouraged by this success, the
Commission will pursue its efforts, to develop at European level

dialogue with and between the social partners on all the themes of the
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To revive the catching-up process in the current changed circumstances
requires coodinated efforts by all Member States, as laid down in
Article 130B introduced into the Treaty of Rome by the Single
European Act. For this purpose, growth must accelerate in the
Community as a whole, in order to assist the adjustment process and to
prevent the least-favoured countries and regions being forced into
restrictive policies as a result of domestic or external imbalances
which are no longer sustainable. This 1is only possible if the
economically strong member countries make a sufficient contribution to
growth. But it 1is also crucially important for the least-favoured
countries and regions to improve their internal growth conditions
further, i.e. as regards the profitability and efficiency of
investment. This increases capital formation, makes it easier to
preserve their external equilibrium despite higher growth and creates
the conditions necessary for increased capital imports. In addition,
this policy must receive stronger support from the Community
institutions, structural funds, the European Investment Bank and the
other existing financing instruments, as stated in the communication
from the Commission (C0A(87)100) to the Council. If, in this way, a
lasting and self-sustaining catching-up process can be launched in
these countries, not only will economic and social cohesion in the
Community be strengthened, but in addition the countries and regions
which start to catch up as a result of more dynamic growth will also

make a considerable contribution to growth in the Community.

3.4. The prerequisites for success

The efforts of the last few years have substantially increased the
profitability of investment and the adaptability of markets in the
Community, thus favouring higher and more employment creating growth,
while preserving internal and external equilibria. However, in the
last two years, growth has slowed down, primarily because of external

factors; as a result, the economy of the Community has come scarcely
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moderate rise in real wages, tax cuts and higher public investment
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will contribute to improving both supply-side conditions and demand

expectationsl\ The continuation of a stability—orientated monetary

policy will furthermore help to bring long-term interest rates down

again, favouring investment and above all easing pressure on the
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States and the Community are necessary to relaunch the dynamic process

of catching up by the least-favoured countries and regions. In the

new circumstances, application of the cooperative strategy means

making greater use of the Community dimension, which requires closer

cooperation between the Member States, the development of Community

policies and a wide-ranging social dialogue at nationmal and Community

level.




Community strategy. This also conforms to Article 118B of the Treaty
amended in 1987 by the Single European Act. However, the will to
cooperate shown by the social partners at Community level should also

be better utilised at national level.

The objectives which the Community has, thus, set itself in its
cooperative strategy for growth and employment are still relevant and

realisable, though with a certain delay, despite the deterioration in

the external environment.

In the coming years the Community, while preserving achievements on

the price stability front, must increase its economic growth, not

only in order to contribute to the process of international adjustment

while maintaining the highest possible level of world growth, but

above all, in order to attain its own objectives: reducing

unemployment, making full use of all the advantages of the large

internal market and strengthening its economic and social cohesion.

Since it cannot expect strong external stimuli, it must rely more

on its own strengths. The completion of the internal market will

stimulate growth considerably while making Community output more

profitable and making it possible to satisfy additional demand within

the Community and on export markets. However, in order to make full

use of the potential of the internal market for growth and employment,

macroeconomic policy must also contribute to higher, self-sustaining

growth, without thereby endangering internal and external stability.

In this connection it 1s important for the growth of private

investment to rise well above the growth of GDP. In addition to the
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preservation and strengthening of fundamental social progress. In
the Annual Economic Report 1986-19871, the Commission presented a
number of measures to improve market flexibility, partly from the

viewpoint of internal market policy.

Also worthy of mention are the Community measures in the approximation
of legislation on consumer protection which in substance aim to

improve adaptability of markets in goods and services by increasing

market transparency. In this connection it is appropriate first to

cite the 1979 Directive on the indication of the price of foodstuffs
and of the indication of the unit price where quantities presented in
standardized packaging are concerned. Similar proposals for other
consumer goods have been before the Council since 1983. Information
on the characteristics of the products has also been improved and
harmonized in the Community. Here the provisions on the labelling of
foodstuffs or on the presentation and marketing of dangerous
substances should be mentioned. For these product groups, the
consumer 1is informed of the composition or the particular
characteristics of the products offered by the same means throughout
the European internal market. A harmonization of the rules describing
other product categories, e.g. on the basis of the proposal on
dangerous preparations, would further increase market transparency in

the Community.

4.1.3 A series of measures to improve market adaptability, through
deregulation and liberalizing market access, concern small and

medium—sized enterprises (SMEs). The evidence shows that, within the

enterprise sector, such firms contribute most to new employment
creation, essentially in the high technology sectors. To further
encourage small and medium-sized entreprises' development, two types

of action have been taken. The first aims to increase market

flexibility and encourage the adaptability of firms. It includes
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4. COMMUNITY AND NATIONAL STRUCTURAL POLICIES

4.1. Improving market adaptability

4.1.1. At the European level the completion of the internal market by

1992 stands at the centre of efforts to improve market mechanisms.

This was reconfirmed by the European Council of Brussels of 29/30 June
1987, with the observation that it was important to complete the
internal market according to the lines 1laid out in the Commission's
White Paper! of June 1985. The Council requested the responsible
Councils of Ministers for this purpose to make full use of the
improved decision-making process introduced by the Single European
Act. Under the new provisions of the Treaty (in particular Article
100A) introduced by the Single European Act, it will be possible 1in
future for some two-thirds of the proposals contained in the White
Paper to be adopted by a qualified majority of the Council 1in
cooperation with the European Parliament : only fiscal provisions,
those relating to the free movement of persons and those relating to
the rights and interests of employed persons are excluded from these
new rules. The Commission described the progress made in work on the
numerous individual proposals in its reports on the implementation of
the White Paper in May 1986 and 1987 (COM(86)300; COM(87)203). The
Commission has also e::i:géfgnother important area for the removal of
frontier controls with its proposals of early August 1987
(COM(87)320-328) for the approximation of rates and harmonisation of

structures of indirect taxes.

4.1.2 Beyond the completion of the internal market, the general

objective of improving market adaptability remains valid for economic

policy in the Community. In the Annual Economic Report 1985-19862,
the Commission pointed out that action with the aim of improving the
adaptability of markets, and not only the labour market, should be
strengthened. It also stressed that the objective behind efforts to
increase flexibility 1is not to destroy achievements made on the social
front but to create jobs and, therefore, that, as far as at ali

possible, economic efficiency should be reconciled with the
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Negotiations on adaptation of working time and flexibility in the
duration of use of productive capacity continue. Thus, for example,
in the metal working industries in Denmark and the Federal Republic of
Germany, long term contractual agreements have been signed providing
for a flexible reduction of working hours with wage compensation,
arriving at 37 hours per week by 1990 and 1989 respectively. In France
a new law on the adaptation of working time and night work for women
in industry was adopted in June 1987 increasing the possibility of a
flexible modulation of working time arrangements. In Belgium an
interprofessional agreement in the National Labour Council on new
working time arrangements in enterprises, with the exception of the
distributive sector, was concluded in April 1986. It was confirmed by
a law in July 1987.

A series of measures aims, in particular, at fighting high
unemployment as well as accompanying social measures to structural
adaptation in regions or industrial sectors (coal, steel, shipyards)
where the need for adjustment is particularly great and important for
the labour market. The object of these measures 1s very often to
improve qualifications or for professional retraining of the persons
concerned. The Community contributes here through its social funds
and social expenditure from the ECSC budget. Another important
aspect 1is aid for employment creation, more particularly in those
areas where steel, coal and shipyards are concentrated. In this area
too the Community contributes through the regional fund and 1its

financial instruments.

In some countries the number of so-called "atypical” employment

contracts, notably with regard to part—-time work, fixed—-term
employment and agency work, has increased considerably in recent
years, in particular with regard to new recruitment. This has often
happened under the {impact of changed laws and administrative

provisions.



@

=k 3=

measures to reduce the burden on business arising from Community
regulations such as the simplification of fiscal and company law
applicable to small firms proposed by the Commission. Several Member
States are also endeavouring to facilitate the creation of new firms
by policies in this area. The second type of measure aims to improve
the flow of information to firms about European Community and national
policies to promote trade and to foster cooperation among enterprises
across national borders. These measures are envisaged in the Action
Programme for Small and Mediumsized Enterprises approved in November

1986 by the Council.

4.1.4 Adaptability of the labour market continues to be a major

concern in the implementation of government employment policies and
collective bargaining. In its communication on the internal and
external adaptation of firms in relation to employment!l the Commission
has, inter alia, given an overview of recent developments in Member
States both at legislative and, where possible, collective bargaining

level.

This survey shows that governments and social partners tend to focus
on a qualitative adjustment of the labour force. To succeed in the
introduction and spread of new technologies it has become increasingly
important for the enterprises to have a functional and versatile
workforce capable of adjusting quickly to the new technological
advances 1in world markets. In this context, qualification and
training programmes have been agreed upon at a bi- or trilateral

level.

It is also increasingly recognised that motivation and adaptability of
personnel will be significantly enhanced when employees are involved
and associated by way of information and consultation in relation to
management decisions, especially those with employment implications.
On these questions broad agreement has been arrived at between the
social partners in the framework of the social dialogue at the

Community level (Chapter 3.4).
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example, in the period 1979 to 1985, the share of Community exports of

industrial products (excluding intra—Community trade) in the exports
of OECD countries declined by around 1.4 percentage points and, since
1963, by about twice as much. In the period 1979 to 1985, the United
States increased 1its market share by 0.7 of a point while Japan
actually increased its share by over 5 points (see Table 31). 165 2 o
{g true that the loss of market share, now and in the next few years,
is perfectly in line with the essential adjustment of trade balances
at world level, it is nevertheless worrying that the fall in Community
shares 1is concentrated on industrial sectors in which demand 1is
particularly dynamic (e.g. electrical and electronic products, data
processing, and office machinery: a loss of 2.5 points from 1979 to
1985). In these sectors, the United States increased its market share
by 1.2 points and Japan by over 7 points. By contrast the Community
has gained market shares predominantly in the sectors where the
expansion of demand is weak (e.g. a gain of 1.9 points for iron and

steel, textiles, and building materials).

A more detailed breakdown at industry branch level (see Table 32)
jnoreas ¢
shows that since 1979, the Community was—ebre—to—win market shares
primarily in the areas of wood processing, food production and
processing, textiles, clothing and paper. The United States has also
lost market shares in most industrial sectors but made gains in
important sectors such as office machinery and the electrical
industry. All branches of Japanese industry except the food industry

gained market shares from 1979 to 1985.

With regard to the evolution of market shares, it is interesting that
losses within the Community for European industry in the years 1979 to
1985 were only about half as great as the losses on third country

markets (see Graph 14) and that since 1963, these shares have remained
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Some progress has also been made towards a more flexible adaptation of
labour costs to changed market situations. Measures on profit sharing
are envisaged or have been introduced in Belgium, Denmark and the
United Kingdom; and in Germany and France the capital-sharing schemes

already in existence have been extended.

Measures aimed at better adaptability at the level of firms have been

complemented by specific employment policies of Member States. The

emphasis has been placed in particular on measures facilitating the

re-employment of the long-term unemployedl. Continuing their efforts

in the area of training and professional qualifications, several
Member States are trying to improve the recruitment possibilities of
the long-term unemployed, through supplementary motivation programmes
and assistance 1in job search as well as by specific financial
incentives (for example the temporary waiving of social contributions
in Belgium, France and Ireland, assistance for recruitment in the
Netherlands, temporary ‘contribution to wages in the United Kingdom).
In other respects, the majority of Member States have created
possibilities for temporary employment, in particular targetted at the
young embarking on their professional 1life, in the public service or
in non-profit making voluntary organisations. These direct employment

measures now cover a considerable number of wage earners (see box on

growth and employment).

Finally, a number of governments are endeavouring to improve the
climate for personal initiatives by the unemployed. Those without
work who become self-employed or wish to start up their own firm can
not only count on State assistance in the form of advice and training,
but can also receive public aid enabling financial risks to be reduced
(often in place of, and sometimes in association with, unemployment

insurance assistance).

4.2. Competitiveness, research and development, industry and services

For more than a decade, a series of indicators have shown that many
branches of European industry have problems in holding their own

against their competitors in the major developed economies. For



-48-

With regard to the order of magnitude of developments since 1985, the
ECU has appreciated by some 502 against the dollar 1f the average
level for 1987 is compared with that for 1985. In the same period,
the nominal effective exchange rate of the currencies of the Twelve
(weighted average against the currencies of nine major trading
partners) has risen by 20Z. Since, for the Community as a whole,
relative unit labour costs in national currency compared with major
industrialized partners have hardly changed, competitiveness bears
the full brunt of the appreciation of the effective exchange rate: the

Community's cost competitiveness has thus deteriorated by some 20% as

a result of the ECU's appreciation. This is another argument in
favour of a moderate development in costs 1in the Community, and
particularly labour costs. However, given the scale of the changes
which have occurred, it will hardly be possible to compensate in this

way only for the deterioration in cost competitiveness.

It 1is all the more important to make the improvement of

competitiveness in terms of production and product technology a

priority. The losses of third-country market share in important
industrial sectors between 1979 and 1985, irrespective of the exchange
rate movements should give food for thought (Tables 31 and 32:
electrical goods =-10.5 points; motor vehicles -11.4 points; office
machinery -6.3 points). In comparison, Japanese export successes in
the areas of electronics and motor vehicle construction show the
importance of using advanced technologies in traditiomal industries.
In this context it is noteworthy, however, that important branches of
European industry (textiles, machine tools and also the car industry)
have improved their position thanks to a rationalisation in output as

well as by innovation in products and production methods.

In order to improve technological competitiveness, the Community has

made considerable efforts to promote industrial inmovation by
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virtually unchanged. Internal trade has thus clearly had a
stabilizing effect for the evolution of market shares in industrial
products. Through 1ts beneficial effects on competitivity, the
completion of the internal market should, moreover, provide

appreciable additional support here.

An unfavourable structural development is also evident in the case of

investment activity (see Table 33). In the years 1979 to 1982

investment declined markedly in the sectors 1in which demand was
growing strongly, but with the general recovery in investment activity
since 1983, the increase in investment in these sectors, at least up
to 1985, has been above average. This indicates some catching up in
relation to third country competitors. It probably also contributed
to the virtual halting of the decline of employment from 1982 to 1985

in sectors of production in which demand was heavy (see Table 34).

This development in market shares, investment activity and employment
should be considered alongside the evolution in the pattern of
industrialized countries' exchange rates, in particular the dollar's
rise during the first half of the 1980s and its depreciation since May
1985. However, these changes in exchange rates are unlikely to have
been decisive by themselves for the evolution of different components
of market shares. For example, the loss in the Community's market
share for goods in the heavy and medium demand sectors occurred during
the period of the ECU's depreciation between 1981 and 1984 (see
Table 31). The only increase was in the area of goods for which
demand is weak. For the United States the dollar's appreciation over
the period 1981-1984 had virtually no effect in the heavy demand
sectors, but its effects are discernible for products in the medium
and weak demand sectors. This 1indicates that the influence of
technological and organisational factors is crucial, precisely in the

sectors where the growth of demand is dynamic.
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education and training in new technologies (COMETT) which provides for
various procedures on collaboration at the European level between
educational establishments and firms.

H‘" :."'w‘how\\.\
The more competitive thdt Community indusStry becomes in terms of costs
7

and technology, the more room will be created for a dypdmic expansion
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The Commission has recently published a Green Paper on the future

economic and regulatory framework for telecommunications in Europe
which considers the measures necessary to create a true internal

market for the advanced communications services.

4.3. Measures for improved economic and social cohesion

In accordance with Article 130A of the Single European Act, the
Community should develop and pursue its action leading to the
strengthening of economic and social cohesion in order to promote its
overall harmonious development. The Community has, in particular,
fixed as an objective a reduction in the gap between the various
regions and the backwardness of the least-favoured regions. Through
the use of its structural funds, of its financial instruments and of
the EIB's activities, the Community also has an important role to play
in support of the Member States themselves in leading and coordinating
their policies with a view to attaining the objectives of Article 130A
(cf. Chapter 3.3).

and SO S
f—the !



-49-

concentrating and strengthening research and development programmes in

order to close the technological gap. The fact that cooperation
between European enterprises in the field of research is still
insufficient has without doubt been a disadvantage for Europe until
now: as a result, research efforts in the Community have been
unnecessarily fragmented, even though research capacity and financial
resources for research purposes are in total comparable with those of
the United States. Indeed, total research and development expenditure
at the Community level (research managed by the Community, EUREKA, ESA
etc.) represents between 5 and 6% of total public funding of research
in the Community. With regard to the Community budget alone,
expenditure on cooperation in research amounts to only some 2.8Z2 of
the total. A new era will be opened with the 1987-1991 framework
programme for research adopted in July 1987. In the field of modern
technologies mention should be made of the programmes ESPRIT
(information technology), RACE (communication technology) and BRITE
(introduction of advanced technologies to traditional areas of
production), EURAM (advanced materials) and the biotechnology

programmes .

Community research programmes are only one important 1link in an
overall 1industrial strategy which covers the domestic and
international aspects of technology. Thus research programmes aim at
creating the necessary base for proposals in the field of

international standards as well as to encourage industrial cooperation

downstream from research. At the same time, cooperation between
various European firms on research is also giving rise to increased

cooperation in other fields.

In order to ensure that research has a tangible impact on
competitivity and that it is circulated in scientific and industrial

circles, the Commission has just launched a Community programme for
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occur, it is crucial for the additional financial margin created to be

used to expand investment activity.
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Ehe extensive tasks which fall to the Community as a result of the
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Single European Act, especially the reform of the Structural Funds, /

require an increase in its budgetary room for manoeuvre. y‘rﬁ”IEE'
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reports "The Single Act: A new frontier for Europe” (COM(87)100) and
"The financing of the Community budget” (COM(84)101) the Commission

has set out guidelines for future budgetary policy. On the

expenditure side the following elements are especially important for

the future development of structural policy in the Community : the
growth of the EAGGF - Guarantee section should remain limited in the
framework of budgetary discipline; its share 1in the total budget
falling from over 60% currently to slightly over 50%Z in 1992. This
slowdown of Guarantee section expenditure will permit a doubling in
real terms of committed expenditure for the structural funds by 119921
Moreover, expenditure on research on the basis of proposals for the
1987-1991 framework programme should rise to 37 of the budget against
2.5% at present. On the income side, greater budgetary security would
be achieved by the setting of an upper 1limit of 1.4% of the
Community's GNP for own resources; the Commission has suggested a
complementary financial element which would take into account the
financial capacity of the Member States. At the same time, greater
financial discipline should also contribute to improved financial

management.

The completion of the internal market will enable resources to be

better allocated and thus contribute to faster growth, at the same

time as stimulating investment. The irreversible nature of the

project must, however, be rapidly apparent to economic agents so that

they can prepare themselves for change and intervene on the basis of

an accurate picture of future developments. This necessitates respect

for the timetable fixed in the White Paper and that delays in its
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With regard to the structural funds the Commission set out

from February policy guidelines for their future organization with
five objectives (COM(87)100). Two of these relate to regional policy:
achieving growth and adaptation 1in regional economies showing
structural Dbackwardness and restructuring declining industrial
regions. Three of the objectives are more non-regional: combatting
long-term unemployment, the integration into employment of young
people and speeding up the adjustment of agricultural production
structures. The Commission has also proposed that the budget funds
committed via the structural funds to the achievement of these five
objectives should be doubled in real terms by 1992, concentrating
their application as a priority, in conjunction with the financial
instruments, on the least-favoured regions. On the basis of these
guidelines, it presented a proposal for a Council Regulation on 30
July 1987 (COM(87)376).

Alongside the expansion of the structural funds, the Commission will

place special emphasis on the development of new financing

instruments. The object of these efforts 1s to encourage private

capital flows, in particular by developing new Community instruments

enabling the market to offer new forms of financing combining

Community and private capital. The resources raised in this way widdwocid

primarily serve to finance projects of special interest for the

Community.

The quantitative effects of the proposed measures could be
considerable. With the strengthening of structural fund action and
the parallel development of loan instruments, the proportion of these
resources at the end of the 1980s, in certain less-favoured countries
such as Greece, Ireland and Portugal, will stand at a little over 4%

of GDP (now slightly over 2Z). For the desired effect on growth to
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5. MACROECONOMIC POLICY STANCES AND PROBLEMS

The Community is faced with a difficult international enviromment and
must rely on its own resources. It has, nevertheless, major
strengths: inflation rates lower and more convergent than for almost
25 years, a relatively comfortable external position overall, a marked
improvement in the financial situation and profitability of firms, and
structural changes which, although painful, were necessary. These
strengths constitute a solid basis from which to implement a monetary

and fiscal policy mix aimed at strengthening non-inflationary growth.

5.1. Monetary developments and policy

The rate of money supply growth has declined from the early 1980s:
from an average of over 14% during the 1970s, it is now around 10Z.
This slowing in monetary expansion has backed up the disinflation
process. The rate of inflation as measured by the GDP deflator has
been reduced from more than 13%Z in 1980 to about 4% in 1987 (EUR12).
At the same time, the rise in per capita wage costs has slowed down
appreciably (from more than 14% in 1980 to about 5.5%Z in 1987), thus
making a major contribution to stabilization. Consequently, the
restrictive effects of policies of monetary stability have been
largely attenuated. Thus there has been a gradual acceleration in the
real money supply, i.e. nominal money supply adjusted for inflation,
an indicator of the liquidity available to finance real growth. The

rate of increase is now about 52, significantly above that of output.

The convergence of monetary policies has continued to improve
appreciably, in particular within the EMS, evidenced by the

convergence of targets for money and credit expansion adopted in the



application should be made up for as rapidly as possible. The

economic restructuring necessary should be facilitated by an increased

adaptability of markets, especially in the labour market by

intensified vocational training. A series of indicators shows that

the structural adjustments in the Community are too slow by comparison

with other industrialised countries; this essentially concerns the

Community's industrial competitiveness in the high technology

sectors. This is why it 18 particularly important that the

Community's aim of increasing its technological competitivity is also

rapidly realised within the framework of the European research and

development policy, partly by utilising the capacities of small and

medium~-sized enterprises. The reinforcing of the Community's

structural funds, their concentration on a limited number of

objectives as well as the development of financial instruments would

enable the Community in the Commission's view to contribute more

efficiently to achieving the aim of greater economic and social

cohesion alongside the efforts undertaken by the Member States

themselves. In this context, the Commission lays importance on 1its

proposals on financing the Community budget and strengthening budget

discipline being adoptea as soon as possible.
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obviously made it easier to bring inflation down; but at the same
time, the monetary authorities had to keep their own currencies from
appreciating too quickly, to prevent too great a loss of
competitiveness and to limit the resulting damaging medium-term
structural effects. Until the end of 1986, the depreciation of the
dollar was accompanied by a reduction in nominal interest rates in the
United States and Europe, and by a narrowing of 1interest-rate

di fferentials between the two regions (see Graph 16).

Since February 1987, exchange rates have stabi 11 zed. Following the
Louvre Agreement, flexible interest-rate adjustments - leading in
particular in 1987 to a wider di fferential between US and German
rates - and substantial intervention on foreign exchange markets have
led to credible stabilization of short-term foreign exchange
expectations despite persistent {nternational balance-of-payments

disequilibria.

In the framework of the EMS exchange rate mechanism, the authorities
in most countries have given more consideration to economi c
developments 1in their partner countries when conducting monetary
policies. Short—term interest rates have been more frequently used to
supplement intra-marginal intervention to stabi 11 ze bi lateral parities
between currencies participating in the EMS exchange mechani sm. For
example, since the end of 1986, German short-term rates declined by
nearly one point up to the summer of 1987 while French short-term
rates declined only moderately. Central banks are now tending to take
better account of external requirements when pursuing their domestic
monetary targets, at least as long as the aim of domestic

stabi 14 zation is not compromi sed.

Despite the decline in short-term interest rates up to mid-1987 and in
inflation rates, long-term interest rates remain relatively high and in
recent months have increased in certain countries. In September 1987

{n the EMS countries they were a little above those in October 1986,



different member countries: the growth target range for central bank
money in Germany was brought down from 4-7% in 1981 to 3-6Z in 1987;
the target for M2 in France was brought down from 9% in 1983 to a
range of 3-5Z in 1987. 1In Italy a target of 7% was adopted in 1987
for the expansion of lending to the private sector. This 1s well
below the rates recorded in the early 1980s, which were over 13Z%.
Although the targets have sometimes appeared too ambitious in certain
countries, actual monetary growth has indeed converged to a

considerable extent.

The deceleration in monetary growth is now less marked. Most recent
recorded outturns show rates of, as appropriate, money or credit
expansion higher than the upper target limits adopted for 1987 (see
Table 36). The liquidity ratio has increased in most Community
countries. To date, these developments have not endangered the

downward convergence of inflation rates.

The assessment of monetary policy stances on the basis of indicators
of 1liquidity does 1involve some wuncertainty: rapid financial
innovation, structural adjustment on money and capital markets and
greater freedom of capital movements can be accompanied by major
changes in the relationships between monetary expansion and other
variables, particularly GDP. It does seem, however, that the stance
of monetary policies to date has been consistent with the requirements
of the cooperative strategy; but greater vigilance now seems necessary
to prevent excess liquidity from building up in the Community, with

the potential for sooner or later refuelling inflatiom.

Over the past twelve months, domestic monetary policies in Europe have
been strongly influenced by events on the foreign exchange markets.

The appreciation of the European currencies against the dollar
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necessary, but they should not, in such conditions, have major

repercussions on long-term rates and bank base rates.

5.2. The liberalization of capital movements and the strengthening of

the EMS

The aim of free capital movement is part of a wider approach aimed at
the completion of the internal market while maintaining the economic
and monetary cohesion of the Community. Substantial progress has been
made over the past year towards freeing capital movements in the

Community.

Oon 17 November 1986, the Council adopted a new Directive extending
compulsory liberalization in the Community to three further categories
of capital movementsl. The Directive took effect on 1 March 1987,
although Spain and Portugal have a longer period in which to comply
(to the end of 1990 and to the end of 1992 respectively).

Liberalization measures taken in several iember States = Denmark,
France, Italy and Spain - already go beyond the strict obligations
imposed by the current Directive or the Act of Accession. Capital
movements are entirely free in Germany, the Netherlands and the United
Kingdom, and, subject to the application of the two—tier exchange
market, in Belgium and Luxembourg. Apart from the new members, only
two Member States - Greece and Ireland - maintain restrictions, by
virtue of the safeguard clause in Article 108(3) of the Treaty, on

certain capital movements that are normally free.

These developments encourage the Commission to pursue to completion
the initiative launched in May 1986 towards the complete
liberalization of capital movements in the Community by 1992. A new
proposal for a Directive to this end, also taking account of the
specific situation 1in certain Member States and providing the
possibility for dealing with grave disturbances on the money markets

when necessary, will shortly be presented to the Council.



while average short-term rates in the same countries had on the whole
declined. Moreover, the gap between the long-term interest rate and
the present rate of inflation is still very wide. The rapid decline
in inflation over the past few years has not yet been fully absorbed
in all countries into expected inflation rates, so that the expected
gap over a longer period between the nominal interest rate and the
inflation rate, a determining factor 1in investment, 1is probably
smaller than the gap measured on the basis of current observation.
Nevertheless, despite a major rise in the return on fixed capital,
further rises in long term interest rates could act as a disincentive
to productive investment, as well as considerably hampering efforts to
restore healthy public finances in countries with a high level of

public debt (see box).

A decline in long-term rates appears desirable. However, the recent
development of both long-term and short-term rates confirms that the
monetary authorities are 1limited 1in their ability to influence
long-term rates. Further declines in short-term rates, which would be
accompanied by excessive expansion of liquidity, could even lead to
higher long-term rates {EE they again raised inflationary
expectations. Alongside domestic factors, long-term rates also
reflect tensions on international capital markets. The monetary
authorities, for their part, can contribute to a decline in long-term
rates by convincing economic operators, through their policy, that
they are pursuing the objective of monetary stability in the
medium-term, thus durably stabilizing inflationary expectations at a
low level. This means that it is still important in the countries
concerned to set and to pursue quantitative targets for monetary
growth and credit expansion. Moreover, possible tensions in the EMS
as the liberalization of capital movements gathers momentum will be
the more easily and rapidly dealt with as the monetary authorities are
firmly and durably committed to a policy geared towards stability. In

particular, more flexible adjustments of short-term rates might become



benefited in their work from Commission proposals, have produced a
number of proposals for improving the monitoring of economic and
financial developments within the Community. The Committee of
Governors has also agreed on a number of operational changes to the
EMS. All these proposals were unanimously endorsed by the Ministers
for Economic and Financial Affairs at an informal Council meeting held

at Nyborg on 12 September.

In order to improve the coherence and the compatibility of various
economic policy measures implemented by the Member States and the
results thereof, the medium—term monitoring procedure has been
strengthened. This exercise 1s based on a set of macroeconomic
{ndicators defined for the special needs of managing the EMS, but

complementary in their use with those adopted at international level.

The greater mobility of capital requires rapid reaction to tensions in
the System. While it will still be based on a broad consensus as to
the stance of monetary policy, cooperation will now focus wore on the
problems of the short-term management of exchange rates, and in
particular the more flexible use of authorized fluctuation margins,
the coordinated management of interest rate differentials and the
improvement of practices and conditions for intervention at, or within

the margins.

Here too a reinforced monitoring procedure has been established to
improve the early detection of tensions which may occur within the

System and to agree on how to deal with them.

This pragmatic approach is accompanied by some appropriate changes in
the mechanisms of the EMS: in the case of very short—term financing
these are an extension of its maximum duration from two—and-a-half to
three-and-a-half months, the doubling of the amount eligible for
automatic renewal and the changing of the "de facto" acceptance limit
on official ECU from 50%Z to 100%. Lastly, it has been agreed that
there will be a presumption that very short-term financing will be

available, on certain conditioms, for intra-marginal interventions.
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This Commission proposal will be accompanied by two other proposals,
permitting recourse to balance-of-payments support facilities to back

up a programme of capital liberalization.

Lifting exchange controls 1is a necessary but not sufficient condition
for the introduction of an integrated financial system. Such a system
also 1implies effective freedom of movement for financial services
within the framework of sufficiently harmonized rules to guarantee the
protection of savings, ensure fair competition between financial
intermediaries and avoid the risk of excessively strong distortions in
the channelling of capital flows. The adoption and implementation of
the proposals in the White Paper on completing the internal market,
although not a prior condition for 1liberalizing capital movements,
should make it possible, as far as careful supervision is concerned,
to establish such a framework, adjusted af%ket iﬂkgizxrqugigifional
financial environment. On the tax side, too, it 1is important to

a Xy (& )
—heﬂ:;utze company tax arrangements and to establish closer cooperation

between the relevant authorities to combat tax evasion.

The removal of all exchange controls between Community currencies, and
the further integration of money and capital markets, are major steps
towards monetary unification. But they do mean extra constraints on
the conduct of the monetary policies of the Member States, which must
not be allowed to affect the stability of exchange rates, another
necessary condition for the completion and viability of the internal

market.

It is thus indispensable to continue along the road of cooperation and
convergence in economic and monetary policies, and to reinforce the
mechanisms involved in the management and functioning of the EMS. On
12 January 1987, the Community's Ministers for Finance asked the
Monetary Committee and the Committee of Governors to examine the

practical means of achieving this. The two Committees, which
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to faster growth which 1is durable; it cannot simply be a matter of
generating higher domestic absorption in the short—-term, with a
consequent rapid reduction in the current surplus, and no lasting

effects on employment.

In many countries, budgetary stances emerging for 1988 are already in
line with the cooperative strategy. For example, tax reductions are
expected in Germany, France, the United Kingdom and in Spain as well
as in Belgium. Public investment is also beginning to recover in
countries such as Germany, France and Denmark. In other countries,
however, tight budget policies have meant a further substantial

decline in the share of public investment in GDP (see Table 40).

At national level, there are two main macroeconomic constraints on the
conduct of public finance policies: the budget constraint in the
strict sense and the external constraint. The importance of these

constraints varies appreciably from one country to another.

Simply from the point of view of public deficits and public debt,

present positions vary widely. However, emerging stances are

increasingly convergent. In outline, two groups of countries can be

distinguished. In the first group, the general government deficit is

over 5% of GDP and in some cases close to 10Z. The ratio of public
debt to GDP is already very high, and still expanding rapidly at a
rate of between 3% and 8% a year. This ratio is particularly high in
Belgium, Ireland and Italy, where it is close to or even beyond 100Z
of GDP. It is lower in Greece and Portugal (60-70%), but the budget




5.3. Budgetary developments and policies

The general government deficit for the Community as a whole 1is
continuing on the declining trend that began in 1982: it is expected
to stand at 4.5Z of GDP in 1987 compared with 4.8%7 in 1986 and around
SEOANS I nER] ORI E However, the reduction for 1987 is smaller than
envisaged in the last Annual Economic Report (1986-87), mainly because
of the effect of the unexpected slowdown of growth in 1987 on tax and
gocial contributions and on certain expenditure items. Moreover, the
ratio of public debt to GDP is continuing to increase on average in
the Community, although rather more slowly than in the early 1980s
(see Table 38). The total burden of taxation (direct and indirect
taxes and social security contributions), after tending to rise in the
1960s and 1970s, has remained at practically the same level since the
early 1980s. It has nevertheless fallen in several Member States. In
other respects, current expenditure is expected to continue increasing
on average in the Community at a moderate rate, while its share in GDP
declines significantly, and the share of public investment remains

practically constant.

In the framework of the Community cooperative strategy, budgetary
choices should contribute to reinforcing productive potential while
achieving or maintaining a trend of public debt that is sustainable in
the medium term. Medium—term action for this purpose should be based
on a gradual reduction in the tax burden and a special effort in the
area of profitable public investment (see Chapter 3.2). Such measures
improve supply side conditions as well as strengthening demand.
Budgetary policy is increasingly important at present, both because of
the international mix of economic policies required to reduce
balance-of-payments disequilibria and because of the limitations on
the role of monetary policy in actively supporting growth (see Chapter
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