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1. Introduction : application of a new procedure

Last year, the Economic Policy Committee decided that examination of
the bddget guidelines would in future be carried out in two phases. The
Working Party on Public Finance would first of all examine the analyses and
guantitative forecasts drawn up by the Directorate—-General for Economic and
Financiatl Affairs. The Working Party would then present a report to the
Committee so as to allow it to consider the basic features of budgetary

policy on the basis of figures that had been checked by the experts.

This memo has been drafted before preparation of the quantitative
guidelines enters its final phase. The memo draws the Committee's attention

to the main problems to be examined and to the choices to be made.

2. The overall economic context

During the first half of 1981, the Community continued to feel the
effects of the second oil shock, which in 1980 had resulted in a slowdown
in growth, a worsening in the employment situation, an acceleration in infla-

tion and a sharp deterioration in the current balance of payments.

In 1981, the Community's gross domestic product will probably fall by

about 1/2 %, the rise 1in consumer prices will probably amount to 11.5 % as

~in 1580, the unemployment rate is expected to increase from 6.1 % to 7.7 %

and the current account defiéit to be still some § 40 000 million.

In the second half of 1981, economic activity could recover somewhat

as a result of stronger export growth and, in some countries, greater buoyancy

in private consumption and in stockbuilding.

However, the scale of this recovery remains uncertain, since the sharp

rise in the cost of borrowing could curb investment. The fall in the value of
European currencies against the dollar has led to an acceleration in price

rises during recent months, and this is also likely to delay the recovery in

economic activity.
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-Nevertheless, for 1982, the prospects of a recovery in growth, giving
a 2 to 2.5 % increase in the Community's gross domestic product, seem plausible.
Growth of this order would not be sufficient to bring down the unemployment rate.
The rise in prices could slow down, though still reaching fairly high levels,

while the current account deficit could be reduced somewhat.

o -

3. Trend of budgetary aggregates and the borrowing requirement

The deterioration in the economic situation in 1981 as compared with the
jnitial forecasts led to larger budget deficits. In particular, it adversely

affected the growth of tax revenue (to a lesser extent in the countries with

‘high inflation such as Greece, Italy and Ireland), while the increase in public

expenditure continued at more or less the 1980 rate, except in the Netherlands
and the United Kingdom where restrictive measures helped to slow down the in-

crease.

 As a result, the general government borrowing requirement was very high
(above 10 % of GDP) in Ireland and Belgium, around 8.5 % in Italy and Denmark

and an uncomfortable. 3 to 4 % in Germany, the Netherlands and thembourg,

4.  The build—up of deficits during the Llast five years, without any suffi-

ciently: clear prospects.of‘a reversal_invthe trend, is particularly worrying

since 1t ‘jeopardizes the chances of recovery in the medium term, notably because

of ihe'disﬁruportionate rise in interest charges which it entails. The effect

of this phenomenon has now been reinforced by the appreciable rise in short and

long-term interest rates.

The imbact of the budget deficit is also destabiiizing in the short term :

- in the countries where thé borrowihg requirement is particularly high, there:
is cLeahLy a Link between the bélance of payments deficit and the budget
deficit; ' - PR

- substanfial-ﬁonetary financinélcannot be avoided where there is a large-scale

deficit, and this tends to weaken the restrictive impact of monetary policy;

.= where financing is possible in the long te}m, there are grounds for fearing -

- that;_in view of the real interest rates currently prevailing, private invest-

tors may be crowded out.
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5. Guidelines for the borrowing requirement

The Commission had recommended that, as a guideline for 1981, a worsening
of the budget deficit should be accepted if it was linked to a weakening of eco-
nomic activity, except in member countries where the borrowing requirement was

in danger of becoming excessivelyvhigh.

T it youLd be possible to argue against maintaining this recommendation
for 1982 if it were shown that, in present circumstances, the "built-in-stabi-
lizers” do in fact have a destabilizing effect by accentuating the balance of
payments deficit or by indirectly causing an acceleration in price rises. In
addition, in the light of the arguments cited in the previous paragraph, a
reduction in the budget deficit could in any case prove essential. However,
the situation varies from one country to another, and each particular case should

be examined carefully.

In detérmining guidelines, reference must also be made to the requirements

"imposed by medijum-term economic trends. In this connection, it should be noted

that the preliminary draft of the medium-term economic policy programme (see

peint 1}5;3 of the introduction) explicitly calls for a reduction in budget

‘deficits so as to back up fheAfight against inflation and to broaden the pofen-

-tial for 'growth.

6. Possible ways of reducing the budget deficit

-

Afhough'it is difficult to set a standard for the burden of taxation and
parafiscal charges, the general consensus is that this burden should;not be

increased any further.

This general view does not mean that there should not be shifts between

the various categories of taxes and charges. Thus, in the present economic

As1tuat1on, it might be desirable to reduce taxes on businesses so as to stimu-

late investment, and to offset this by ra1s1ng the rate of a number of 1nd1rect
taxes so as to hold down consumption. In some cases, an increase in soc1at
§écurity contributions cannot be ruled out if such a measure is necessary for

fhe'purpose>of'balancing socijal security finances.

I-I/..I '
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Lastly, the public deficit is so large in some countries that it will

be necessary not to neutralize fiscal drag, at least for the majority of tax-
\).,, "

—— & e

payers. —_— .

-It is clear, therefore, that reducing the budget‘deficit will have to
be achieved essentially by way of tighter managment of spending, with efforts

spread cver a number of years as part of a consistent programme.

In this connection, the preliminary draft of the medium-term economic
policy programme’recommends (see. point 1.5.3 ) that the overall increase in
public spending in the period 1980-85 should be below the increase in national
incone;' if this is to be achieved, the expans1on in’ transfers to households

wills have to be curbed s1gn1f1cantLy in most cases.

These medium—term pointers can serve as the basis for an analysis of

the rate of public expenditure growth in 1982.

_ . Examination of the prospects for this year reveals a wide range of

constraints when we consider how the budgetary aggregates could be adjusted :

= In a number of countries, interest on the pubLic debt absorbs a high and,
in many cases, growing proportion of public resources. In 1982, for in-
‘stanu~;m1scettaneous current expend1ture (made up aLmost entirely of 1nterest
pa?ments) w1LL account for 43 % of the increase in ‘general government current
expend ture - in Belg1um, for 30 % in Ireland and for around 15 % in Germany,
Denmark' Italy and the Netherlands. Since such expenditure is 1rreduc1bLe,~
an alk the more determined effort must be made to curb the increase under
other head1ngs 1f the target of an increase in aggregate spending beLow that
in national income is to be achieved. In countr1es such as BeLg1um, Denmark
and Ireland, it is not suff1c1ent under the circumstances to aim for zero

growth in real terms §in other budgetary spend1ng.
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- As for current transfers, the aggregate figures for the Community do not
indicate any relative slowdown in 1982, the rate of increase being the

same as that for total current budgetary expenditure (12 %).

In some countries, the share of transfers to households in the increase

of total current expenditure is particularly high (52 % in France and the

Netherlands, 47 % in the United Kingdom and 42 % in Luxembourg), reflecting
" the increase in certain welfare benefits or the particular buoyancy of spen-

\ ding under the sickness—insurance and social security schemes.

- By contrast, current transfers to the company sector are increasing only
insignificantly or even contracting in a number of countries (Germany,
Un1ted Kingdom, Greece). k»wv

Th1s development is probabLy t1ed up with the greater efforts being made to
limit subsidies so as to ensure that prices more closely reflect costs. The
overall figures do not shed any light on the impact that the deteriorating
position of'firms in some industries is having. The Working Party on Public
Finance has begun to look into this matter and the bilateral talks that will
take place in the national capitals will no doubt provide the Economic Policy

Committee with some provisional indications on this subject.

- Some countries aremakinga remarkable effort to curb'pubLickconsumption as
part of an overall policy of wage reétraint. The relative share of the
comzcnsation of,generat governmenf employees 1n the'increase in current
expenditure in 1982 is, forinstance, only 14 % in the Netherlands, 20 % in the
Unitéd Kingdom and 22 % in Belgium (compared with an average of some 25 %) |
while a significantly above-average figure is recorded in Denmark (36 %) -
-and in Greece (45 %).

- Direct investment will grow more slowly in 1982 (9.5 %) than current expen-
diture (13 %) and will fall slightly in real terms. The situation will be

-~ somewhat better than in 1981, a year of widely differing growth rates (4.5 %
.for investment ‘as against 13.5 % for current expend1ture)
None the less, if account is also taken of the unchanged position of capital

~transfers.in 1982, it is clear that expenditure cuts will cpnt1nue to fall .

unduly on public capital expenditure in 1982.
l‘ . ' |£ L . 'I‘
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Final remarks and guestions

ALl in all, the prospects for general government budgets in 1982, which
are normally based on the assumption of unchanged policies, do not indicate
any tendency at Community Llevel for the borrowing requirement to decline signi-
ficantly or for the growth rate of expenditure to fall below that of gross

domestic product.

It will be the Committee's task to ascertain to what extent it will be
possible and advisable to correct these trends by adopting appropriate budgetary

guidelines.

With this in mind, the Committee could look at the following points as

they affect each country :

1. Do the foreseeable developments in the economic situation point to a

spontaneous improvement in the net budgetary position in 1982 ?

2. If so, can these developments be regarded as satisfactory or should they
be reinforced and, if so, to what extent ? It no such improvement is expec-

ted, what corrective action will be needed in 1982 and in the medium term ?

3. Among the discretionary measures to reduce the budget deficit, should con-
sideration still be given to major tax measures ? Which countries intend

to allow fiscal drag to operate without restriction ?

4. On fhe expenditure side, what would be the extent of the cuts to be made ?

- Is there scope for changes in national legislation or rules that will méke
it possible to-Limit the growth of social transfers ?

- Taking account of recruitment policy and in view of the scope for wage and
income restraint, what are thelLonger-term prospects for the trend in
public consumption ?

- Are there plans to encourage both public and private investment and what

measures are planned in priority sectors such as energy ?
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Tableau/Table/Tabell = 1
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Dépenses, recettes et soldes de |'ensemble des administrations publiques
Expenditure, receipts and balance of General Government

'Ausgaben, Einnahmen und Finanzie;ungssatden des Gesamtstéat;
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L accounts definitions = Definition der Volksuirtshafttichen Gesamtrechnung'  °

~ Dépenses Recettes
Expenditure Receipts
 Ausgaben Einnahmen

" Soldes nets 7 - i

" Net balance - ;
Nettofinanzierungssalden ., .

,',‘v' .

‘Chiffres absolus-Absolute figures=
Absolute Zahlen (1)

Valeur—Value-Werte (1)

en % du PIB-as'$h of GDP
in % des BIP .

L 1981 1952 || 1980 1981 1982 1980 1982 1980 %2,1981' 7 1982
SEETEEEEEE e L S S N N T S S S S S S S S S S S S N e e s R S ST s e e T e s s e eSS S =SS sRgsSsS=s==s= 4+ 141 :ﬁ:::“-z
NMARK 218,1 250,7 280,1 197,7 215,6 244 ,1 - 20,4 - 36,0 = 5,4 -8,6| .=7,9
[ ' | % *i.
UTSCHLAND (BR) 698,7 737,4 770,8 646,6 | 675,3 715,8 || = 52,1 -3 = 3,5 =40 | = 35
520;5 | -632,0 | 783,0 : g SN O]
LAS ) ’ ’ ’ 5 4%
¢ . . , qs
ANCE 1 272,7| 1 486,7 |1 750,0 ||1 283,71 |1 436,51 677,0 10,4 - 73,0 0,4 =156 |".=2,0
ELAXD 5 733 6 571 3544 . | 4 216 5 003 -1 130 -1 568 = 13,3 |- 15,2 r =13,3
'ALIA 192 100 |233 000 ({127 511 | 160 100 |196 000 |26 181 - 37000 || = 7,8] - séo 7,6
DERLAND 204,9 220,0 181,2 193,9 212,5 || =-9,2 - 7,5 = 2,9 - 353 ~=2,1
| g
LOIQUE/BELGIE 1 868,8 |2 075,3 \2 121,5 |1 549,6 |1 651,0 {1 805,5 | =319,2 -416,0 || - 9,3| =117 | "=10,8
XEMBOURG 71,9 79,4?\ £€5,5 71,1 74,8 79,5 - 0,3 -'6,0 - 0,6.|~ ='3,5 - 4,3
ITED KINGDOM 112 23¢ b23 100 93 499 | 108 113 (119 700 f 9 392 - 3 400 ~ 4,1 - 1,7 ;~+_1,3

Mrd DKR, DM, DR, FF; Mio IRL; Mrd LIT, HFL, BFR, LFR; Mio UKL




Tableau la = Tabelle 1a -~ Table 1a

Expenditure, receipts and balance of General Government

Ausgaben, Einnahmen und Finanzienungssalden des Gesamtstaats

vepenses, recettes et soldes de l'ensemble des administrations bhbtiques

' B . ~ . . .
- 'Concepts des comptes nationaux = National accounts definitions - Definition der Volkswirtshaftlichen Gesamtrechnung

11/305/81=FR:

Dépaennes

Expenditure

Ausgaben

‘Recettes
Receipts

Einnahmen

'Soldes nets *
Net balance [ . ¢
Hettofinanzierungssaldan

‘ variationa en b -
Verdnderungen in %

percentage change

Valeur-Value-Werte (1)

en%dupm-aa%ofam’
'in' % des BIP i

et S el g e e e B R S e e Rt M i 3 e P
MARK 15,2 14,9 11,7 9,1 13,2 || - 20,4 - 36,0 7-;7,9 :
ISCHLAND (ER) 7,9| 55t |45 654 4,4 6,0 | - 52,1 - 553 -3,3
AS : 21,4 | - 23,9 : - 4 g
NCE 15,6 | - 16,8 17,7 11,8 16,7 10,4 - 73,0 E ;.-’-z,p
LAND 27,4 22,7 14,6 19,0 18,6 |1 130 - 1568 13,3
LIA 21,4 21,3 25,6 22,4 26 181 -37 oooj -- 7,6 -
RLAND 7,3 7‘,6'%1 CT,4 7,0 9,6 = 2 - 7,5 i:— 2,1
3IQUE/BELGIE 10,2 i 2,2 5,1 6,5 9,4 |- 319,2 - 416,0 +=10,8
CMBOURG 14,5 7,7 5,2 6,3 | -0,8 - 6,0 4,3
i EEREDON 29,3 9,7 15,6 10,7 -1-9 392 - 3 400 —1,3
Hrd DY.K. DM, DR,'FF; Mio IRL; Mrd LIT, HFL, BFR, ; Mio UKL s

T
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f 2 ' ; ‘ Tableau/Table/Tabelle : 2 . 11/305/81-FR=EN-
Dépenses, recettes et soldes nets des budgets des administrations centrales
. ~’ ; Expenditure, receipts and net baLanc(e of central government budgets
. ' Ausgaben, Einnanmen unu Nettofinanzierungssalden der Haushalte der Zentralstaaten \
v_E_xécution ‘en termes budgétai.res = Outturn according to budget definitions = Ist Ergebnis—Haushaltsabgrenzung
v Dépenses ' Recettes . ) Soldes nets
N » Expenditure Receipts . Net balance
' r Ausgaben Einnahmen Nettofinanzierungssalden
N ! Chiffres absolus-Absotute figures- I ..Vale Yalue-Wert en % du PIB-as % of GDP
2 Absolute Zahlen (1) eoilas-Nerte (1) in % des BIP
. 1980 1981 1982 I 1980 1981 1982 1980 1981 4= 1982 1980 1981 1982
[ 4"m'=o_-==-“-===-' HT =========F:========= S S ittt r::::::;:T::::::::: S
TMARK »,124,8 | 145,2 160,8 107,2 14,2 126,8 |- 17,5. |- 31,0 |--34,0 - 4,6 - 7,5 |= 7,5
. '.'4 . RIEZRR ' . . _ S, 2
JTSCHLAND (BR) - fi 409,7 436, b5F9 358,4 375,6 298,1 |- 51,3 - 60,5 |- 5978 - 3,4 |- 3,9 |- 3¢
AS ‘(;410,.2 534,9 659,0 361,4 466,3 585,5 |- 48,8 - 68,6 - |- 73,5 - 2,8 - 3,2 |= 2,7
- - , v .
\WCE ' '590,8 693,0 811,0 560,5 632,0 | 729,0 |~ 30,3 - 61,0 82,0 - 1,1 - 2,0 = 2,2
TLAND W462,5 |5452  |6031 3245,7 | 3750 (4431 . |1216,8 |-1702 1600 |- 14,3 |= 17,1 |- 13,6
ALIA - e = _ 123 973 153.200 [186.000 88.084 |113.200 (140,000 ~35.889 |-40.000 ' 46,000 |~ 10,6 |- 10,0 |- 9,5
JERLAND . ‘ 110,2 17,4 124,0 95,1 100,8 | 11,0 | =15,1 |~ 16,6 -13,0 ~ 4,7 -. 5,0 3,6
JGIQUE/BEMIE- . 1354,4 1485,0 !|1572,0 1039,9 1105,0 |1207,0 314,35 - -380,0 1365,0 -9,2 =10, ~ 9,4
v ’ —y —= Y \ . o »
MBOURG y || . 45,0 | 50,0 | 54,0 4,0 | 45,8 | 48,2 |=0,9 |- 4,2 |-5,4 -0,7 |- 3,2 [ 3,9
[TED XINGDOM ( 2) .:sz.azo 105,036 [115.153 | 80.656 | 93.075 105.604 [ =13.164 [-11.961 |-9.549 |-5,8 |- 4,8 F 3,4

) Hl‘dvDKR, DN' DR, FF; MiO IRL, M"d LIT’ HFL’ BFR’ LFR M'|O UKL. W "~' . -u-.-‘ e . . PN LR o [P ' ' (A Ches bt . - ilc
), Années:financ1éres/F1nanc1aL years/HaushaLtSJahre 1980-1981, 1981~ 1982 1982-~1983.
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_used in Member States %).

' Translation of the budgetary guidelines “Into usual bud

1980 1981 . 1982
DANYARK (1) - Net borrowing requirement of the
(DKR bn) central government ...cceceae e - 17.5 - 31.0 ' - 3.0
DEUTSCHLAND - Net borrowing requirement of
(DM bn) the Bund (without Special
FU"\dS) --------------------- ee
! - Net borrowing regquirement of
! Bund, Linder and local auth- ,
orities consolidated cecene - 56.4 - 68.5 - 63.0
h J .
ELLAS - Net borrowing requirement of the e
(DR bn) central government .....c.. I - 48.8 - 68.6 - 73.5
FRANCE (1) - Net borrowing regquirement of the
(FF bn) central government ..... - - 30.3 - 61.0 - 82.0
IRELAND (1) - Exchequer borrowing requirement -1 217 -1 702 @) -9 600
{IRL mn) = Current budget deficit 547 783 6S0
I...LIA - Domestic market borrowing of .
S(LIT bn) the enlarged public sector ... - 40 600 - 44 000 ~49 000
'NEDERLAND - Net borrow%ng'requirement of
. - general glvernment, in cash ’
terms, as a X of national income 7.5 7.0 . B3
BF! GIQUE/BELGIE = Current budget balance . -122.7 17190 -175
(Btk bn) - Net borrowing requirement of the . ‘
central government (without
" Special Funds) wewsessxsamusnmn =250.5 -315 -300
LUXEMBOURG - Net borrowing requirement of the
(LFR bn) central government .c.cescssssas - 0.9 - 2.5 - 4.0
UNITED KINGDOM - Public sector borrowing
(UKL mn) FEQUI TEMENT owsweesnsssssns p—— =13 900 =11 400 ~ 9 800
() ALl figures are forecasts based on actual expenditure and receipts,

»

(1) Identical to community guidelines

(2) This figure could be reduced by up to IRL 100 Mio if the target for private
sector participation in the Public Capital Programme is reached.

: ﬁgidh may be different from the initial forecast.
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Short-term developments and prospects

3

Since the last meeting of the European Council there have been some
signs of improvement in the European business cycle and an easing of world
oil market pressures; but also worrying movements in interest and exchange-
rates across the Atlantic and much too limited progress in fundamental aspects

of economic policy and performance in Europe.

Production in the Community probably reached its low-point in the early
months of this year. The immediate outlook is subject to conflicting in-
fluences. The business cycle is showing signs of moving into the recovery
stage, with some strengthening of export and private consumption demand.
Community business surveys show this. But the balance of the changing trend
as between a halt to the recession and a beginning of the upturn is still dif-
ficult to dfscern} For 1981 as a whole the Commission expects a fall of about
1/2 % in GDP volume, with an improving second half of the year leading to
cceitive growth in 1982 perhaps slightly in excess of 2 %. This would be
barely sufficient to stop the rise in unemployment in the course of next year.
for the time being unemployment is still rising sharply and has reached.

7.7 % of the labour force.

A negative influence has been the higher interest rates, and the
General international monetary instability. Since the beginning of this
vear short-term interest rates have been forced up.on average in the Commu-
nity by over 3 points.(to 15 % for 3 month inter-bank rates), restoring appro-
_ximate parity with Un&ted States rates. Nevertheless even greater movements
have been seen in exclrange rates, with the ECU now having depreciated 21 %

against the dollar and 2L % against the Yen in twelve months.

In time this depreciation should lead to substantial European gains
in world export markets. Moreover the Community's large balance of payments
current account deficit (nearly 40 € billion in 1981, compared to a modest
surplus in the United States, and a modest deficit in Japan) leaves
no doubt .about the need in Europe for a substantial adjustment. Some
progress in reducjng this deficit is likely in 1982, but a multi-year

strategy adjustment in investment and world trading performance is basically

necessary.

CONFIDENTIAL cxnlnus
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The depreéiation of the ECU means that Europe is currently experien-
cing a wave of import price increases as severe as last year when oil prices
wei'e the main cause. This is seriously retarding progress in reducing
inflation. The average consumer price rise is now expected to be 11 1/2%
in 1981 (up 1 point since the:forecasts before the last European Council
meeting, with the divergence between countries now ranging from 5,8% to 24%)
and could well be still as high as 10 1/2% in 1982. As in the case of
the oil price-rise, it is vital-to ensure that this unavoidable deterioration
in the terms of trade does not have repercussions which lead to an
increase in domestic inftation. This reinforces the importance of
certain Mgpber States to adjust extremely comprehensive and fast-acting
income indéngion mechanisms. As stated at the European Council's last
meeting, this is in contradiction with the main aim of crééting a zone of

monetary stability in Europe.

The effects of the recession on public budgets is seen in an uanrd
revisio~ i the expected deficit of the general government accounts for
1981 from 4.0 to 4.3 % of GDP for the Community as a whole (compared to
3.6 % in 1980). For some countries, a stabilising effect from the budget
should be accepted, and indeed welcomed, for example in Germany where there
are-already signs that stroﬁger exports will soo ke over as the main ‘
support to economic activity. In France, :Eifh ktoqi>among Community countries
actually experienced a small budget surplus in 1980, some limited deficit

in 1981 should not encounter financing problems if kept within prudent
proportions. In several other countries, however, measures to restrict
current pubtic expenditure and deficits are overdue. FEach year's delay
increases the future byrden of adjustment. Double-digit deficits as 2
share of Gﬂf are not stable propositions, yet this is the order of
magnitude cf the Belgian-deficit and nearly so in Italy; Denmark's deficit
zlso appears to be increasing alarmingly, while that of Ireland, already
15% of GDP, has fecently been ‘increased by substantial subsidies to house-

holds for food and housing items.
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Medium-term challenges

_The Council will shortly have to adopt a medium=term economic policy
programme for the period 1981-1985. Preparatory work by experts has been
completed (in the Economic Policy Committee), and on this basis the Commission

plans to submit a draft programme to the Council before the summer recess.

Projections for a five-year period are notoriously difficult to make,
and those done by the Commission for 1981-1985 on the basis of present
policies and historical economic behaviour - remain open to surprises for
better or for worse. Subject to these important reserves, and assuming a
moderate economic recovery from now to 1982, the projections suggest an.annuaL
average rate of growth in the Community as a whole of 2 1/2% in the four years
1982 to 1985 (1.9% for the five yeers 1981-1985), which compares:with‘ar0und
¢.2% for the years 1974 to 1980, and a trend of &4 1/2% in the preceding decade.
Essuming a 5% growth in world trade the present large balance of payments
current sccount deficit could well be reduced very substantially by 1985

cyerr witn some renewed, but gradual,increase in the real price of oil. Progress

- in reducing public sector deficits seems likely to be more modest; the rate

of inflation might on average decelerate to about 7 1/2% compared to the
present 11%. The modest rate of real growth means that there is likely to be
approximate stability jn the total employment LeQel. Combined with the excep-
tionally fast demographic expansion of the labour force (nearly 1% per year
for the whole quinguennium), unemployment is quite likely --on the basis of
spontaneous trerds = to continue to rise still from the present average level

cf 7.7%.

0f course these trends are not immutable. Policy can, and in several
respects shoﬁld,change. Economic behaviour can change, and must be encouraged
in the right direction. The uncertazinties are not all negative risks. For
example, we may manage to achieve faster progress in energy adjustment than
expected, and we may underrate the capacity of the econémy more generally
to adjust for the better once given the right signals steadily over a period

of years.

nal &0
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But the fundamental message is that the Community cannot hope that

a new cyclical recovery - itself fragile and uncertain - will lead the

economy back automatically ontd a satisfactory trajectory assuring a sub-
stantial and durable improvement in employment prospects. It is not a

guestion of waiting with a2 little more patience for trends to improve. The
European economy needs still to embark on deep and lasting changes in publdc
policy and in the economic performance of the social partners and households
before we can hope for a much better economic future; j.e. to assure the develop=
ment of the competitive capacity of our economies and their aptitude to respond
to the opportunities of growing markets. Investment and savings must be increased.
Consumption, employment costs and current public expenditure must be moderated.
Investment and employment in energy production and saving in particular must

be a massive priority as zlso the development of industries based on new
technologies. Present investment trends in the Community are not yet on a par
with that seen in the United States and Japan. The Community can and should
provide a financiaL-boqst to this priority (in this connection proposals for
2 renovation of the New Community Instrument for investment financing are before.

the Counci’ zwaiting decision).

While abundantly debated, these issues are still not being sufficiently

ed upon in many Member States. If this state of affairs persists the risks

]

re for a relapse of the Community into serious financial and monetary instabi-
lity and thence into great losses. For the Community as a whole this ceuld

mean eroding the achiievements even of the Common Market as well as of the
Cufspean fonetary System, and for individual Member Stafgs there would be the
nrospects nt the large ecoqomic and social costs that always ultimately result
from excescively delayed eEonomic adjustment. A longer period of delayed ad-
iustment and slow growth would also endanger the social and political balance

in our couniries and undermine -the degree of social consensus so far achieved.

-

Current developments demonstrate the necessity for a stable framework
for international economic relations. The Community should therefore intensify
its policy of cooperation with third countries, especially establishing
increased monetary and financial cooperation between industrialised countries,

also with a view to aiding the economic situation of developing countries.

nmml &
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Summary and Conclusions

-

The Commission suggests to the European Council the following assessment

and policy orientations:

(1)

(i)

(3ii)

The Social Partners alsc have an important rdle.’

It may be that the recession has now passed its low point in Europe,

and that the chzsnces for a moderaie recovery are fairly good. However,
~-\——-\.

————EE Ry

great risks surround this uncertain end f¢ag11e improvement. With the
short-term easing of the oil market, the main risks at present lie in
the management of economic policy within the Community and internationally.

Within the Community, partlcular risks follow from the. fallu;e Bo far

it

of several Member States to progress with urgently requlred publlc

finance and income stablllsatlon measures. These fallures weaken the

cohesion of the Europeen Monetesry System. The Commission recommends

to ibese countries accelerated programmes of economic zd justment. On

the other hand, Germany, where a sirong export recovery seems now assured,
ghould not unduly preolpltate the desirable medlum—term reduction of its
public deficits. In general, all Member S;ates must aim at balance in

the use of monetary &nd budgetary policies, and desist from descriminatory
neasures in either domain that threaten the basic economic principles of
the Community; the prospects for export-led recovefy can only be based

on keeping open markets for trade.

The large depreci§¢ioﬁvof the ECU against the dollar and yen over the
past montﬁs means'that the Community have a new ppportuﬁity to improve
its share in worid markets, and increase investmenit and employment.
But the inflationary, impact of the depreciation must be coniained, and

thie is & further reason uhy ad justments must urgently be made in index-
\""’/.m—w

ation practices in €onme Memberrstaies, and expectations for real ih;z;e
gains be still lowered more generally for the time being.

Internatiionally, moreover, the volatility of interest and exchange rates
is of major concern; indeed it represents a serious threat to Europe's
incipient economic recovery, notably beczuse of the great fluctuations
in costs and in the continuing uncertainties that the enterprise sector

has to face. The Community should pursue these issues in depth in dis-

-cuesions with the other major monetary powers. The Community, the United

States and Japan basically share the same monetary policy objecfives and
there is much to be done, including in the Community (as mentioned with

regard to budgets and incomes) to relieve the strain on monetary policies.

CONFIDENTIAL _
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However the United States should also bear in mind the Bignificant

international consequences of different choices that are open 1o it
in the freming and execution of its budgetary and monetary policies.
The main policy stance of the major industrial countries does affect
the functioning of the world economy and should, therefore, be dis-

cussed in the forthcoming international meetings.

The medium—term outlook reinforces the need for the accentuation of
ad justment policies in many Member States, and persistance throughout

the Community in efforte to promote investment in energy saving and

: producfigh end in new indusirial capacity, and to moderate labour costs

(including both incomes and social security levies).

The Joint Council of Ministers of Enmployment and Social -Affairs and of
Firapciasl Affairs, which was held on 11 June 1981, discussed ihe unem—
Floymemt\fituation and the type of strategy and actions which needed to
be adopted order to ensure a fundamental improvement. It was generally

agreed that unemPloyment and inflation were problems which should be tackled

jointly and that an rovement in the overall economic situation, and

hence in employment, could\be assisted through reinforced action at

accepted to follow up certain policy
issues, in particular: the review~Qf methods for combating inflation

and enccuraging economic growth; the development of investment and new
areas of empioyment growth; analysis of publiq expenditure and the

financing of social security; the promotion of f
time; and the development of an integrated framework
training and work opportunities for young people. It was eseen to

follow up ihese questions in a further Joint Council.

(V':t) above has bewn cvneaded . Aa Ev\a\-ﬁ:\ Woanslakiow (&\_ \y }\M\L CrCAJV\ W G5

9

veado o4 $4bmpsz‘

Unemployment and inflation are problems which oﬁgﬁ&ﬁsg~ki‘fackled jointly,

as-was generally agreed at the recent Joint Council of Ministers of Employment
and Social Affairs. An improvement in the éobal economic situation and hence
in employment - implies sustained action and effort for several years in the
major social and economic fields as well as specific urgent measures to combat
the high unémployment rate among the young. The effectiveness of national
policies can be improved by increased coordination and coopere}ion between

Member States as well as reinforced action at Community level.

CONFIDENTIAL
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Table i Mein kconomic Agaregates, I1979-81 ‘c%
1979 198C 1981 1979 1980 1981
GDP volume, % change ' Private consumption deflator, % change
B 2L 1,7 -0,6 3,5 6,3 7,2
DK 3,5 -0,8 L0, 9,5 11,0 10,0
D 4,6 1,9 -0,6 3,9 5,4 5,8
GR 3,8 1,7 1,5 17,7 23,7 23,3
F 3,2 1,8 0,5 10,5 13,5 13,0
IRL - 1,9 0,9 1,9 12,2 18,2 17,5
1 5,0 4,0 ~0,2 14,9 20,3 21,0
L © o~ 3,6 0,4 -3,1 5,8 6,3 7,5
NL , 2,2 0,9 -0,6 Q6 6,9 7,3
UK 1,3 -1,4 ~2,2 12,2 - 15,5 11,2
EC 3,5 i,4 -0,4 8,9 A1 57 1,5
Uriemcloyment rate, % of Current account of Bé{ance of payments
civilian labour force % GDP
5 8,6 9,3 1,0 -2,9 =5,7 ~7,3
DK 5,2 6,2 8,2 -4,6 -3,8 -3,8
D 2,4 3,4 4,6 -0,7 4,7 -1,9
GR(1) : 2,2 2,9 (3,2) -2,9 =-2,4 2,6
F €, 6,5 7,7 +0,1 -1,4 -1,6
IRL 7,8 8,2 9,7 -10,1 -8,6 -14,2
i 7,¢ % 8,4 +1,6 -2,5 -2,3
L 0,7 0,7 . 1,1 +28,7 +22,8 +20,8 -
NL 4,2 5,0. 7,2 -1,4 =,5 +0,7
UK 5,4 6,9 10,5 -0,9 +1,2° +0,6
EC ' 5,5 6,1 ¢ 7,7 -0,5 - =-1,4 - o P
General government net lending Money supply; % chénge
(+) or bérrowing (=), % GDP end of year
B i -7,2 -9,3 -11,0 (M2H) 6,0 2,8 3,9
DK =3, -5,4 -8,6 (M2) 9,9 10,9 8,1
D -3,0 -2,;5 -4,0 (M3) 6,0 6,2 . 5,4
GR - : : (M3) 18,4 25,2 22,4
F -0,8 , 0,4 -1,6 (M2) 14,4 9,7 12,5
IRL -11,9 -13,2 -15,2 (M3) 19,0 16,9 12,2
1 -9,4 -7,8 -8,5 M2) 20,3 12,0 11,0
L 40,1 -1,4 -2,5 : : :
NL ' -2,0 -2,8 -3,3 (M2) 7,6 3,6 6,2
UK -3,3 -3,7 -2,3 (LM3) 12,7 18,6 8,5
EC 3,6 -3, =4, 3 11,9 10,2 8,8

(1) Not comparazble with other countries .
Source: Commission services, base€ONFIDENTI&Lavailable to early June 1981
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SECOND QUARTERLY EXAMINATION OF THE ECONOMIC SITUATION IN THE
COMMUNITY

Purpose of the discussion
Article 4 of the Council Decision of February 1974 - the so-called
Convergence Decision - requires the Council to hold three meetings

a year to discuss the economic situation in the Community. At the
third of these meetings (usually in December) the Council establishes
economic guidelines (essentially budgetary objectives) to be followed
by each member state in the ensuing year. The guidelines are reviewed
at the first meeting of the new year (usually in February). The

July Council is the second meeting. At this meeting the Council is
required to:

"lay down appropriate guidelines for the main elements

of the preliminary economic budgets. Within this framework, .
quantitative guidelines for the draft public budgets &mmmu
for the following year shall be fixed before these budgets RTUW
are finally adopted..." GUIDEUNES

. There will be two Commission documents for the meeting. The
first is the paper on the economic and social situation prepared

for the European Council of 29/30 June (attachma«ﬁh The second
document will set out the proposed budgetary guidelines with

figures for each country showing how they translate into budget
deficits in 1982. However, this document will not be circulated

1n advance and we are unsure of its precise form or content. We think
ht will conflate two documents presented to the Economic Policy
Committee on 30 June and these are attached(wwadwu¢ c,)

Aims of the discussion

3. The Council will nqQt be in a position to "lay down" the guidelines.
You could follow last year's precedent and suggest that it simply
ta§g§_pote of them as the Commission's advice to member Governments.
This procedure is 1likely to bé—accepted by other member-courrtries.

At last week's meeting of COREPER, the Italians, Irish and Danes

all said they would refuse to endorse the guidelines at the July
Council,

i M Ortoli will introduce the Commission's paper on the economic
and social situation. Your proposed handling of the subsequent
discussion were set out in Sir Douglas Wass's telex to members of the
Co-ordinating Group. You will wish to avoid the usual tour de table
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on the situation of individual member states: and concentrate instead
on major themes in the Commission document. There will be an
opportunity for any Minister, if he wants, to inform his colleagues
about recent developments in his own country; but you may not wish
to encourage this.

Points for summing up

(A) Economic and Social Situation

5. Commission paper notes that chances for a recovery of activity -
albeit a moderate one - are now.fairly good., But inflation and
unemployment will remain serious problems for some time to come.
Significant differences between performance of member states likely
to persist.

6. Co-ordination of policies within Community and between Community
and third countries clearly important. But setting of policies will
inevitably reflect circumstances of individual countries and their
perception of constraints., There are some which take the view that
their fiscal position offers them some room for manoeuvre, Others,
though, feel that the coherence of their anti-inflation policies
depends on maintaining a restrictive fiscal stance in support of
their monetary objectives. On this view fiscal prudence is not
deflationary because it improves the climate for private investment
and consumption by reducing the pressure on interest rates. Sure we
all agree it would be regrettable if differing national perceptions of
constraints or policy priorities led to still more divergence between
our economies,

(B) The Guidelines
The Council takes note of the Commission's guidelines,

UK Points to make (Economic Situation)

i) Prudent policies ensuring better adjustment to second
oil shock than to first: EC output has fallen 1less, earnings
rather better contained, investment fairly resilient in many
countries, and energy use is being reduced.

ii) Recovery now in sight. Share concern that it is likely
to be modest and that unemployment likely to rise further.

iii) Inflation remains uncomfortably high. Well aware in
the UK of short term economic and social costs of reducing it.
But premature relaxation of policy would risk throwing away

real and hard won gains of last two years,
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iv) Commission paper rigggly"g£§y§~ggzﬂgﬁtention to

general upward trend in public segtgr_deficits. Many of us have
reached the point where thé’E?S@%h‘d}wﬁﬁETEc expenditure

has outstripped willingness or ability of tax payers to pay

for it.

V) Community economies also display structural weakness which
stand in the way of reduced unemployment and higher growth.
Macro-economic policies need to be supplemented by a range of
micro-policies to improve productivity and reduce proneness to
inflation,

vi) Note Commission's views on UK guidelines. They imply a
slightly higher PSBR in 1982/83 than our medium term strategy

envisages. But don't think it necessary to go into this now.

Background

a) The guidelines
7 The following background is subject to revision in the light of
the Commission'!s document which will be circulated at the Council.,

8. The Commission appears to be suggesting rather more restrictive
guidelines for 1982 than were adopted in 1981. The 1981 guidelines were
broadly that a worsening of budget deficits should be accepted if it
was linked to a weakening of economic activity, except in member
countries where the borrowing requirement was in danger of becoming
excessively high. However, in paragraph 5 ¢f the attached document
prepared for the Economic Policy Committee (11/294/81), the Commission
says:

"it would be possible to argue against maintaining this
recommendation for 1982 if it were shown that the "built-in -
stabilizers" do in fact have a destabilizing effect by accentuating
the balance of payments deficit or by indirectly causing an
acceleration in price rises",

9. The Commission seems to be particularly concerned about the size
of budget deficits in Ireland, Belgium, Italy and Denmark., We expect
M Ortoli to point the finger at these countries when he introduces
the Commission's paper.
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10, The following table, prepared with incomplete information,
translates the Commission's assumed guidelines for individual
countries' budget deficits in 1982 into percentages of GDP; 1981
figures are shown for comparison

General government deficits as a % of GDP

1981 1982
Germany - 4,0 - 3.5
France - 1.6 - 1.9
Ttaly - 8.0 - 7.6
Belgium -11.7 -10.8
Netherlands = 3.3 - 2.1
Denmark - 8.6 - 7.9
Ireland -15.2 -15.3
Greece na na
Luxembourg - 3.5 - 4,3
UK* - 1.7 - 1.3
(UK: PSBR) - 4,6 - 3.5

* Fiscal years 1981/82 and 1982/83

174 The figure for UK PSBR as a proportion of GDP in 1982/83 compares
with the MTFS figure of 3% per cent for the same year. The Commission

———n
believed to think that there might be some scope for a higher
evel of public sector investment in the UK,

—

b) Economic situation in the Community

12 The Commission's paper is reasonably straightforward., It
summarises the short term prospects for the Community economies
(based on the Commission's May forecasts);and stresses the importance
of medium term measures to bring about structural change and greater
efficiency.

134 The main features of the Commission's forecasts are:

i) a fall in the GDP of about % per cent in 1981 and growth
of more than 2 per cent next year

ii) an EC inflation rate (consumer prices) of 11% per cent
in 1981, declining to 10% per cent in 1982
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iii) an EC current account deficit of g40 billion this year,
but of rather less in 1982,

14, On GNP, the Commission is a good deal more optimistic than
either the CECD or the WEP for 1981; and a bit more so for 1982. The
OECD believes that the net effect of currency depreciation on the

EC economies in 1981 will be depressant (ie higher inflation will
reduce demand by more than higher export volume raises it). On this
basis, the OECD expects a 1.7 per cent fall in EC GNP in 1981. The
Commission appears to believe that the depreciation of the EMS
currencies against the dollar that has already taken place will
stimulate EC output both this year and next. (see also para {5 of the
briefing on monetary relations). Our position is rather agnostic,though
in theory the Commissions view is the more compelling., The recent WEP expects
a fall in EC GNP of about 1 per cent in 1981, For the UK, the
Commission expects a larger fall in GNP in 1981 than the Treasury
(-2.,6 per cent against -2.0 per cent),

19 The Commission's inflation forecast is plausible, if depressing.
The WEP expects some rise in the year on year rate for the EC as a
whole towards the end of this year. This reflects the effects of the
higher dollar on the more heavily indexed European Economies; a
higher real oil price caused by the dollar's rise; and, in France,

the result of policy changes.

16. We think that the Commission's current balance forecasts are
pessimistic, The WEP expects fairly substantial falls this year in
the German, French and Italian deficits, whereas the Commission is
forecasting a rise in each case, The difference is of some
significance, The development of EC current balances this year, as
compared with the US current balance, will probably be an important
influence on exchange rate developments and the degree of external
constraint experienced by the European economies,

17 The major themes in the paper are:

i) the urgent need for "public finance and income stabilisation
measures" in several member states. There is something of a
public lecture to the Belgians, Irish and Danes about the
importance of cutting current public expenditure. On the

other hand it is pointed out that the French, whose general
government financial balance was in surplus in 1980, could
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live with a prudent move into deficit. And the Commission
recommends that Germany, "where a strong export recovery now
seems assured", should not "unduly precipitate" the medium
term reduction of its budget deficit.

ii) the need to aim for balance in the use of monetary and
budgetary policies.

iii) the need for "the accentuation of adjustment policies" and
persistent efforts to promote investment and higher productivity.

18, The Presidency summary of the proceedings of the 29/30 June
European Council stated that "the general orientation of the paper"

was Y"received with unanimous approval.' Unlike the OECD Ministerial
Communique it did not explicitly refer to differences over the
appropriate stance of policies. Instead it accommodated the views

of the new French Government (and many of the smaller EC countries)
with a reference to the need for national governments to "take

account of the different economic situations in each member state

and of their particular possibilities and of the constraints with which
they are faced!,
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PRIME MINISTER

INTERNATIONAL ECONOMIC SITUATION: US INTEREST RATE POLICIES

In his report to you of 12 June about the Vancouver meeting

of personal representatives to prepare for the Uttawa Economic
Summit, Sir Robert Armstrong has described the strong attack,
led by the German representative, upon the United States
Administration for the effects of the high level and vclatility
of their interest rates upon the economies and the exchange

rates of their partner countries.

2. The atmosphere at the Finance Council in Luxembourg on
15 June - when we discussed the matter, formally and informally,
at some length - was more restrained. We had the benefit of

a full (oral) report from Gordon Richardson, as Chairman of

the Committee of European Community Central Bank Governors:

he had just come from their regular meeting in Basle. As
recorded in Luxembourg telegram No.36 of 15 June, the Chairman,
van der Stee, was able to record in his summing-up agreement
that Finance Ministers should urge their Heads of State and
Government to adopt a cautious approach on this subject at

the Ottawa Summit. The Finance Council instructed the Monetary
Committee to study the effect of interest rates on the economies
of the Member States and to report in good time for a further

discussion by the Finance Council at its next meeting on 6 July.

3. Other developments may alter the perspective before 19 July.

But we cannot be sure what line Schmidt and Mitterrand will take

/on this issue
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on this issue at the European Council later this month and at

the Ottawa Summit. They may decide;, despite the moderate tone of

"Monday's Council, to criticise the United States sharply. We need

therefore to think carefully about the line that the United Kingdom
should adopt.

4, °~ On the substance, our position appears to allow us to adopt
a line intermediate between Europe and America. This may offer a
chance of averting anything like a publicised quarrel between the
two sides of Ottawa. A summit ending in tension and dispute on
this issue could only be unhelpful to the financial and foreign
exchange markets, and thus to everyone's efforts to bring better

balance to their economies.

5 You have made it clear that we support all the main lines

of United States policy. They are closely parallel to our own,
Moreover, there are ambiguities about the European position.

They claim to support the priority given to countering inflation.
They have to acknowledge that a weak dollar has in the past brought

severe disadvantages. They are not at all specific about what the

" United States should do to get lower interest rates while adhering

to the basic policy and the anti-inflationary campaign. Neither
France nor Italy, nor perhaps even Germany, can at present claim
that they are entitled to criticise President Reagan's efforts.
And the size of the German current account deficit is one reason
why they - unlike the Japanese, whose current account is strong -
have had to endure high interest rates in the wake of American

conditions: it is not all the Americans’ fault.

6. But we too are suffering in some degree from the behaviour
of US interest rates. They have played a part in the recent fall
in sterling, and have worsened our inflationary prospect. If,

as we must expect, our current account weakens From.the extreme

strength of the end of 1980, we shall be more exposed to US

/interest rates.

CPANETNENTT AL



, o A
CONFIDENTIAL ‘ﬁ;‘;"’é

interest rates. It would be very hard if the effort made and
embodied in this year's Budget, so.as to get our interest rates
down, was nullified because the US was trying to reach its
monetary targets too much through interest rates and not enough
through expenditure cuts or tax measures. And we cannot deny
that the seemingly endless switchback movement of US interest

rates is destabilising and damaging.

7. So there is good reason why we should not distance
ourselves from Europe by siding wholly with the Americans, however

firm our support for the thrust of President Reagan's policies.

8. Can we help to find a practical outcome to the dispute?
I think we might. For one thing I am told that the American
Treasury Under Secretaries with whom the issues have been discussed
in several fora over recent weeks may now begin to understand
more clearly that they should not expect simply to set in place
policies in the United States which affect others closely, and
receive uncomplaining acquiescence. At the very least there
should be greater willingness to explain and discuss, and an
awareness of others' problems. The Europeans for their part
cannot possibly expect, and indeed would not really want, any

radical departure from the American anti-inflationary policy.

9. So the line might be that we all fully support the

American determination to reduce inflation and to control monetary
growth. But if too much weight has to be put on high interest
rates in pursuit of these objectives, harmful burdens are thrust
on to the other industrialised countries, who already face their
own manifold difficulties in.getting their economies on to a
better basis. So it is fair to ask that enough of the burden
should be carried by fiscal policy. And it would be helpful if
the Americans could do more to make it plain that they are not

relying solely on high interest rates, that their fiscal policy

i T

/is designed to buttress
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is designed to buttress their monetary policy, and that it will
continue to do so not only this yeér but as the subsequent years
of the President’'s programmes evolve. In addition we invite the
Americans to consider again very earnestly whether they cannot
reduce the volatility of their interest rates. This might involve
looking at major changes in methods: but one thing which might
be avoided somehow is the apparently excessive attention paid to
the published weekly figures - in the UK we try to avoid too much
emphasis being given even to monthly figures. Finally, we ask
the Americans to bear in mind more generally that the fact that
the dollar is the main world reserve currency does 1impose
responsibilities on US policy-making, which include having regard

to the effects of policy on others.

10. The European countries might want to press still harder

the point about the US having responsibilities to others. But I

do not believe that, when it comes to the point, Chancellor Schmidt
would be able to bring himself to deny the correctness of the anti-
inflationary stance; and I have not heard that any of the Europeans
have more positive proposals to make about US methods of achieving
their ends than the ones I have outlined. So I think that if you
were to speak on broadly these lines you might find that you had

made a contribution to a more harmonious Summit.

11. I am very conscious of the need not to part company from

the Germans over this, if we can help it, since we need their
support over other important Community matters in the coming months.
But we do support President Reagan's approach. And, however frank
the discussion in the course of the Ottawa Summit, it would be very
serious if it could not be brought. at the end, to some kind of

an agreed conclusion.

12. We shall be offering you a speaking note for the European
Council.
13 I am sending copies of this minute to the Foreign Secretary

and to Sir Robert Armstrong.

B s
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EUROPEAN COMMUNITIES Brussels, 25 June 1981 o
11/299/81 - EN - final %‘3
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Monetary Committee

DIFFUSION TRES RESTREINTE

OPINION ON DOLLAR INTEREST RATE AND EXCHANGE RATE DEVELOPMENTS

1. As requested by the Council on 15 June 1981, in full awareness that
the difficulties experienced by Community countries are of both internal and
external origin, the Monetary Committee has examined the consequences of dol-
lar interest rate and exchange rate developments for the Community economy.
The present Opinion, adopted at its session of 25 June, sets out the main re-

sults of its discussion.

2. In the twenty months since the change in techniques of monetary
control announced by the Federal Reserve Board on October 6, 1979, US inte-
rest rates throughout the maturity spectrum have fluctuated over a very wide
range, both in nominal and in real terms, thus attracting unprecedented at-
tention to their variations and their level. European interest rates were
broadly compelled to follow the upward movement of US rates, but did so on a
generally steadier course. Both short and long term nominal interest rates
within the Community are now either at or close to record levels, and in the

lower inflation countries real interest rates are also extremely high.

3. Many factors affect exchange rates but, among these, high and vari-
able US interest rates in 1980-81 have powerfully contributed to a marked
fluctuation in the dollar exchange rate around a strongly rising trend against
EMS participating currencies, which have however remained remarkably stable
vis—a-vis each other. In the twelve months to mid-June 1981, the dollar has

appreciated by between 35 % and 42 % against EMS currencies.

4, It is in the interest of the world economy that US inflation should

e ——
come down as rapidly as possible : the Community should thus firmly support

the general anti-inflationar;~¥Brust of US policy. At the same time it is im-
portant that the United States take into account the international consequen-

ces of the choices in the framing and executing of monetary, budgetary and

public debt management policies, all the more so at the present time when

the prospects for improved growth and employment are so tenuous.

---/--.
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5 The Committee considered the main problems raised by the above
developments, taking in turn the variability of interest rates, the
level of interest rates and exchange rate developments. It draws at-

tention on the following aspects of these three problems :

a) variability of interest rates

- changes in interest rates affect relative costs, resource alloca-

tion and economic behaviour;

- large and erratic variations in interest rates, and particularly
large switch-back movements over a considerable period, entail = on
the one hand - a climate of uncertainty and wait and see
attitudes which upset investment decisions and - on the other - desta-

bilise markets, especially at the long end;

- high interest rate volatility entails an increased recourse to
variable rate financing and to short-term market instruments to
finance longer term investments : although firms and banks can
then benefit more rapidly from a fall in inflation, they become

more vulnerable to adverse financial developments;

- techniques of monetary control play an especially important role
in determining interest rate volatility; in the Committee's view
these techniques should pay attention to the trend movement in the

target aggregate rather than to short-term deviations;

\ - consequently, measures such as a staggering and a '"de-dramatisation"

: LS 5 @ e ———
\ of the publication of money supply figures,with an emphasis on the
\‘mm_ ,,,,,,,,, e . .
\ medium-term trend, have been suggested as means to reducing inte-

rest rate volatility. The recourse to more diversified instruments
- DI 2,

for controlling the growth of the monetary aggregates would go in

| the same direction.

- high interest rates are a consequence of high rates of inflation
and,at the same time,an essential part of a determined fight against

inflation through a strict monetary policy;

I-I/..-
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- in general the level of interest rates can be reduced, whilst not
relaxing anti-inflationary policy, by substantially reducing the
government deficit. This is not only valid for the US, taking into
account the savings rate, but also for Community member countries,
where the policy mix is far from adequate and where relatively
restrictive monetary policies exist alongside large and persistent

public sector deficits;

- as fiscal treatment of interest rate payments by households in the
US allows relatively considerable deductions, interest rates have

to be really very high to have an effect on personal borrowers;

- while in most Community countries there are domestically-generated
reasons for relatively high interest rates, peaks in US rates may
have led, in a number of member countries, to higher interest rates

than generally warranted by purely domestic considerations;

- excessively high real interest rates, if long continued, penalise
productive investment at a time when structural adjustment requires,
for both internal and external reasons, and in particular to reabsorb
unemployment, an increase in the share of investments in aggregate

demand;

- high interest rates weigh heavily on the service of the public debt

of many industrialised countries;

- high real interest rates add to the debt servicing burden of non-
0il developing countries which have had recourse to variable interest
rate loans. This debt service is absorbing a rising share of their
export revenues, at a time when slow world growth restricts their

export markets.

s awd w s




c) exchange rates

- the fluctuations of US short-term interest rates have been an important,

although not exclusive, cause of the marked variability of exchange

ragg;~;;a_;;;‘ggze strengthened '"overshooting";

- a strong divergence of exchange rate trends from relative price and
cost developments could store up further currency unrest in the future,
because inflation differentials might eventually predominate among the
factors, including the current account positions, which affect exchange

rates;

- because of the depreciation of its currencies, Europe is now experienc-
ing a new, strong wave of import price increases, analogous to that

caused by an oil shock;

- developments since the transition to generalised floating in 1973 indi-
cate that there is a need for some degree of foreign exchange inter-
vention to deal with disorderly market conditions and erratic movements,
in line with IMF guidelines and articles. The US policy on exchange
rate intervention as recently outlined to Congress seems to go too far
in limiting its use in disorderly market conditions. In a world in which
reserve holders tend to currency diversification, it is, in particular,
essential that the reactions of the authorities of the various reserve

centres be mutually consistent and complementary.

6. On this occasion, the Committee wishes to stress that, although
high and volatile US interest rates and strongly fluctuating exchange rates
undoubtedly contribute to the difficulties experienced by Community member

countries, these difficulties are to a large degree domestically-generated

e —
and that, as a general pr1nc1ple, respons1b1t1ty for combat1ng inflation by,
—

all appropriate means begins at home. ' - ] ===
<

In conclusion, the Committee stresses the over-riding importance,
in an increasingly interdependent world, of close international co&rdina-
tion and cooperation : no country should frame its domestic policies without
due regard to their international consequences, and large economies and

leading reserve currency centres have a special responsibility in this

respect.
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«OP™*N COMMUNITIES Brussels, 30 June 1981 (01,07
The COUNCIL 7877/81
R/LIMITE
ECOFIN 45

TRANSLATION OF LETTER

from : Mr J=Y, HABERER, Chairman of the Monetary Committee
dated: 29 June 1981

to ¢ Mr CoA, van der KLAAUW, President of the Council of the
Buropean Communities

Subject: Opinion on dollar interest rate and exchange rate
developments (1)

Sir,

Please find enclosed the opinion on dollar interest rates and
exchange rate developments which the Monetary Committee adopted
on 25 June 1981,

(Complimentary close),

(se) J=Y, HABERER

Encles II/299/81 final

(1) This document was sent to the General Secretariat of the Council
in English, French and German only,

7877/81 ECO?}N 45 vic/DIM/mE E
R/L
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Committee of Governors of the 25t June 1981

Central Banks of the Member States
of the Furopean Economic Community

‘pﬂﬁfg REPORT FoR—=F=SENF5TION TO THE £66r=N COUNCIL Sx—+1%
ON THE CO-ORDINATION OF INTEREST AND EXCHANGE RATE POLICIES

VIS-A-VIS THIRD COUNTRIES

~r

In accorcdance with the wishes of the Council of Finance

Ministers held on 16th March and of the informal meeting of Finance

Fiy

Ministers held in Breda on 3rd and 4th April, the Committee o
Governors of the Community central banks have devoted much of
their meetings since then to studying how best to co-ordinate
interest and exchange rate policies towards third countries,
notably the United States, and what might be the most promising
moans of seeking the co—operation of the US authorities in this
domain.

It is relevant by way of bringing up to date the factual
record to note two developments which have occurred since the

Governors reported to the Council in March. The first is that

%]

there’has on balance been a renewed hardening of US interest rates
which nas wigeded the gap between short-term US rates and those in
most Commirity countries and that this together with other factors
has contributed to a very significant strengthening of the dollar
against the EMS currencies. The second consists in the statement
of ﬁosition on foreign exchange intervention made to Congress on
4th May by the US Under-Secretary for monetary affairs which made
clear that it is now the US Administration's dec’ared aim "'to
return to the more limited pre-1978 concept of intervention by
intervening only when necessary to counter conditions of disorder

in the market". 1In accordance with.this change of policy the US

authorities have not intervened at all in exchange markets since

March 1981.
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This last development confirms the view that the new US
Administration 1s resolved to allow market forces to play the
dominant rdle in the determination not only of interest rates but
also of exchange rates and this in turn strengthens the ccncerns
which are widely felt on this side of the Aclantic about the

e

n
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repercussions of United States' pelic on the stability and
cohesion of the EMS currencies. These con

averagé level of US interest rates for many months now and the unpre-

t

ns
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tem from the high

dictable fluctuaticns 1n cthese rates, both of which in rather

different ways can be damaging not only to the member countries
of the EEC but more generally in the world. 1In pointing to these
heweror

(9]

consequences the Governorszwis% to stress that thev fullv support
1 = 3 . DT

the US government's determination to reduce inflation, not least
given the overwhelming importance of the US dollar to the inter-
national monetary system. In additio%’they recognise that tensions which

have affected currencies within the European Monetary Svstem also

reflect inadequate performances within and divergences of performance
bLetlween the member countries 1in spite of the policies of internal
stabilisation and external adjustment that Community governments

are striving to pursue.

Against that background, coupled with the fact that

néari&‘all EEC countries have, unlike the USA and Japag,large
current account deficits to finance and that in the short run at
least interest rate relativities rather than inflation differen-
tials appear to be the main determinant of exchange rate move-
ments, the monetary authorities in most EEC countries are faced

with what appears to be a chsice of evils. Either they must
deliberately adjust their interest rates upwards to the point

where a reasonable stability of their currencies is achieved

against the US dollar even if, as 1is the case for low-inflation
countries, their interest rates are already significant in real
terms, or they must continue to allow their currencies to depreciate
againét the dollar until an equilibrium point is reached, with all the
inflationary consequences that would entail. In either case

they might find it necessary to intervene in the foreign exchange
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markets in order to smooth out temporary fluctuations and to avoid

disorderly conditions, but iﬁmis generally agreed that interventions

-
agalnst third currencies cannot by themselves assure the desired.
(

oEig;;;gg+ and furthermore the responsibility for those interventions
would now have to be borne solely bv the European countries. In
these circumstances, even 1f the EEC countries willingly chose to
permit a further depreciation of their currencies against the
dollar, a new equilidrium level that was acceptable weculd probably
still have to come about primarily bv an increase in interest
rates in the countries concerned.

Because of this dilemma it is naturally tempting to
believe that it would be in the Community's interest to seek to
persuade the US authorities that by one means or another they
should reduce the general level of their interest rates and
ensure that they were less volatile than has been the case in the
last 18 months. To press home the first point in this argument,
without asking the US authorities to ease up on their counter-
inflationary policies, it would be necessary for the Community to
persuade them that the mix of their monetary and economic policies
was too heavily weighted on monetary restraint, leading thereby to
a very high average level of interest rates. The Committee of
Governqrs have given much thought to this point, since it would
secm to be the most promising means of conducting a dialogue with
the US authorities.

There are admittedly shades of opinion in the United
States about the likely course of the US economy 1in the next 18
months or so. On the side of the Administfation those concerned
with the framing of budgetary policy believe that the budget
proposals which they have put to Congress will bring about, at
least in the next fiscal year, a significant reduction in the
Federal government's deficit and more speedily produce beneficial
effects for inflation, from which lower interest rates should be
the result.. There are others, however, who fear that this paints

too optimistic a picture, or at any rate that the time scale for

e e ——
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improvement is a slower one. If these fears prove justified, then
monetary policy would for some time continue to carry the maiﬁ
burden of the struggle against 1inflation.

In the light of these differences of opinion, it would
perhaps be justifiiable for the countries of Europe to draw to the

attention of the US Administration the risk that developments

during the course oI this vear may run counter to the fiscal

strategy-of the Administration, the thrust of which, if developments

were favourable, is to be welcomed. The Governors believe,

however, that any representations of this xind should be handled
= =

with considerable caution. The Governors note, for instance, that

the US fiscal deficit as a proportion of national income compares

—

fgzggzigiz_with that of the majority of the EEC countries.
__—_——’——’-—"—‘——\«s_ﬁ___\
Suggestions to the US Administration, therefo-e, that it Should
radically alter its policy mix away from monetary stringency
would, in the Governors' view, risk a rebuff.

The other gquestion that must seriously be considered is
whether the US authorities shculd be invited to reconsider their
techniques of monetary control which have led to what many of us
53;;E_;;;;;E‘QE—ZZ-EZEZZZZ;; and unpredictable volatility in US
short-term interest rates. In this area, the Governors believe
that there may be some prospect for improvement, and that this
could come about not so much by direct criticism from EEC countries
as by a continuing dialogue with the US authorities in which every
opportunity would be taken to bring to their notice, as occasion
arose, the unsatisfactory consequences of sudden and erratic
swings in money market conditions in New York.

The Governors believe that such action would stand more
chance of falling on receptive ears than an outright attack on US
monetary control techniques. This latter would imply that the
European side would have to recommend alternative techniques to
the US authorities, techniques whiﬁh might be suited to this or
that country within the Community but which could not necessarily
be readily transplanted to the political and structural circum—

stances in the United States. In this respect, therefore, the

=S
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Governors remain of the view, after further intensive discussion,
that it would be unwise to invite the US authorities to change
their techniques when there was no solid zgreement amongst European

countries as to what the optimum alternative could be in the US

circumstances.

av




Londen: 1 july 1981 o
| 4o
subject: co&nciL of the economic communities (economic and
financial questions) on monday € july 1981

1, the chancellor of the exchequer has asked me to seek your
help in preparing the discussicn of the current economic situation
at the council meeting on 6 july so as to ensure that it focuses
on the issues of greatest interest to members of the council,

2, there are two items on the agenda about the economic situation:
monetary relations between the community and third countries: and
the second quarterlLy examination of the economic situation in the
community, discussion of the first item wilLl begin with the reports
from the monetary committee and the committee of central bank
governors, the chancellor then proposes to invite his colleagues

to focus their remarks on the following three questions:

1. to what extent do recent interest:rate changés reflect
domestic as opposed to international factors?

2, what effects are recent exchange rate changes having on
our economies?

3. what should be advise the community representatives to
say on this subject at ottawa?

BYHAXIREXIREBREXIXRKXKEKEKXBREINREG

% the second item will begin with a statement by the commission
representative who will no doubt introduce the commission’s paper,
thereafter the chancellor proposes that discussion should concetirate
on any major themes identified in the commission deocument which we
have not yet seen in London. sir geoffrey howe does not intend to
g2k fpExXXRE

call for the usual tour de tablLe on the economic situation in the
individual member states of the community, but he will of course
give the floor to any minister who wishes tc inform his colleagues
2bout recent developments or policy measures in his ovn couniry.

L, i am sending a copy of this telex for information to the
chairman of the monetary committee, the chairman of the committee of
covernors and the secretary general cf the council secretariat.



Generzl Secretariat Brussels, 2 July 19&

of the Council

COUNCTIL

(Economic and Financial Affairs)

‘NOTE

for +the President
71Sth session
- 6 July 1981 -

The Tunch

The Council meeting will start at 14.30H and will be

preceded by the customary lunch at 12.30H. At the lunch the
President could:-

(a)

(o)

(c)

anmmounce his intention to take in restricted session all
the substantive items excevpt the New Community Instrument
and Other Business;

1

inform his colleasgues that he proposes to suspend business
for one or itwo minutes between each of the items in the
restricted session so that they can change their assistant
if they wish to do so;

2sk his colleagues whether there a2re any items of such a
delicate nature that they would wish %o discuss them at the
lunch in the presence of Ministers only, bezring in mind
that restricted sessions offer better linguistic facilities

and working conditions.
Y
For the President's information

The Danish Minister has given notice that he has s
problem over the budgetary guidelines which the Commission
envisage in his country. He may wish to raise this at
lunch or he may be content to let it be discussed in
restricted sessione

o/o
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The Netherlands Minister has given notice that he
would like an exchange of views on the visits to various
capitals by Monsieur TRUDEAU in comnection with the pre-
paration of the Ottawa Economic Summit. This question could
perhaps best be discussed in restricted session under
item 4. which deals primarily with the protlem of interest rates.




EUROPEAN COMMUNITIES Brussels, 2 July 1981 (03,07)
RESTREINT
0J/CONS 35
ECOFIN 48

PROVISIONAL AGENDA

U

for: T19th meeting of the COUNCIL OF THE EUROPEAN COMMUNITIES
{Bconomic and Financial Questions)

Brussels, Monday 6 July 1981 (14,30)

1e Adoption of the agenda

2, Adoption of the list of "A" items
7963/81 PTES A 31

3o Second quarterly examination of the economic situation in the
Community (Article 3 of the "convergence” Decision of
18 February 1974)

7961/81 ECOFIN 47

4, Monetary relations between the Community and third countries

7877/81 ECOFIN 45 (R/LIMITE)
7964/81 ECOFIN 49 (R/LIMITE)

e Brxport credits: Adjustment of the Arrengement on Guidelines
T770/81 CCG 30

6, Proposal for a Council Decision empowering the Commission to
contract loans for the promotion of investments in the Community
(NIC II)

7821/81 ECOFIN 43 + ADD 1
7823/81 ECOFIN 44

7. Other business

7962/ 81 0J/CONS 35 ard/1G/ch
ECOFIN 48
R



EUROPEAN COMMUNITIES Brussels, 2 July 1981
v ) MrT
HE COUNCIL 7964/81
R/LINITE
ECOFIN 49

COPY OF LETTER

from

Committee of Govermors of the Central Banks, signed by
Mr A. BASCOUL, Secretary General

dated : 30 June 1981

to ¢ Sir Geoffrey HOWE, President of the Council of the
Puropean Communities

Subject ¢ Report to the Council on the co-ordination of interest and
exchange rate policies vis=a-vis third countries (1)

Sir,

On behalf of Governor Richardson, Chairman of the Committee of
Governors of EEC central banks, I have the honour to send you here-
with a repert of the Comﬁittee on the co~ordination of interest and
exchange rate policies vis-a-=vis third countries.

This document has been drawn uvup by the Committee in accordance
with the wishes of the Council of EEC Finance Ministers; its substance
was presented ocrally by Governor Richardson to the Finance Ninisters
on 15th June 1981,

{Complimentery closes)
(se) Ae BASCOUL

Encle: doce of 30 June 1981

(1) The Council Secretarist received this report in English, French
and German onlye

7964/81 ECOFIN 49 ew E
R/L
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general agreement on:

(i) the need for a significant increase in interest
rates;

(ii) the need to establish a common position on the
problems created for the consensus by low interest rate
countries;

(iii) the desirability of greater transparency in the

arrangements for mixed credits.

A nunmber of detailed points were remitted to COREPER for
further study and COREPER were invited to prepare for
consideration by the Council at its next session on

17 September a draft negotiating brief for use by the

Community representatives at the next round of the consensus

negotiations in October.
wwdwww.
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MONETARY RELATIONS BETWEEN THE COMNUNITY AND THIRD COUNTRIES

The Council discussed the question of monetary relations
between the Community and third countries in the light of
their previous discussion in ILuxembourg on 15 June and the
European Council meeting on 29/30 June. The Council received

reports from the lonetary Committee and the Committee of

Central Bank Governors.L;In discussion, it was stressed * , -
that the problems of the European economies were to a[i
extent the result of domestic conditions and that the

remedy to this aspect of the problem lay in our own hands.
Even so, it was agreed that the movements of US interest
rates and of ®%e exchange rates with the dollar have

important implications for the efforts of Community

countries to get their economic problems under control.

It was suggested that the most constructuve approach to the
Ottawa Summit would be to identify the common goals being
pursued by the industrial countries and then to consider
whether the measures taken by each country in pursuing the
agreed objectives were compatible with the achievement of

those same objectives in other countries.

The Council invited the lionetary Committee to pursue their
studies between now and the Ottawa Summit to see whether
some more quantitative evidence could be produced of the
effect of high and volatile interest rates and of exchange

retes movements on e Community economiesfwsd et
) DO
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CHANCELLOR Copied to: "o '.. as
attached list.

FINANCE COUNCIL 6 JULY 1981

This will be the first Finance Council under UK Presidency.
You will Chair the meeting and the Financial Secretary will
represent the UK.

. An index to the detailed briefing is attached.

% The agenda is somewhat thin. The most important item

is probably the discussion on US interest rates. It would be
most helpful if the Germans were to 1lift their reserve on the
New Community Instrument. We would then have a positive
achievement to announce to the press.

Iunch Items

4. . Over lunch you could indicate your plans for the informal
meeting of Finance Ministers on 5@6100tober. You could also
suggest that the next Finance Council discuss budget restructuring.
You might warn your colleagues that in any case the agenda for

the September Council is likely to be rather heavy and may

require an all day session. Finally you could mention that

you propose to reorder slightly the afternoon's agenda and to

take the export credits and US interest rates items in restricted
session.

e If you could find a moment alone with Herr Bohme, who is
representing Germany, you might ask if he intends to 1lift

Germany's reserve on the New Community Instrument.

Export Credits

6. The substantive discussion of the Community mandate for the
next round of the OECD negotiations will be a matter for the
September Council. However, the French have specifically asked
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for the subject to be discussed at the July Council. M. Delor:s
mentioned at the June Council that he should be able to make a
substantive contribution today. Clearly we should do nothing to
discourage any possibility of a more positive French line. The
Commission would also welcome an indication at Ministerial level
of the new French Government's general position on this matter
before they proceed to exploratory discussions with the Americans
and Japanese later in the month.

US Interest Rates

T Sir Douglas Wass informed the members of the Co-ordinating
Group that you intend to focus discussion on three questions.

(1) To what extent do recent interest rate changes
reflect domestic as opposed to international
factors?

2 What effect are recent exchange te changes
(2) at e a ange ra ge

having on our economies?
'-"—'__‘\______‘_,

(3) What should we advise the Community representatives
Jaat

to say on this subject at Ottowa?
: i
Discussion of the first two questions will be preceded by the

reports from the lMonetary Committee and the Committee of Governors.
The former will probably be oral and the latter written. The
text of both are included in the briefing.

—

8. Our main objective is to ensure that the Americans are
approached as allies in a way which does not invite a rebuff.
The approach should not be formamlised or‘EEEE‘place in advance
of Ottowa. 1

——~

9. Mr Christofas' brief suggests that you might give an account
of M. Trudeau's visit to London and invite those colleagues whose
capitals have also been visited by M. Trudeau .fo. do likewise.

We do not particularly support this suggestion. If you adopt it,
we recommend you to ensure that such reports are brief. There is
a riisk of long rambling interventions.

10. In general Mr Christofas' brief does not take account of
Sir Douglas Wass' message. This may be an oversight, or it may
be that he disapproves of the fact that the message was sent.
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Quarterly Report

1. This is one of the regular discussions of the economic
situation required by the 1974 convergants decision. The
Council is supposedto lay down appropriate budgetary guidelines
for member states. In practice it refuses to do so and merely
takes note.

12. Our objective is to minimise unproductive discussion.
Sir Douglas Wass' message noted that you do not intend to hold
the usual tour de table of the economic situation in the
individual member states of the Community, although you would
of course be prepared to give the floor to any Minister who
wished to inform his colleagues about recent developments or
policy measures in his own country.

New Community Instrument

1%3. Everything turns on whether the Germans 1ift their reserve.
If they do, the aim is to reach substantial agreement, so that
the matter can come back to a subsequent Council for final
agreement as an l'point. If they do not, the aim is to put
pressure on the Germans with a view to final agreement at the
September Council.

Other Business

14, Thé convention is that items raised under "other business"
are notodisgﬁgémﬂ. We understand that M. Ortolfﬁﬁayrwish‘Eb
talke about the Fifth Medium Term Programme. If he does, our
objective is to ensure that we are left free to handle future
discussion of the programme as we think fit. We have also heard
that the ﬂgfggglands may wish to ask M. Ortoli what action the

Commission have taken on the Italian import deposit measures.

—

L4

Meeting with Mr Christofas

1%, We suggest that you meet Mr Christofas in the Council
Building soon after 11.30. He may have some last-minute or
sensitive information to give you. On your side, it might be
tactful to mention to him that over lunch you intend to suggest
that budget restructuring be discussed at the September Council,
and that an all day meeting may prove necessary.
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16. If the New Community Instrument is not agreed, there will
be-little to announce to the Press.

Press

The only achievement will
be agreement on what we are to say at Ottowa. But it will be

difficult to make much of that since we are not prepared to
reveal exactly what we intend to say.

ity »'Y.Sc(:ie_f/.

J SCHOLES
% July 1981
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Financial Secretary
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FINANCE COUNCIL : 6 JULY 1981
) INDEX OF BRIEFS
O. Administrative arrangements
1. Council Secretariat brief
2. Iunch items
3. Export credits
4. UK interest rates etc.
5. Quarterly report and guidelines
6. New Community Instrument

7A. 5th Medium Term Programme
possible 'other business'

) 7B. Italian Import Deposit Measures ) .-

8. DPress
9. *Guidance material on conduct of meetings

10. **Personality notes

| *Chancellor, Financial Secretary and Mr Hancock only.
=

**Chancellor and Financial Secretary only.
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FINANCE COUNCIL: 6 JULY 1981 BRIEF O

ADMINISTRATIVE ARRANGEMENTS

You will chair the meeting and the Financial Secretary will
represent the UK. You will be accompanied by Mr Hancock,
Mrs Gilmore and Mr Wiggins. The Governor will also be
attending in his capacity as Chairman of the Committee of
Governors.

2o It is possible that there will be difficulty with the

Air Traffic Controllers. The basic plan is for you to leave
Heathrow at 07.45 on Monday, arriving in Brussels at 09.40.

Mr Wiggins is trying to arrange a contingency plan whereby

the party would leave on an RAF plane sometime after 9 o'clock
on Monday morning. If it proves necessary to activate this
plan he will endeavour to ring those affected on Sunday evening.

e Assuming you get the 7.45 flight, we suggest you go ,
straight to UKREP for a briefing meeting with Sir Michael Butler.
Shortly after 11.%0 you could move across to the council building
for a meeting with Mr Christofas Dbefore lunch at 12.30. The
Council meeting is due to begin at 14.30.

4, We suggest you aim to finish the Council meeting before
17.30 to give you time to meet the press for half-an-hour before
leaving for the airport. Your return flight takes off at 18.45,
arriving at Heathrow at 18,45.

Ba The Financial Secretary is remaining in Brussels overnight.
He will be joined by Mr Willettsin time for supper with Mr Butt.

I understand he is staying overnight with Mr Nicholl and returning
on Tuesday on the 15.45 flight.

CONFIDENTIAL

e
BdMm.
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Menrs
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FINANCE COUNCIL : 6 JULY 1981 BRIEF 2

LUNCH ITEMS

1. You might like to raise the following topics over lunch:

1. informal meeting %0-31 October (indicate your plans)

2. next Finance Council 17 September (warn of heavy agenda etc.) " 2.

3. restricted sessions in the afternoon Lisies
4 mems |

. (with Herr Boehme, who is representing Germany) NIC

POINTS TO MAKE (FOR CHANCELLOR)
Informal meeting

2. Plans - 30/31 October, beginning in the afternoon on Friday
' and finishing with lunch on Saturday

- meeting in Iondon / discussions at Lancaster House,
visit to Covent Garden /

- agenda not yet clear, perhaps one general economic
topic and a further discussion of budget restructuring

3. Invite views on whether Governors should be invited.

September Council

4. I should just like to say a word about the Commission's

report on the 'mandate'. We have only had this a little

while, and we shall all need time to reflect on it. So I do ,
not think it would be sensible to start a discussion today. '

5. But the Community institutions will have to make fairly
rapid progress after the summer break, if we are to meet
the targets we have set ourselves. 1 suggest, therefore,
that it would be helpful for us to have a general exchange
of views at our meeting in September. Unless there is any
objection, I shall arrange for that.

6. I know that our permanent representatives are setting in
hand some purely factual and technical work, and I hope
that that will help to prepare for our discussion.
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7. In any case likely to be a heavy agenda because of the

need to reach agreement on export credits. May be necessary
to have an all day session.

8. Would be very helpful if we could arrange for the speech
for the Bank/Fund meetings to be discussed in the Monetary
Committee and cleared by correspondence.

Restricted Sessions

9. Propose to take the export credit and US interest rate items
in restricted session ('those round the table'), and to take
export credit item first. (immediately after adoption of agenda
and 'A' points). Hope this does not cause any difficulties.

BACKGROUND
10. Informal meeting You agreed with your colleagues at the last
Council that we would hold an informal meeting of Finance

Ministers in the UK in the autumn and that you would let them
know the date on 6 July.

11. There are three possibilities for the Governors:

- invite none
- invite the Chairman of the Governors' Committee
(Mr Richardson) alone

= sinvite iall.
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The purpose of our discussion will be to give Finance
Ministers an opportunity to express their general attitudes
to the Commission's report. Our aim should be to agree
some broad conclusions. This may of course not be poss{ble.
Whether it is or not, I will report the outcome of the
discussion faithfully to the Foreign Secretary who is in
charge of the preparations for the November European Council
so that he can take account of the views expressed by
Finance Ministers in preparing the documents for that

Council.

T




Item 5,

s BExport Credits

= Changes to the Arrangement on Guidelines

At its meeting on 15 June 1981, the ECO/FIN
Council invited the Permanent Representatives Committee
to continue its work on this question and agreed to resume
the discussion at- the present Council meeting, The
Permanent Representatives Committee agreed to invite
the Council to debate three policy questions (which
are set out in doc. 7770/81 CCG 30).

The President could invite the President of the
Permanent Representatives Committee Part I (I'r NICOLL)
to introduce the report by the Permenent Representatives
Committee, He could then invite the French Finance
Minister to inform the Council of the results of the
refiections of the new French. Government (M. DELORS

‘having promised at the Council meeting on 15 June 1981

that he would be ready to say something on this subject
at this present Council meeting).

For the President's information

It is not essential for the Council to reach any
fingl decisions at this meetinge The Council must
however adopt a new negotiating brief at its September
meeting at the latest so that the Community can have an
adequate negotiating brief for the meeting of the
Participants in the Arrangement which is due to take
place from 5 to 7 October 1981, The object of the
present discussion is to try to get the French Govermment
to show a willingness to move sufficiently in September.
Otherwise there is a real risk that the Arrangement
will break down and that we shall find that the world
is involved in an export credit war in which all the
members of the Communlty will be losers.

Y NUNR

\}Aﬁ“’[’\ \'»E>\\ A
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Proposed Conclusion N s

e SR

The President could propose that the Council
invite the Permanent Representatives Committee, in
the light of today's discussion, to prepare a draft
negotiating brief for approval by the Council at its
meeting on 17 September 1881,
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\ BRIEF 3
ZXPORT CREDIT CONSENSUS

PURPOSE OF DISCUSSION
A "débat d' orientation" to enable Ministers - in particular M.Delors

who was not ready to contribute to the discussion at the June meeting -
to indicate their general views on theiggzgg_ggiggissues on which a

new Community position is needed before Consensus negotiations are
resumed in October. The issues, which are set out in a short paper
circulated by the Secretariat of the official EC Co-ordination Group

on Export Credits, are:- -

s the size of the increase in Consensus minimum

interest rates

. . ) . -
Ll the problem of low interest rate countries,

notably Japan

T
L B improved transparency for mixed credits.

i it
It is not intended that hard and fast decisions about the EC position 1
should be taken at this stage - that will be for the September Council,
and in the meantime the Commission should be allowed room for manoeuvre
to develop proposals for a negotiating mandate.

PRESIDENCY OBJECTIVES
We suggest you should aim to sum up on the following lines:-

R agreement on the importance of holding the
N ——

m—————

Consensus together and hence on‘%ﬁé need for

the Community to agree on new proposals !

covering the three key issues identified

¥ % the Commission.to take note of points made

|
in discussion, and work up specific proposals,

in consultation with the official group

1ii, these proposals to be brought to ECOFIN for

decision on 17 September,gaﬂgﬁ_%he aim should
be to agree ;-ZSEEE;EZ%ive package which offers
the prospect of agreement with other Consensus
participants in the Autumn.
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POINTS TO MAKE FOR THE UK
g7 General
a. The Consensus is a valuable means of controlling

export credit competition but changes are
necessary if its collapse is to be avoided.

b. We agree that a new Community package must
include positive proposals on the three issues
identified - a substantial increase in interest
rates, arrangements to overcome the Japanese
problem and improved transparency on mixed
credits.

28 Interest Rate Increase

The UK could accept a 2-24% increase (because of prior commitments,
an increase agreed in the Autumn would not in practice be fully

implemented until 1982). We would prefer a flat rate increase for
- e -

all categories of recipient, though, for the sake of EC unanimity,
we would be prepared to consider a slightly smaller increase for

TH
relatively poor countries. But we believe an increase of at least
T ; p : <
2% for this category is necessary to provide a basis for agreement
e .
with the Americans.

2 Japanese Problem

The Japanese must not be accorded a privileged position under the
Consensus, but some compromise should be offered. While the Japanese
cannot be expected to change their system, i1f they want to offer
officially supported export finance at lower than Consensus rates,
then they should pay some price for being allowed to do so. We are

content that var%gus possible approaches should be explored further
by the Commi ssion in consultation with the official group. The
Japanese must also be pressed to allow foreign exporters access to

——

yen financing on terms comparable with those available to their own

exporters.
4, Credits Mixtes

Given the spread of mixed credit systems the need for improved trans-

parency is greater than before. We hope that the French can now
accept the Commission proposals for prior notification of such credits.
———-——’m\_———-\
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BACKGROUND

CURRENT STATE OF NEGOTIATIONS
Te Iittle progress was made at the May meeting of Consensus

participants in Paris. The Community did not have any new proposals

to put forward because of French unwillingness to move before their

Presidential Election, and the EC proposal already on the table for
‘l'——.-—-—-" . - -

a small increase in minimum rates (1% for rich and intermediate

countries,~9;§%?for poor countrieéS\;EE again unacceptable to the

Japanese without a concession to allow them to offer lower rates.

2 The US, whose position was closely allied with Japan, did how-
ever put forward a possible package of proposals which would have
involved an immediate increase in rates of the size proposed by the
Community; further staged increases towards the SDR-weighted average
of world market rates; and agreement that, for a trial period, low
interest rate countries (notably Japan) should be allowed to charge
their market rates, on the basis that other countries could also
finance in those currencies at market rates. The Americans also made
it clear that they intended to apply pressure on various fronts

(eg. derogations on credit length, action in GATT) to encourage
progress on Consensus reform.

3. The Commission undertook to consider the US proposals and there
is to be a further meeting of the OECD Consensus Group in October, at
which the Community will be expected to make a constructive response.
Progress at this meeting is essential if the Consensus is to be held

together. .

e

EC Position

4, Since the May meeting the Commission have sought to put greater
impetus into the preparation of a Community position which might
provide the basis for compromise agreement. When the matter was
discussed at ECOFIN on 15 June, M.Delors asked that the new French
Government should be given more time to consider the matter, but said
that he should be in a position to join in a substantive discussion
at the July meeting. The matter has accordingly been placed on the
ECOFIN agenda again, so as to enable M.Delors and other Ministers to

indicate their general views on the main issues and what the
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Community's objectives should now be. But agreement on detailed
proposals is not being sought at this stage. The Commission will

be having informal exploratory talks with the Americans and Japanese
later this month (they have stressed that these are not negotiations
and do not therefore require the Council's authority). They will
then put forward proposals for a new negotiating mandate which will
be discussed at the ECOFIN meeting on 17 September. For the present,
it is very desirable that member states should not take up hard and
fast positions which might constrain the Commission's freedom of
manoeuvre in developing ideas for a possible compromise deal.

s Following discussion last week in the Co-ordination Group on
Export Credits, the Council Secretariat have circulated a short

Eigiil\drawing attention to the need for the Communit 0 haveé an

improved mandate for the resumed negotiations in October, covering
the three key issues of increases in Consensus rates, the Japanese
problem and mixed credits.

Interest Rates
5 US pressure to bring Consensus rates more in line with the

current level of world market rates is now such as to seriously
endanger the continued existence of the Consensus. Only a significant
increase will satisfy the US and others that the Consensus can respond
to changing world trading conditions and not remain an artificial

and uncontrollably expensive mechanism for standardising export credit
terms. An increase would of course be very welcome to us in relieving
the budgetary burden of these subsidies, and one would expect that

the French would also welcome such relief.
s

——y

e Any proposed increase should strike a balance between satisfying
the US demand for a move towards current market rates and the need

to avoid exacerbating the Japanese problem. In the Co-ordination
Group, all countries except France have indicated that an increase of
2-234% or (in some cases) more is likely to be acceptable. Views
differ on whether the increase should be the same for all categories,
or lower for relatively poor countries: the French and the Italians
strongly favour preferential treatment for developing countries, but
most other countries appear to share our preference for a flat rate
increase. The present Consensus matrix already favours the poorer
countries, and to widen the differential would further blur the
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distinction between commercial export credits and aid. We believe
the French may be difficult about an ;%yrease as high as 2% for

(They gy, fiave 10 ad & 1645 of WA, ol il e R SSPLRA0n oo
increase of at least 2% .. .; will be necessary to satisfy the
US and encouf;é;\gﬁgﬁwfsﬂﬁﬁgﬂpressure on the Japanese to show
flexibility. If a 2% increase for relatively poor countries could

be agreed, the possibility of achieving erentiation through

a higher increase for richer countries could be considered.

8e The table annexed shows the effect of an increase of 2% for
rich and intermediate countries and 2% for poor countries. For
comparison, the OECD's latest calculation of average market interest
rates, on an SDR-weighted basis, gives a figure of 11%%.

Japanese Problem

9. The Consensus applies to officially supported export credits.
In the past Japan, through its official ExIm Bank, has adhered to
the Consensus interest rates by ensuring that the resultant blended
rate between the 60-70% ExIm Bank share and the 40-30% commercial
bank share respects the Consensus minimum. Japanese rates are now
falling and would be below the Consensus if any increase was agreed.
They have stated they would not be prepared to apply the rules as
in the past and would want to be able to offer ExIm Bank finance at
lower than Consensus rates.

10. We are not convinced that the participation of the Japanese

ExIm Bank has no effect on export interest rates or that UK exporters
will be allowed access to yen financing to enable them to match
Japanese credit offers. For this reason, the recent US proposals,
whilst acceptable in part, do not appear to answer all the problems,
particularly on the question of access to yen 'in sufficient

quantities and at compgiable interest rates.

1. Most countries (including ourselves) agree with the Commission's
view that while the Japanese cannot reasonably be expected to change
their system, they should be asked to pay some price for being allowed
to offer officially supported finance at sub-Consensus rates, and also
pressed to give satisfactory assurances on foreign access to yen
finance. The price might take various forms: one possibility suggested
by the Commission is that Japanese ExIm should agree to charge a
margin or premium above long term prime rate; an alternative approach,

which we have floated, is that Consensus rates should be charged on
z



the proportion of lending directly funded by ExIm Bank, while the
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balance provided by commercial banks could be at market rates (as
noted above, at present the overall rate charged respects the
Consensus minimum). In both cases, the effect would be to limit
the size of the Japanese competitive advantage at increased
Consensus rates.

12. The Germans are known to be unhappy about the imposition of any
penalty on the Japanese which might have implications for their own
financing arrangements should they again become a low interest rate
country, while the French have suggested that if access to yen cannot

be achieved, it shoﬁia"beAQpen to other countries to match yen

interest rates in other currencies. This would prejudice the
g e "

intended reduction in subsidy costs, and could well throw Consensus

disciplines into disarray.

13. At this stage the aim should be to get general agreement that
some compromise arrangement should be sought; and to leave the
Commi ssion maximum flexibility in exploring how best this might be
achieved.

Mixed Credits

14. Commission proposals for prior notification of mixed credits

with grant elements in the 15-25% range, and prompt notification

for cases over the official aid threshold of 25% already have the
support of all member states except France. There is strong pressure
within the OECD Consensus group for greater transparency in this

field, and it is particularly important that the Community should
adopt a more positive line now that the practice of offering mixed
credits is growing. There have, for example, been reports that the
Japanese are beginning to use their new powers to provide such credits,
and we need to know what they are doing.

X 15. We believe that, if pressed on this at Ministerial level, the
French may be prepared to come into line. It would obviously be
p— et t—ra——————
helpful if this issue could be cleared before September.
S R L
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ANNEX

CONSENSUS ON EXPORT CREDITS

Summary of Guidelines

(Possible changes shown in brackets, assuming increases of 21% in minimum
rates for category I and II countries, and 2% for category III).

Country : Minimum
Classification B e e Interest Rates
Minimum Maximum Credits Credits
cash Credit 2=5 over
Payments Period years 5 years
% (Years)
I Relatively rich: Abe 20 SEEE ) 8o (A0 s % Cld.25%)
II Intermediate: 15 81 8.0% (10.5%)8.5% (44, 0%)
III Relatively poor: 15 10 Tab (GOSN (9S50

*Note At present credits of over 5 years for sales to rich
countries are subject to prior notification (except for goods -
eg. aircraft, ships - covered by sector agreements allowing
longer terms).

R

Other changes ¢arried forward- from the December 1980 Mandate

A Cash payméh%sffof”ffade with "rich" countries to be increased from
15 to 20% (except where otherwise provided for goods the subject
of specific Sector Agreements).

Do A strict maximum of 5 years credit for sales to "rich" countries
should b<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>