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CREATION OF A EUROPEAN FINANCIAL AREA: CAPITAL LIBERALISATION

‘.' UK Objectives (ate o ed)

The discussion 1is expected to be largely procedural. Your
objectives are to limit substantive discussion at this stage and
to ensure that the work 1is carried forward under the German
Presidency with the advice of the Monetary Committee - chaired
by the UK. It may not be possible entirely to avoid discussion
of the issues, particularly on tax on which separate brief is
attached. In any discussion there are a number of markers you

may wish to put down on the key points.

Points to Make

[ (i) Agree with Commission that rapid progress on this needed.

| But need advice of Monetary Committee. Suggest that it be remitted

E to Monetary Committee and at the same time that Coreper set up
E a Council Working Party to be ready to start work as soon as

| comments from the Monetary Committee are available [likely to

be in January, when ECOFIN itself does not usually meet].

A(ii) Agree with Commission that harmonising supervisory
i

|structures, changes in tax, and membership of ERM "must not be
\regarded as pre-conditions" for capital 1liberalisation [Page 2

of Commission paper].

(iii) [If points of substance are raised]. Should await comments

of Monetary Committee and Central Bank Governors on details. But:
- disappointed with proposal to retain and extend 1972
>< directive. Thought it had been agreed at Nyborg that
this directive was obsolete and should be abrogated.

\/ - doubtful about need for additional safeguard clause.

. - |will want to examine proposals to merge medium term credit

facilities, and conditions for access, very carefully.
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Background

The Commission are presenting to ECOFIN a paper on the creation
of a European financial area, two draft Directives (one covering
the 1liberalisation of capital movements and the second amending
the 1972 Directive), and a draft regulation (on medium term credit
facilities). The paper largely follows the version discussed
by officials in the Monetary Committee on 30 October and by

Governors in Basle last week.

The paper outlines the basis of the proposals, and looks at the

"complementary questions" of:

(a) harmonising supervisory structures to facilitate freedom

of financial services while ensuring adequate protection;

(b) the problems of fiscal evasion and fiscal differences

leading to distortions in capital markets; and

(c) any linkage between financial integration and

participation of all EC currencies in the ERM.

Fortunately, the Commission paper states, clearly, that solutions
to these issues are not pre-conditions for capital liberalisation
(though Delors has said that he, personally, does see sterling's

membership of the ERM as a pre-condition).

The proposals are: -

(a) “a Direetive for -the - full liberalisation -of capitdl

movements;

(b)i amendments to the 1972 Directive which allows restrictions
to be imposed for monetary policy reasons, to include
also a statement of intent that flows should be
liberalised vis-a-vis third countries, as well as within

the Community;




(c) changes to the Community instruments for medium term

balance of payments assistance.

Draft Directives and Requlations

On the new Directive the Commission sensibly argue that

liberalisation cannot be phased according to the nature of capital
movements; should be completed in one step; and that dual exchange
markets (as run by Belgians) should not be maintained. The current
drafts do not make it clear to what extent it is intended that
liberalisation should cover indirect obstacles (for example, capital

market queuing arrangements).

The Commission propose an additional safegquard clause allowing

temporary derogation from the capital liberalisation obligation
to deal with financial disturbance for monetary and exchange rate
policy reasons. Member states could either impose controls before
or after consultation and these measures could apply for six months.
Up to now opposition to this has come from the UK, German, Danes,
Dutch, Belgians and Luxembourg; and support from the Italians,

French and Greeks.

Transitional arrangements are proposed for Spain, Portugal, Greece

and Ireland. These will allow additional periods for the
implementation of both existing and new community liberalisation
obligations. It is unrealistic to think that we can proceed without

some such arrangements.

The Commission are now proposing to amend instead of abolish the

1972 Directive. They are proposing to include a declaration of

intent that liberalisation should also be vis a vis third
countries - the so called "erga omnes" principle. They are also
proposing to extend the range of instruments covered. And it
is proposed that the Commission should be able to recommend
activation of the provisions since we are already technically
in breach of the 1972 Directive, its retention could mean that
the UK would have to take domestic legislation to meet the

requirements. This is all disappointing since (according to the



offical report to the Monetary Committee) it was agreed at Nyborg
that the 1972 Directive is "obsolete and should be abrogated".
This is still the UK and German view: though others - including
the French, Dutch and Danes - appear to be wavering. There seems
no reason why the "erga omnes" principle should not be included

in the new directive, instead.

The Commission propose combining the two existing medium term

finance mechanisms (community loan mechanism for balance of payments

assistance and medium term financial assistance). Loans will
be made subject to a Council decision taken by a qualified majority
for a country implementing a programme of capital market
liberalisation. The loans would be primarily financed by Community
borrowing, but in some circumstances by credits from member states.
The Commission are also proposing an increase in the mechanism
from the present ECU 8 billion to ECU 13 billion and that any
higher assistance would be financed by member states (which for
the UK would score as public expenditure). There are no provisions
to trigger early repayment if economic conditions improve. There
are obviously several points we will need to watch very closely.

Nor is it clear that this proposal is necessarily linked with

progress on capital market liberalisation.

Complementary Questions

(a) Prudential Supervision

The Commission are seeking rapid progress on the adoption of
harmonised prudential and supervisory rules for the protection
of savers and depositors, but rightly acknowledge this should
not be regarded as a precondition of capital liberalisation. The
overriding objective should be of all countries to get the right
balance between regulation, market freedom and supervision in
an EC context at the speed which is necessary to keep up with
market developments. The Commission argue that differences in
supervision could create competition which could in turn distort

the movement of capital and or reduce investor protection. There

is no evidence that this is happening.
\‘_‘ - - «————\—/
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(b) Taxation

See attached note.

(c) ERM

The Commission argue that capital liberalisation makes the question
of sterling's participation in the ERM more urgent. As far as
the UK is concerned they believe it would add credibility to our
use of the exchange rate as a monetary indicator, reduce problems
the Irish have because of the large potential capital flows between
the two countries and facilitate the creation of an integrated

capital market.

There seems little to be said for any of these arguments. As
far as the Irish are concerned capital flows between the two
countries would arguably rise rather than fall if sterling was
a member of ERM. Non-membership of the ERM has not been a barrier
to our having liberalised capital markets far earlier than the
other EMS members; and we have been able to cooperate with others
on our economic and monetary policy without formally belonging
to the ERM. The more convincing argument works the other way
round. Abolition of exchange controls in European would remove
the concern sometimes expressed in the UK that were we to Jjoin

we would have to reintroduce exchange controls.



3321/033/AC

TAXATION QUESTIONS

The Commission paper addresses four tax issues: harmonisation of company
taxation; tax evasion; discriminatory provisions in national tax schemes
that provide incentives for private individuals to invest in national

securities and restrictions on investments by pension funds in Member States.

Harmonisation of Company Taxation

The Commission argue that a genuine internal market will not be attained
if the tax conditions influencing company investment and production decisions
differ. They argue that tax distortions can be removed by a closer
approximation of company taxation in Member States. The Commission are
to issue a White Paper on this topic before the end of the year. They
will take as their starting point the draft Directive for the harmonisation

of company tax systems put forward in August 1975

COMMENT

Much depends on the detailed proposals on the Commission's White Paper
which is promised before the end of the year. Glad that Commission recognise
that any scheme of harmonisation of company taxation must involve lower
tax rates than the 45-55 per cent bracket proposed in 1975. But must record
now that UK would have no sympathy with any proposals which obliged it
substantially to alter its present system of company taxation. This is
particularly true of proposals which would narrow the tax base or increase
tax rates. The reform of the UK system of company taxation in 1984 has
been widely recognised as the first major example of a low rate/wide base
approach to taxation which is now being widely emulated elsewhere, notably
in the USA. ’
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Tax evasion

The Commission recognise that their proposals on liberalisation of capital
markets carry serious risks of tax evasion for some Member States. When
investors are allowed to have investment income paid into bank account
held outside their country of residence, it may not be declared in the
country of residence, and so lead to substantial tax evasion. Their paper
makes a number of proposals to counter this. One possibility is for
dividends and interest to have harmonised deduction of tax at source, along
the lines of composite rate tax. Another, which would also be applied
to bonds, would be to impose an obligation on the banks to disclose
information to the tax authorities. Agreement with third countries on
withholding tax and stronger exchange of information procedures are also
options. The Commission's paper now recognises the danger that effective
measures to combat tax evasion limited to EC states risk encouraging capital

movements to third countries.

COMMENT

0 Glad that Commission paper now recognises that tax evasion already exists
S in parallel with exchange controls; and that where such controls have been
f removed, as in the UK, substantial additional tax evasion has not been
found to be a problem. Also glad that paper acknowledges that effective
measures against evasion limited to EC countries will tend to drive capital
to third countries where such measures do not exist. In these circumstances,
a broad measure of international agreement providing for greater co—operation

between national tax authorities is the most promising approach.
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. Discrimination provisions

The Commission criticise provisions in national tax systems that provide
an incentive to private individuals to invest in national securities as
distortionary. They propose discussion aimed at gradually removing tis
distortion. Member States could either discontinue the tax concession

or extend it to securities in other Member States.

COMMENT

- [This looks like a straight allusion to Loi Monory and PEPs.] Willing
K \)" & to discuss the Commission's proposal, but note that it involves a number

) of issues, both of policy and practicality, for all Member States. These

WN’/L\ would need to be fully considered.

Restrictions on investments by pension funds in Member States

r\ The Commission point up the fact that some Member States do not allow pension
* | funds established there to invest freely abroad. They propose to discuss

the gradual removal of such restrictions.

COMMENT

The UK welcomes the Commission's approach.
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Creation of a European Financial Area

Introduction

In April 1983, the ,Commission sent the Council a Communicatizn 2n
Financial Integration . This gave new impetus to Community discussizns
and was followed gn May 1986 by a programme for the liberalistion of
capital movements , which is a vital element in the cration o7 a:
integrated financial area. The first stage of that programme was c.ut
into effect by the Council in November 1986 when it adopted a Direczive
which entered into force on 1 March 1987 extending the Llist cf
Liberalised transactions.

)

Several Member States have taken measures which go beyond the‘r
Community obligations; and the relaxation of exchange controtis
France and Italy has made it possible to terminate the protecti.
clauses under Article 108 of the Treaty from which they previcus.
benefited.

o

o

The programme adopted in May 1986 stipulates that the Commission wiil
study with the Monetary Committee and the Committee of Central Sank
Governors the implications of financial 1integration for monetary
cooperation and on the Lliberalisation of financial services. It a:iso
stated that proposals for a Directive establishing the f_(L
Liberalisation of capital movements wi L be submitted to the Courcil “n
1987.

A Llink was established between the strengthening of the EMS and t-e
liberalisation of capital movements during the discussions which
fol lowed the realignment of January 1987. At their informal meeting in
Knokke in April 1987, the Ministers of Finance agreed that the measures
under examination for strengthening the EMS should be adoptea 1in
September and that the Commissfon would present as soon as possitie
afterwards its proposals on the liberalisation of capital movements.

The informal meeting of Ministers in Nyborg in September approved a
package on the strenghtening of the EMS and welcomed the Commissiocn's
intention to send its proposals for the implementation of the firal
stage of the liberalisation of capital movements to the Council meetirg
of November.

Tcom(83)207 final

2.oM(86)292 final
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The first part of this document outlines the main options on .--:ch
those proposals are based.

The second part considers the following three complementary guesz:i:z-s

. 3 - . . . 4
which have been posed during the Commission's considerations cr =-:ae
implications of the full Lliberalisation cf capital movements anc ‘- <he
notes sent by the President of the Commission to the President c- =-ne
Council for the informal meetings of the Finance Ministers.

- How should the programme to Lliteralise capital movements Sis in

with the programme to harmonise national su ervisory structo-=s,
whose purpose is to facilitate the ?ﬁT]TJ%FEEEEFT'6?~'finaﬂ:iai
service while ensuring the protection of savings anrc

conditions for fair competition between financial intermedia--:

ERS | T

AT §

=

- With no restrictions, capital movements will be determinec : a
creater extent by fiscal- considerations. What measures mav be
necessary to ensure that there is no misallocation of cacizzl;
and to combat a possible increase in fiscal evasion?

- Maintaining stable exchan:e rates is necessary both for achie.ing
and preserving the large internal market. What relationsriz is
there between financial integration and participation i~ =:ne
ex/c);a;gg.,_;:atg”m:manism n_of the EMS?

The Commission's view is that solutions to these questions must pdf“&.
regarded as pre-conditions for the programme of Ltiberatisaticn c-
capital movements. An integrated financial market will not be achi=vec
by simultaneously implementing all the necessary measures. On the
contrary it will be achieved by creating a dynamic movement towarcs
integration and accepting some disequilibrium within an cwverall
programme which is both coherent and binding. The Lliberalisaticn of
capital movements will itself provide the momentum for this process.

1. Legislative Proposals for the Final State of the Liberalisation of
Capital Movements
The Commission's proposals are based on three texts:-

- A proposal for a Directive for the full Lliberalisation of capital
movements

- A proposal for the amendment of the 1972 ODirective on regulating
international capital flows

- A proposal for a Regulation amending and combining the existirg two
Community {nstruments which are available to provide medium-term
balance of payments assistance.
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T The Directive to Implement the Full Liberalisation of Capital
Bovements

The purpose of this Directive, which will be based on Article 69 c7 -2
Treaty.1s to extend Lliberalisation to all capital movements. Tris
extention will cover mainly the following operations:-—

- investments in short-term securities;
= cu-rent and deposit account operations;

= financial loans and credits;

As the Directive will also stipulate that transfers made for =tre
purposes of capital movements must be effected on the same excnange
rate ccnditions as those for current payments, a dual exchange market
could not te maintained or introducec except under a safeguard cia.se,
precvided fcr in the Treaty or in this Directive.

The obligation to liberalise will be worded in a general way. This ~°..
remove any ambiguities over its scope, which may remain even after =-e
decisions cf the Court of Justice on this subject. The obligation mist
be interpreted to imply:-

- not only the elimination of restrictions on capital transfers ou:
also on the underlying transactions;

- the possibility for a resident in one Member State to have access o
the finmancial system of another. Member State and all the financial
products that are available there; this resident therefore puts
himself in the regulatory framegork of the market in which he deals;

-~ the elimination in domestic rules of discriminatory measures, for
example fiscal discrimination, and restrictions imposed on :erzein
types of investor, 1in so far as they are not strictly necessary for
prudential reasons. i

The new Directive will contain a safeguard clause which would permit
the re-introduction of controls, on short-term capital movements if
they were seriously endangering® a Member State's monetary or exchange
rate policy. :

Exercise of the safeguard clause would be 'subject to Community
procedures. Either the Commission, after consulting the Monetary
Committee and the Committee of Central Bank Governors, would authorise
the implementation of protective measures; or in an emergency the
Member State would do so itself, in which case it would inform the
Commission and the Member States. The (Commission may then decide
whether the measures taken should be amended or suspended. In all cases
the measures would be Limited in time to a maximum of six months and
could only affect transactions newly liberalised by the Directive.

A safeguard clause in the Directive itself is necessary, despite the
fact that the Treaty provides safeguard clauses through Articles 73,
108 and 109, for the following reasons:
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- Articles 108 and 109 require that the Member State has balancz cf
payments difficulties, but there can be disruptive short-zerm
capital movements without a balance of payments crisis. Artic.e 73
refers to "disturbances in the functioning of capital markat",

' There are risks in encouraging a wide interpretation of this o

D cover monetary and exchange rate difficulties connected .itn
short-term transactions.

- As the measures would affect short-term and monetary transaction,
the Committee of Central Bank Governors should be consulted; rcut
the safeguard clauses of the Treaty do not provide for this.

- It is desirable to have a short fixed time Llimit.

Four Member States - Spain, Portugal, Greece and Ireland - are not in a
position to proceed to the final stage of the liberalisation of carital
movements at the same pace for a variety of reasons such as
precarious balance of payments positions, high external indebtecness,
less developed domestic financial systems, etc.

The new Directive will provide for a longer time-table over which trese
countries would remove controls on the transactions covered. This ~culc
not affect the special provisions which already apply in <tn=2se
countries on other transactions covered by previous legislation.

For Spain and Ireland it Js proposed that the transitional perioc
would terminate at the end of 1990; and for Portugal and Greece at tre
end of 1992. :

2. Amendment of the 1972 Directive on regulating international capital
flows

The purpose of amending this Directive is the following:-

- To include a declaration of intent that the degree of
Liberalisation of capital movements to and from third countries
should be equivalent to those’within the Community. This solution
is preferable to the {ntroduction into Community Llaw of an
obligation to Lliberalise Jerga omnes". Although this would
probably be done in practice, such a Llegal commitment, which would

9 be more difficult to reverse than to make, could compromise the

Community as a whole or individual Member States in negotiations
with third countries. >

- To give operational content to the notion that there should be a
Community dimension, which is contained in the preamble to the
existing text but not in the Articles. The proposal is that Member
states would keep the Commission informed of measures taken
vis—a-vis third countries, and that the Commission, after
consulting with the Monetary Committee would be able to make
recommendations to the Member States.

- To extend the range of instruments covered by the Directive, to.

make them the same as the instruments which would be necessary for
the implementation of the safeguard clause in the new Directive
implementing Articl=s 47 of the Treaty.

s
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It is desirable to include these aims in an amended version of the 1572
Directive rather than in the new Directive because they have to be
based on different Articles of the Treaty.

3. Rechanisas providing medium-term balance of payments assistance

The purpose of the proposal, which takes the form of a Regulation
based on Articles 108 and 235, is to:

- establish a single instrument to provide medium—-term finarcial
support (MTFS) by combiring the existing Community Lloan ang
medium-term financial assistance mechanisms;

- make the Community Lloan the primary instrument for medium-tarn
assistance;

- extend the conditions under which medium-term assistance car o
granted to cover needs associated with the Lliberalisation o
capital movements as well as general balance of paymerst
difficulties.

. It is desireble to fuse the two instruments for the following reascr::

- it will unify the conditions under which they can be granted,
while preserving their different financing methods;

- it reflects the current reality that the MTFA is not used; S

The granting of the loan, or the opening of a credit Lline, would be
made by a Council decision taken by a qualified majority on a proposal
from the Commission after the Monetary Comittee had been consulted. The
decision would cover : the amount of the loan, 1its length, procedures
(e.g. single or phased payment) and the economic policy conditions to
be attached. The nature of the conditionality would depend on whether
the loan was activated for purely balance of payments reasons or
whether it was granted to assist the process of Lliberalisation of
capital movements. ;

3

The broadening of the mechanisms' scope and the order of precedence
introduced between the two financing methods will mean that the ucoer
Limit on the outstanding amount of financing in the form of market
borrowing should have to be raised to /ECU X 000 million/, insteac of
the present ECU 8 000 million).

~



II. Complementary Questions

1. The Protection of savers and depositors: the Harmonisation of

Supervisory and Prudential Rules

The Uliberalisation of capital movements, combined with the full
Liberalisation of financial services, will not only allow capital to
move freely throughout the Community, but will also make it possible
for banks, the many different categories of savings institutions and
other fimancial intermediaries to offer and advertise their services to
savers and depositors throughout the Community either through
establishments in the Member States or across frontiers without
establishments.

It is important that this Lliberalisation should take place in a
framework which ensures: a satisfactory level of protection for savers
and depositors; high standards of disclosure and informaticn for
investors and shareholders; equal conditions of competiticn in
financial markets; and the solvency and stability of banks and otner
financial institutions.

The Commission's approach to the question of investor and depositor
protection distinguishes between two different situations. The first
case is where a resident in one Member State addresses himself on his
own initiative to a supplier of financial services in another Memoer
State. The second case is where a supplier from one Member State wisnes
to market his services and solicit business from the residents of
another Member State, either from an establishment in that other Memzer
State or across frontiers under the freedom of services provisicns of
the Treaty.

In the first case the residents of any one Member State should G2 *ree
to address themselves to the ‘suppliers of financial services e&nd
products in any other Member State on the same terms and conditicrns as
residents in that Meber State.. In doing so, the client or purchas <

(e i
financjal services is deemed to place himself under the regulstory
framework of the Member State of the supplier and accordingly he cannot
invoke the rules of his country of residence to protect himself.
Banking and other savings institutions in all Member 'States of the
Community are in general subject' to strict regulation by the nat‘cnal
authorities both as regards their solvency and liquidity and as recards
the protection of investors and' depositors.

To deal with the second case, the Commission has initiatez a
substantial programme of legislation to harmonise national rules Tor
the prudential supervision of financial 1institutions and for the
protection and information of investors. Many of these measures have
already been adopted or are under discussion by the Councit; the
-~

remaining proposals will be put forward by the Commission before erz °7
1988. The objectives of the measures proposed are:

(a) the removal of the remaining obstacles (i.e. other than exchange
controls) to the freedom of establishment and freedom of services;

(b) harmcnising prudential rules to ensure the solvency and firancial
stability of financial institutions;




o o

(¢) ensuring equivalent standards of investor, depositor and consumer
information and protection.

The method of approach in the legislation as set out in the White Facer
comprises three main elements:

(1) the harmonisation of the essential elements of prudential rules
and standards;

(ii) the putu§L recognition of the way in which these standarcds are
applied in the different Member States;

(iii) based on (i) and (ii), the principle of "home country conircl”,
i.e the principle that all the activities of banks (and other
financial institutions) throughout the Community, whether carried
out through a branch or by cross-frontier provision of services,
will be supervised by the authorities of the Member States of the
head office.

Although it is important that rapid progress should be made in_the
; ~adoption of the harmonising measures described above, their adoption

should—Tmor be regarded as a precondition for the final phase of
(iberalisation of capital movements. Many of the measures in questicn
ihdeed relate to transactions which have already been Lliberalised. In
the view of the Commission this programme provides a sufficient Llevel
of protection for savers and depositors; no further specific prudertial
measures are required for the completion of the liberalisation of
capital movements.

2. Taxation guestions

The Lliberalisation of capital movements highlights the following four
issues in the field of direct taxation:

- harmonisation of company taxation;

- tax evasion;

- discriminatory provisions in national tax systems that provice an
incentive for private individuals to invest in national securities.

- restrictions on investments by pension funds in Member States.

-

2.1 Harmonisation of company taxation

The full benefits of the Lliberalisation of capital movements wil.L not
be obtained if {investment decisions are distorted by signifcant
differences in company taxation between Member States. Such decisions
include not only decisions by companies as to where to set up their
‘ head office and wnere to do business, but also decisiors Dby
shareholders and individual investors as to where to place their funds.

The Commission takes the view that these distortions should be
substantially reduced by a closer approximation of the systems, =tne
taxable base and, tax rates of company taxation in the different Member
States. Its approach to this issue will be set out fully in a white
| paper on the taxation of enterprises to be issued before the erd of
; this year. The Commission will take as the starting point the Directive



Vo

- 8 -

for the harmonization of company taxation systems which it put for.ard
in August 1975. This proposal will be complemented by a propcsz. o
harmonise the tax base and some aspects of the 1975 proposals wi.. be
amended. In particular, the bracket of tax rates then prcccsed
(45%-55%) is now too high 4in view of recent and prospective
deve lopments in Member States.

0]
1
C

2.2 Tax Evasion

The final stage of liberalisation of capital movements carries with it
a risk of increased tax evasion. This is because investors in all
Member States will be able to have investment income paid into bank
accounts held by them outside their country of residence and this will
heighten the risk that this income will not be declared in their
country of residence. The Commission takes the view that an increase
in tax evasion would be a matter of serious concern both because cf tne
loss of budgetary revenue and because of the damage to fiscal ecLity,
and that practical measures should be taken to minimise this risk.

This risk is less in the case of income arising from dividends than
from interest from bonds or bank deposits. In the former case, in a
large majority of Member States a substantial part of the tax due ‘rom
the shareholder is deducted at source (usually through a withhoiding
tax) by the company. The proposals in the Commission's 1975 Directive
for the harmonisation of corporate taxation would ensure a common
Community system for ensuring such a ceduction.

The risk is greater in the case of interest dincome, because most
industrial countries either impose no withholding tax at all on such
income or exempt non-residents from its application.

Tax evasion already takes place, even where exchange controls have nct
been removed, and the extent of any increase in evasion, when these
controls are removed, must be uncertain. If as capital movements
become completely liberalised throughout the Tommunity, the threat of
increased evasion proves substantial two main types of remed-v (which
are not mutually exclusive) could be considered:
—
- @a generalised withholding tax)apptﬁed either to all residents and
non-residents alike or at (east to all Community residents;

-2

- an obL{gat1on on banks to disclose information about interest
income, received by community residents, to their tax authorities.

Either of these solutions would ensure that any interest income paid

into a bank account within the Community would be taxed. The
withholding tax would be administratively more simple. But it wou'd
probably have to be levied at a relatively low rate and the reverue
would accrue to the country where the income arises. The obligation
on banks to declare income would ensure that the taxpayers concerned
paid the full tax due to their country of residence. But it could

only be operated if banking secrecy requirements, applying in several
Member States, were removed.

The problem of fiscal evasion presents Member States with a dilemma.
The more effective are any measures taken within the Community to
combat such evasion, the greater the risk of capital movements :c third
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countries. A fully effective solution can therefore only be achieved
‘ through international agreements either for the more general extension
| of a withholding tax on interest or for stronger cooperation between
| fiscal administrations. So far as a generalized withholding tax fs
| concerned, the prospects for such an agreement seem remote at present.
i As regards stronger cooperation between tax authorities, prospects seem
|
\
|
|
|
|

| %) someuﬁat‘5r1ghter, since a Convention has now been negotiated in the
oW . Council of Europe and in OECD and will soon be open for signature.

Conclusions

The final phase of Liberalisation of capital movements entails a risk
of increased fiscal evasion. There is no watertight solution to this
problem, but everything possible must be done to minimise the risks.

61(7 Action to strengthen cooperation between fiscal administrations, e.g.
| in cases of suspected fraud, would be helpful and should in any case -e

set in hand. The other two main options are a withholding tax on atil
forms of interest payment to be pajid at Lleast by all Communizy
residents and/or a general obligation on all banks to declare intersst

income to Community fiscal authorities.

The Council is invited to give its views on these solutions anc cn a2~
other solutions which may be considered feasible.

2.3 Discriminatory provisions in national tax systems that provide
an 1ncentive for private i1ndividuals to invest 1in national
securities

ﬂa&G{ There has been an increasing tendency in Member States in recent years

"l to introduce tax incentives for the purchase of domestic securities
(shares and bonds). These measures could be regarded as discriminatory
and might Lead to distortions in <capital movements and =:c 3
misallocation of capital investment. Such measures may take the form of
a deduction from taxable income of sums invested in such securities,
generally up to a specific ceiling, and/or of an exemption, Likewise
normally subject to a specific ceiling, for income arising from such
securities. They are normally limited over time. ;

The Commision takes the view that such distortions should be
eliminated. It is proposing to open discussions with the Member States
concerned with the view to imposing a standstill and gradually removing
any distortion or discrimination. 1In the Llatter case Member States
would have the choice of discontinuing the tax concession or extending
it to securities issued in other Member States.

. 2.4 Restrictions on investments by pension funds in Member States

Some Member States do not allow pension funds to invest in foreizgn
QJJ\ S securities, or restrict their scope for doing so, thereby impeding the
free movement of capital.
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The Commission is aware that some form of prudential supervision might
be justified in the case of pension funds. However, the restrictions
are, in its view, excessive. It is planning to start discussions with
the Member States concerned with a view to their gradual removal.

3. The Relationship between liberalisation of capital movements and the
ERS

Full participation in the exchange rate mechanism of the EMS and
liberalisation of capital movements are complementary. On the one hand
Liberalisation can be undertaken because of the support given by the
System to the stabilisation of exchange rates. On the other hanc,
Liberalisation increases the need to fully co-ordinate policies and
hence requires a strengthened System. Those countries which do nocs
fully participate and which have not Lliberalised capital movements
should complete the two processes in parallel.

Sterling present a different case. The UK has fully liberalised cas:i:al
movements but does not participate in the exchange rate mechanism. T-is
has a number of disadvantages both for the UK, its closest partrers,
and for the Community as a whole.

- For the UK it has been recognised that the exchange rate ‘s a
valuable policy target and the authorities maintain a degree =¥
stability vis-a-vis the Community currencies. The credibilizy of
this policy would however be enhanced if it were formalised.

- For its closest partners, Ireland especially, which has very ci.:s
commercial and financial Links | wath' | thes SUK> sterling!’
non-participation causes problems. The very large potentia. <“c

e R V2 B4 ]

for Ireland to move fully towards Lliberalisation of cap‘:al

n&«&GVNW‘ ”capitaL flows between the two countries has made it more diffic.it
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movements.

- For the Community as a whole, the overall purpose is to .complez= a
Large internal market. This goes beyond the establishment c?f a
free trade area and a zone of unimpeded capital mobility and
requires exchange rate stability throughout the European financial
area. The creation of an integrazted financial area implies a
degree of joint management through a reasonably homogeneous
regulatory and supervisory framework and close and structured
co-ordination between monetary authorities.
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PROPOSAL FOR A COUNCIL DIRECTIVE

for the implementation of Article 67 of the Treaty.
Liberalization of capital movements

EXPLANATORY MEMORANDUM

I. General aims

1. This proposal for a Directive is the main element
implementing the second phase of the programme for the
liberalization of capital movements, which the Commission
set out in its communication to the Council of 21 May 1986

(1).

Its aim is to lay down arrangements for the complete
liberalization of capital movements in accordance with the
objective of completing the internal market set by the
Single Act.

A further two proposals which the Commission regards
as closely complementing the present one are being presented
to the Council at the same time. They concern :

- revision of the provisions governing the Community instru-
ments for providing medium-term support for Member States'
balances of payments and the widening of their scope (2);

- amendment of the Direct’'vma of 21 March 1972 on regulating
international capital flows and neutralizing their
undesirable effects on domestic liquidity (3).

25 The present proposal forms part of a broader
approach involving the implementation at Community level of
two other types of measure :

a) Full convertibility of the Community currencies as bet-
ween themselves represents a vital step towards monetary
integration in the Community. In that context, mainte-
nance of exchange rate stability, which is also necessary
for the completion and viability of the large internal
market, calls for closer coordination and convergence of
Member States' economic policies. The package of measures
to strengthen the EMS agreed by the Central Bank Gover-
nors and the Ministers for Economic and Financial Affairs
in September will contribute to greater cohesion of the
system in a financial environment which has become much
more fluid.

Doc. COM(86) 292 final
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b) Free movement of capital is a necessary but not a suffi-
cient condition for setting up an efficient, stable and
attractive Community financial system. Though not a pre-
requisite, it is important that a framework of harmonized
rules - proposals for which have, incidentally, been put
forward by the Commission - should be established by 1992
in the prudential and tax fields. The aim in these fields
is to bring about effective freedom to provide financial
services while at the same time guaranteeing an adequate
level of protection for savers, satisfactory competitive
conditions and tax systems which are sufficiently close
as to rule out the danger that the functioning of the
capital market will be unduly distorted.

3. Free movement of capital will impose a more pro-
nounced external constraint on the conduct of Member- States'
monetary policies. The effect of this will be attenuated by
cooperation within the EMS. Some room for manoeuvre must be
retained, however, to allow Member States to maintain ade-
quate control of monetary regulation when faced with ma jor
financial disburbances. The safeguard clauses in the Treaty
are not enough.

In the financial integration process, not all States
are starting from the same position. This might be because
they have only recently joined the Community, because of
difficulties with their balance of payments, because ‘of a
high level of external debt, or because their domestic
financial system is less developed. Transitional arrange-
ments must be made for those with the greatest leeway to
make up.

4. In accordance with Article 69 of the Treaty, the
Commission has consulted the Monetary Commitee on this pro-
posal for a Directive, the content and scope of which are
explained below.

II. Extension of the requirement to liberalize capital move-
ments

1. The proposal aims to extend the liberalization
requirement to all capital movements.

The unconditional liberalization requirement, which

Acurrently applies to the capital movements contained in

List A of Annex I to the Directive in force (as last amended
by Directive 86/566/EEC of 17 November 1987), would there-
fore be extended to :



= the capital movements contained in Annex I, List B, which
are currently subject to conditional liberalization in the
sense that Member States may, if the liberalization of
those operations is such as to form an obstacle to the
achievement of their economic policy objective, continue
to apply or reintroduce exchange restrictions on such
capital movements, provided that they were operative on
the date of entry into force of the Directive or on the
date of accession;

= the capital movements which are contained in Annex I List

C, and which Member States are not required to liberalize.

2. The possible approéch of breaking down the 1last
stage of the 1liberalization of capital movements into a

number of phases, depending on the nature of the operations
in question, did not seem justified in terms of exchange-
rate policy.

a) The present border line between liberalized and non-
liberalized operations corresponds to threshold beyond
which it is difficult to differentiate between groups of
operations which are both significant and coherent enough
to permit gradual liberalization.

b) Some Member States have admittedly gone beyond current
Community obligations, taking measures which partially
and selectively liberalize short-term capital movements.
But those measures are essentially a relaxation of the
supervisory procedures applying to such operations when
they are directly 1lin' :d to current transactions or to
liberalized capital movements. Although such measures
relaxation may have considerable practical significance,
it would be difficult to consolidate their use at Commu-
nity level without establishing rules which were very
detailed and hence very rigid in their application.
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3. Imposition of the same liberalization requirement in
respect of all capital movements obviates the need for dif-
ferent 1lists. The Commission considers, however, that it
would be useful to retain a general nomenclature of capital
movements, together with explanatory notes, in order to
define the various categories of capital movement and to
have available a convenient source of references for the
possible application of derogations from the liberalization
arrangements (l1). This annex is referred to in Article I of
the proposed Directive.

III. Formulation and general scope of the 1liberalization
requirement

1. The Commission proposes that Article 1 of the
Directive contains a general, composite formulation of the
liberalization requirement based directly on Article 67 (1)

of the Treaty.

Article 1 also stipulates that transfers in respect
of movements of capital must be effected on the same exchan-
ge-rate conditions as those ruling for current payments. A
two-tier exchange-market system could therefore be intro-
duced or maintained only under the conditions and according
to the procedures relating to the use of a safeguard clause,
laid down in the provisions of the Treaty or in those of the
present proposal for a Directive (see point IV-3 below).

2% Notwithstanding the extension of the scope of the
liberalization requirement to all capital movements, the
proposed change in wordir~ does not, in the Commission's
view, alter its nature. It should, however, provide the
opportunity of removing any ambiguity which might remain
despite the decisions of the Court of Justice on this sub-
ject.

a) The liberalization requirement implies not only the abo-
lition of restrictions on transfers 1in respect of
movements of capital (actual exchange restrictions) but
also the abolition of any measure which 1limits the
possibility of the underlying transaction being concluded
or performed between residents of different Member
States.

b) Without prejudice to the measures for coordinating
national provisions at Community level to facilitate the
effective exercise of the free movement of capital, each
Member State applies its own domestic rules and regula-
tions to the operations in question in a non-discrimina-
tory fashion.

(1) The proposed technical amendments to this Nomenclature
are set out at point VI below.

no/oo



c)

The liberalization of capital movements therefore gives a
resident of one Member State the right to access to the
financial system of another Member State in order to con-
clude investment, placement, lending or borrowing opera-
tions there. It must be accepted that, in so doing, he
agrees to comply with the regulatory framework of the
financial market or financial institutions with which he
is dealing and that the rules of his country of residence
cannot be invoked in order to protect him (1).:

Financial institutions should be able to benefit from the
free movement of capital in the same way as other resi-
dents of the Community. As they manage funds entrusted to
them and draw on the savings of the public, however,
therc may be some justification for imposing certain
rules on their investments or borrowings in order to pro-
tect those savings. Such rules will cover, for example,
the composition of the assets that a collective invest-
ment undertaking or an institutional investor may hold in
its portfolio, the various ratios impcsed on credit
institutions or the azount and nature of insurance com-

pany reserves.

The Commission's position is that these rules should not
as a matter of principle, discriminate between operations
according to whether they take place between residents of
the same Member States or with residents of other Member
States. Restrictions on capital movements to and from
other countries would be permissible only in exceptional
circumstances and 1F they are essential for the
attainment of the objective in view. Each case must be
assessed individually i the 1light of the activity
engaged in by each type of financial institution,
although two general criteria can be adopted to begin
with :

(1) A resident's right of access, under the rules governing

the free movement of capital, to the financial system of
another Member State should be distinguished from the
conditions under which a financial institution
established in one Member State may provide services in
another Member State. Those conditions are governed by
the provisions of the Treaty and of secondary Community
legislation relating to freedom of establishment and
freedom to provide services, as interpreted by the deci-
sions of the Court of Justice in that field.



d)

- The exchange risk : for example, the setting of rules
concerning the exchange position of credit institutions
seems justified, since institutions which incur
exchange risks in connection with the funds which they
raise find themselves in such a position for reasons
which are not directly connected with the nature of
their activities.

- The guarantee offered by the variocous investments : here
the assessment should depend on the nature of the
investment (shares or bonds; public or private

securities; the question of whether or not securities
are dealt in on a stock exchange) rather than on the
place where the investment is made.

While such measures have an impact on capital movements,
they essentially fall within the scope of work to har-
monize the prudential rules undertaken with a view to
facilitating effective freedom to provide financial
services.

In accordance with Article 67 § 1 of the Treaty, the free
movement of capital implies the abolition of all restric-
tions on the movement of capital and hence, in parti-
cular, the elimination of any discrimination based on the
nationality or on the prlace of residence of the parties
or on the place where such capital is invested. '

In a recent decision (1), the Court of Justice adopted in
this connection the interpretation that Article 67 §1
applied 1in full to c- ‘tal operations unconditionally
liberalized bv the »ni zive ‘in' force. ~Afterall., it ts
certain that the objective of fully liberalizing capital
movements could not be attained if the administrative and
tax authorities were to continue to apply discriminatory
measures which reintroduce the segmentation of national
markets by indirect means.

However, most Member States have put into effect tax
schemes to promote savings and to develop certain forms
of investment. Such measures have usually been adopted
in pursuit of legitimate economic objectives; they may
nevertheless have discriminatory effects.

In the Commission's opinion, a _pragmatic approach should
be adopted with a view to adapting national tax schemes
to the requirements of Community law; this would involve
closer monitoring of the tax measures having a bearing on
the formation of, and income from, savings and a case-
by-case examination of the nature and extent of their
discriminatory effects.

(1) Judgment of 24.6.1987 in Case 157/85 (Brugnoni-

Ruffinengo)
o-/c.
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S Article 4 of the proposal for a Directive confirms
the right of Member States to take all requisite measures to
prevent infringements of their laws and regulations. They
will be free to establish declaration procedures to enable
them to keep track of capital movements to or from other
countries, e.g. for tax reasons or simply for statistical
purposes. It is stipulated, however, that such measures must
not have the effect of impeding the capital movements in
question.

IV. Provisions governing the regulation of capital movements
on grounds of domestic monetary policy

1. All the Member States will have to adapt their con-
duct of monetary policy, albeit to differing degrees, to the
new requirements created by the complete liberalization of
capital movements. In order to facilitate that adaptation
while complying with exchange-rate disipline, the Commi s-
sion feels that Member States need to be allowed some room

for manoeuvre and, to this end, has included two types of

provision in the proposal for a Directive.

2. In order to regulate bank liquidity, Member States
may be obliged to take measures affecting capital movements
to and from other countries carried out by credit institu-
tions : rules governing their net external position or the

setting of specific reserve ratios for their assets or
liabilities.

Article 2 of the proposal empowers Member States to
deploy such monetary poli-- instruments subject to a poste-
riori Community monitoring : any measures taken are to be
notified to the Commission, the Monetary Committee and the
Committee of Central Banmk Governors; possibility open to the
Commission to ascertain whether such measures go beyond what
is necessary for purposes of domestic monetary regulation
and, 1if so, to 1institute any procedure for removing or
amending them that is provided for in the Treaty.

3. Article 3 of the proposal constitutes a specific
safeguard clause permitting Member States to take limited
and temporary protective measures where short-term capital
movements on an exceptional scale seriously disrupt the con-
duct of monetary and exchange-rate policies. The safeguard
clause may not be applied or continue to be applied if the
disruption in question stems from a marked divergence 1in
economic fundamentals necessitating a shift in economic
policy on the part of the Member State concerned and/or more
extensive exchange-control measures.




The case for authorizing measures to regulate short-

term capital movements will have to be assessed in the light
of the possibilities offered by other means, in particular
monetary cooperation, of dealing with the disturbances
observed : coordinated changes in interest rates, interven-
tion on foreign exchange markets, and realignment of central
rates if necessary.

a) The Commission considers it necessary to incorporate into
the Directive 1itself a special safeguard clause, since
the safeguard provisions of the Treaty (Articles 108 -
109 and Article 73) do not provide the appropriate
procedures for a precise response to the situation 1in
question without there being a danger of circumvention.

— The safeguard clauses in the Treaty cover :

. situations where a Member State is in difficulties or
1s seriously threatened with difficulties as regards
ire balance of payments (Articles 108 and 109); the
conduct of a Member State's monetary and exchange-
rate policy may, however, be disrupted by short-term
capital movements without the overall balance-of pay-
ments situation being affected;

. situations in which the functioning of the capital
market is disturbed (Article 73); this concept of
the "functioning of capital market” cannot, without
taking risks with the law, be interpreted widely to
include monetary or exchange rate difficulties
connected with short- term operations.

The safeguard clauses in the Treaty  are  not'ta priorid
limited as to scope or length of application. In the
Commission's view, it is necessary, 1in the situation
under consideration, to impose such limitations in
order to guarantee the credibility and convergence of
Member States' monetary policies.

The procedure for implementing Articles 108 and 109 is
relatively cumbersome, whereas rapid measures are
required to deal with the strains on monetary and
exchange rate policy resulting from short-term capital
movements. These measures must fit in closely with all
the coordinating procedures existing between monetary
authorities, and in the Commission's view, this means
that the Committee of Central Bank Governors must also
be consulted (there 1is no provision for this in
Article 73).

b) Annex II to the proposal for a Directive lists the opera-
tions to which the specific safeguard clause may apply.
For the reasons given above and in order that its intro-
duction does not constitute a step backwards in relation
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c)

to existing Community provisions, it is proposed that the
scope of the specific safeguard clause be confined to
short-term operations for which liberalization is not at
present required :

= short-term financial loans and credits;
T current or deposit account operations;

= operations in wunits of undertakings for collective
investment, investing in securities or other short-term
instruments;

=~ short-term operations in securities (1) or in other
instruments normally dealt in on the money market;

— personal loan operations;

- the physical import and export of financial assets
(securities referred to above, means of payments).

The measures taken to control these operations may com-
prise rules on procedures for payment for current opera-
tions (forward cover for imports and exports, periods
laid down for the acquisition of the foreign currency
required to pay for i-wvorts or for the surrender of
forcign currency derived from exports). This type of rule
should not, however, infringe the provisions of Articles
30, 34 and 106 §2 of the Treaty by impeding the smooth
functioning of intra-Community trade.

With regard to procedu.e, it is proposed that, at the
request of the Member State concerned, the Commission
should, after consulting the Monetary Committee and the
Committee of Central Bank Governors, authorize, under the
circumstances and for the operations indicated above, the
application of protective measures the conditions and
details of which it would determine.

In urgent cases, the Member State may itself take the
measures after informing the Commission and the other
Member States, with the Commission having to decide,
after consulting the two Committees concerned, whether
the Member State in question should amend or discontinue
them.

(1) Unlike bonds, these would normally be securities issued

for a period of under two years.



d) Whatever the method of activating the safeguard clause,
the proposal is that it should be applied for not more
than a maximum of six months. The Commission considers
that, if the disruption to the Member State's monetary
and exchange rate policies were to continue beyond that
point, this would indicate the existence of more
fundamental economic divergences and hence the need for
other corrective measures or more extensive controls.

Furthermore, the limited scope of this safeguard clause
is 1likely to mean that the measures taken will become
less effective in time because of the induced effects of
disintermediation, the migration of such operations or
their spillover into longer-term operations.

V. Transitional arrangements for certain Member States

1% It 1s proposed that the Directive should come into
force three months after its adoption by the Council.

2. Not all the Member States, however, are starting
from the same position when it comes to embarking upon this
last phase in the complete liberalization of capital move-
ments. Four of them - Spain, Portugal, Greece and Ireland -
are currently lagging behind in the process of financial
integration in the Community for a variety of reasons such
as their recent accession to the Community, a precarious
current account position, very high external indebtedness or
a less-developed domestic financial system.

Under the terms of the 1985 Act of Accession, Spain
and Portugal are to benefit from the transitional arrange-
ments for the liberalization of capital movements until the
end of 1990 and 1992 respectively. When Directive 86/566/CEE
of 17 November 1986 was adopted, it was agreed to extend
those transitional arrangements to the newly liberalized
operations.

On expiry of the transitional arrangements that were
also introduced for them on their accession to the Com-
munity, Ireland and Greece were obliged, in response to
balance-of-payments difficulties, to invoke the safeguard
clause in Article 108 of the Treaty in order to defer
liberalization of a number of categories of capital move-
ments. Protective measures are still in force on the date of
this proposal's transmission to the Council.

3. In order that those Member States may continue their
efforts to adapt to the constraints imposed by the complete
liberalization of capital movements, and in accordance with




Article 8 C of the Treaty, it is proposed that the Directive
should grant them more time to implement the new liberaliza-
tion requirements arising from it (Article 6).

By analogy with the duration of the transitional
arrangements provided for in the Act of Accession and in
view of the economic situation in each of those countries,
it is proposed that the following deadlines be set :

- end of 1990 for Spain and Ireland;

- end ¢of 1992 for Portugal and Greece.

These deadlines are still compatible with the timetable laid
down by the Single Act for completing the internal market.

The transitional arrangements provided for in
Directive 86/566/CEE in respect of Spain and Portugal have
been incorporated unchanged into the new proposal. Those
benefiting Ireland and Greece should apply without prejudice
to decisions adopted by the Commission under Article 108 §3
of the EEC Treaty. The resulting arrangements for the four
Member States concerned are set out in Annex IV.

4. The references to the 1960 Directive in the 1985 Act
of Accession will have to be interpreted as relating to the
provisions of the new directive in view of the proposed
amendments to the nomenclature of capital movements and the
abolition of the breakdown by list.

In the interests of transparency, it is proposed to
indicate in the Directive (Annex II, referred to in
Article 5) the scope for Spain and Portugal of the
provisions of the 1985 Act of Accession in the new Nomencla-
ture of capital movements.

VI. Technical amendments to the Nomenclature of capital
movements and the Explanatory Notes (Annex I to the
proposal for a Directive)

1. The application of uniform liberalization arrange-
ments to all capital movements reduces the need for a
detailed nomenclature and a precise definition of the
various categories of operation. The Commission considers,
however, that such a nomenclature should be retained in the
Directive, since it would enable its scope to be clarified -
the concept of capital movement not being defined by the
Treaty - and the exceptional arrangements that may be made
for certain Member States to be administered more easily.

The proposed amendments are intended to simplify or
supplement the existing nomenclature in the light of expe-
rience.



2. The nomenclature of capital mcvements would be
preceded by an introduction setting out common rules govern-
ing the scope of the various categories of operations.

3. It is proposed that operations in securities should
be grouped, according to their nature, under three headings:

a) Operations in securities normally dealt in on the capital
market : shares and other securities of a participating
nature and bonds, whether or not dealt in on a stock
exchange. The present definition of bonds would be
retained, i.e. the one based on the criterion of a life
on issue of two years or more;

b) Operations 1in wunits of <collective investment under-
takings : it would seem appropriate to take the oppor-
tunity presented by the revision of the nomenclature to
introduce, along the lines of the OECD Code of liberali-
zation of capital movements, a special heading for this
category of security. This heading would be further
subdivided into :

- undertakings for investment in capital-market securi-
ties (shares and bonds);

- undertakings for investment in money-market securities
and instruments;

- undertakings for investment in other assets (real
estate, commodities, etc.);

c) Operations in securities normally dealt in on the money
markct, together with other non-securitized money-market
instruments. This heading covers in particular Treasury
bills, certificates of deposit, commercial paper and bank
acceptances. The other non-securitized instruments con-
sist mainly of interbank operations or operations with
the central bank.

Each of these headings would be broken down into
subheadings so as to distinguish between operations involv-
ing admission to the market in question, on the one hand,
and operations involving the acquisition (or liquidation) of
such securities, on the other.

4, In the Commission's view, there 1is no need to
include new headings or items in the nomenclature to take
account of the wide variety of new financial products which
have appeared since the first Directive was drafted. The
purpose of the nomenclature is to ensure transparency of
national arrangements applicable to capital movements and
not to draw up a complete list of the financial products in




use, which would, in any case, rapidly be overtaken by
events. Exchange-control systems are based more on a
classification of capital movements according to their
economic nature and their impact on the balance of payments
than on technical operational details. Consequently, the new
financial products can, generally speaking, be 1included
under existing nomenclature headings or may be a combination
of various basic capital movements.

Thus, "issue facilities” (of the NIF or RUF type)
rank as operations in money-market securities or loan opera-
tions, as the case may be. More generally, commitments,
whether conditional or not, to grant loans should be regard-
ed as falling within the heading corresponding to the type
of loan concerned; the heading "sureties, other guarantees”,
relates to commitments to cover the risk of default by a
debtor.

The various techniques nowadays available for trad-
ing in different financial instruments (subscription rights,
warrants, options, forward contracts, swaps) should be
regarded as coming under the heading corresponding to the
underlying financial instrument.

Cash purchases and sales of foreign currency do not
constitute a specific form of capital movement and cannot be
divorced from the underlying (current or capital) operation
of which they represent the settlement. The other methods of
dealing in currencies - forward operations, options, forward
contracts, swaps - can also be treated as special techniques
for constituting monetary -ssets. :

The introduction to the nomenclature would make it
clear that the various categories of capital movement listed
also cover all the financial techniques available for a
particular operation on the market used by the borrower or
lender.

5. It is proposed that the following amendments be made
to the heading "Personal capital movements"” :

a) Subheadings F and G, which are difficult to distinguish
from each other, would be combined under the title :
"Transfers of assets constituted by residents, in the
event of emigration, at the time of their installation or
during their period of stay abroad".

b) Subheading H would be supplemented as follows : “"Trans-
fers, during their period of stay, of immigrants' savings
to their previous country of residence"”.



c)

d)

Subheading M "Transfers of minor amounts abroad” would be
deleted. Such transfers do not constitute a specific
capital operation but are simply a facility available
under a restrictive exchange-control system.

For the same reason, subheadings I and L relating to
transfers of blocked funds would also be deleted. It
would be made clear in the introduction to the nomencla-
ture, however, that the immediate use on the spot or the
repatriation of the proceeds of the liquidation of assets
belonging to non-residents 1is unrestricted, since the
constitution of such assets 1is 1liberalized under the
present proposal for a Directive. The opening of blocked
accounts for exchange-control reasons should no longer
normally occur in operations between Community residents,
although the transfer of funds could be suspended
temporarily pending the outcome of legal proceedings,
particularly in cases in which Article 4 of the proposal
for a Directive is applied (infringements of national
laws and regulations).
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for the implementation of Article 67 of the Treaty

THE COUNCIL OF THE EUROPEAN COMMUNITIES,

Having regard to the Treaty establishing the European

Economic Community, and in particular Article 69 thereof,

Having regard to the proposal from the Commission, which

consulted the Monetary Committee for this purpose (1),

Having regard to the Opinion of the European Parliament (2

Whereas Article B8A of the Treaty stipulates that the
internal market shall comprise an area without 4internal

frontiers in which the free movement of capital is ensured;

Whereas Member States should be able to take, within the
framework of appropriate Community procedures, the requisite
measures to regulate bank liquidity and, if necessary, to
restrict temporarily short-term capital movements which,
even where there is no appreciable divergence in economic
fundamentals, seriously disrupt the conduct of their

monetary and exchange-rate policies;

(1)

”~
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Whereas, in the interests of transparency, it is adbvisable
to indicate the scope, in accordance with the Nomenclature
laid down in this Directive, of the transitional measures
adopted for the benefit of the Kingdom of Spain and the
Portuguese Republic by the 1985 Act of Accession in the

field of capital movements;

Whereas the Kingdom of Spain and the Portuguese Republic
may, under the terms of Articles 61 to 66 and 222 to 232
respectively of the 1985 Act of Accession, postpone the
liberalization of certain capital movements in derogation
from the obligations of the Directive of 11 May 1960; where-
as Council Directive 86/566/EEC of 17 November 1986 also
provides for transitional arrangements to be applied for the
benefit of those two Member States in respect of their obli-
gations to 1liberalize capital movements; whereas it is
appropriate for those two Member States to be able to
postpone the application of the new liberalization
obligations resulting from this Directive for the same

periods and for the same conomic reasons;

Whereas the Hellenic Republic and Ireland are faced, albeit
to differing degrees, with difficult balance-of-payments
situations and high levels of external indebtedness; whereas
the immediate and complete liberalization of capital move-
ments by those two Member States would make it more diffi-
cult for them to continue to apply the measures they have
taken to improve their external positions and to reinforce
the capacity of their financial systems to adapt to the
requirements of an integrated financial market in the Com-
munity; whereas it 1is appropriate, in accordance with
Article 8C of the Treaty, to grant to those two Member
States, 1in the 1light of their specific circumstances,
further time in which to comply with the obligations arising
from this Directive,

an



HAS ADOPTED THIS DIRECTIVE

Article 1

1. Without prejudice to the following provisions, Member
States shall abolish restrictions on the movement of
capital taking place between persons resident in Member
States. The different categories of capital movement are

set out in Annex I to this.Directive.

on the same exchange-rate conditions as those ruling for

V///,z. Transfers in respect of capital movements shall be made

payments relating to current transactions.

Article 2

Member States shall notify the Commission, the
Monetary Committee and the Committee of Governors of Central
Banks, by the date of the: entry into force at the latest,
of measures to regulate bank liquidity which have a specific
impact on capital operations carried out by credit institu-
tions with non-residents and which involve regulation of the
net external positions of such institutions or of the
setting of compulsory reserve ratios on their external

assets or liabilities.

Such measures shall be confined to what is

necessary for the purposes of domestic monetary regulation.



Article 3

1. Where short-term capital movements of exceptional
magnitude 1impose severe strains on foreign-exchange
markets and lead to serious disturbances in the conduct
of a Member State's monetary and exchange-rate policies,
being reflected in particular in substantial variations
in domestic liquidity, the Commission may, after
consulting the Monetary Committee and the Committee of
Governors of Central Banké, authorize that Member State
to take in respect of the capital movements listed in
Annex II to this Directive, protective measures the
conditions and details of which the Commission shall

determine.

2. The Member State concerned may itself take the protective
measures referred to above, on grounds of urgency, should
these measures be necessary. The Commission and the other
Member States shall be informed of such measures by the
date of their entry into force at the latest. The Commis-

—_—

sion may, after consulting the Monetary Committee and the

—_—

Cbmmittee of Governors of Central Banks, decide that the

Member State concerned shall amend or abolish the

measures .

3. The period of application of protective measures taken

pursuant to this Article shall not exceed six months.

Article 4

The provisions of this Directive shall not pre-
judice the right of Member States to take all requisite mea-
sures to prevent infringements of their laws and regulations
or to lay down procedures for the declaration of capital
movements for purposes of administrative or statistical

information.



Application of those measures and procedures may

- mnot have the effect of impeding the capital movements in

question.

Article S5

For the Kingdom of Spain and the Portuguese Repub-
lic, the scope, in accordance with the Nomenclature of
capital movements contained in Annex I to this Directive, of
the provisions of the 1985 Act of Accession in the field

of capital movements shall be as indicated in Annex III.

Article 6

1. The Member States shall take the measures necessary for
them to comply with this Directive no later than
d'siei e o o lare ski el They shall forthwith inform the Commission
thereof. They shall also make known, by the date of their
entry into force at the latest, any new measure or any
amendment made to the provisions governing the capital

movements listed in Annex I to this Directive.

2. The Kingdom of Spain and the Portuguese Republic, without
prejudice for these two Member States to Articles 61 to
66 and 222 to 232 of the 1985 Act of Accession, and the
Hellenic Republic and Ireland may temporarily continue to
apply restrictions on the capital movements listed 1in
Annex IV to this Directive, subject to the conditions and
time limits laid down in that Annex.

Article 7

The Nomenclature of capital movements and the
Explanatory Notes in Annex I, together with Annexes 11, 111
and IV, form an integral part of this Directive.



Article 8

The Council Directive of 11 Mai 19610 " iaish Tasit

amended by Council Directive 86/566/CEE of 17 November 1986,

is hereby repealed.

Article 9

This Directive is addressed to the Member States.

Done at Brussels,

For the Council

The President



ANNEX I

NOMENCLATURE OF THE CAPITAL
MOVEMENTS REFERRED TO IN
ARTICLE I OF THE DIRECTIVE

In this Nomenclature, capital movements are classified
according to the economic nature of the assets and liabi-
lities they concern, denominated either in national currency
or in foreign exchange.

The capital movements 1listed in this Nomenclature are
taken to cover:

- all the operations necessary for the purposes of capital
aovements: conclusion and performance of the transaction
and related transfers. The transaction 1s generally
between residents of different Member States although some
capital moveaments are carried out by a single person for
his own account (e.g. transfers of assets belonging to
enigrants);

- operations carried out by any natural or legal person%*,
iacluding operations in respect of the assets or liabili-
ties of Member States or of other public adwministrations
and agencies, subject to the provisions of Article 68 (3)
of ‘the ‘Treaty:

- access for the economic operator to all the finmancial tech-
niques available on the market approached for the purpose
of carrying out the operation in question. For example,
the concept of acquisition of securities and other finan-
cial instruments covers not only spot transactions but also

all the dealing techniques available: forward transac-
tions, transactions carrying an option or warrant, sSwaps
against other assets, etc. Simtlarly S thelSteonce ptiiot

operations in current and deposit accounts with financial
institutions, includes not only the opening and placing of

o f o

* See Explanatory Notes below.



funds on accounts but also forward foreign exchange trans-
actions, irrespective of whether these are intended to cover

an exchange risk or to take an open foreign exchange
position;

- operations to liquidate or assign assezs built up, repatria-
tion of the proceeds of liquidation thereof* or immediate

use of such proceeds within the limits of Community obliga-
tions ;

- operations to repay credits or loans.

I - DIRECT INVESTMENTS *
1. Establishment and extension of branches or new under-
takings belonging solely to the person providing the

capital, and the acquisition in full of existing under-
takings.

2. Participation in new or existing undertakings with a view
to establishing or maintaining lasting economic links.

3. Long-term loans with a view to establishing or maintaining
lasting economic links.

4. Reinvestment of profits with a view to maintaining lasting
economic links.

A - Direct investments on national territory by non-
residents *

B - Direct investments abroad by residents *
IT - INVESTMENTS IN REAL ESTATE (not included under I) *
A - Investments in real estate on national territory by non-

residents

B - Inovestments in real estate abroad by residents

* See Explanatory Notes below.



III - OPERATIONS 1IN SECURITIES NORMALLY DEALT IN ON THE
CAPITAL MARKET (not included under I, IV et V)

(a) Shares and other securities of a participating nature*.

(b) Bonds*.

A - Transactions in securities on the capital market

l. Acquisition by non-residents of domesic securities dealt
in on a stock exchange*.

2. Acquisition by residents of foreign securities dealt in on
a stock exchange.

3 Acquisition by non-residents of domestic securities not
dealt in on a stock exchange*.

4. Acquisition by residents of foreijn securities not dealt
in on a stock exchange.
B - Admission of securities to the capital market *
(i) Introduction on a stock exchange*.
(ii) Issue and placing on a capital market*.

1. Admission of domestic securities to a Forelgn capital
aarket.

2. Admission of foreign securities to the domestic capital
aarket.

IV - OPERATIONS 1IN UNITS OF COLLECTIVE INVESTMENT UNDER-
TAKINGS *

(a) Tnits of undertakings for collective investment in securi-
ties normally dealt in on the capital market (shares,
other equities and bonds).

(b) Units of undertakings for collective investment in securi-
ties or instruments normally dealt in on the noney market.

(c) Cnits of undertakings for collective investment in other
assets.

of o

* See Explanatory Notes below.
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2.

Transactions 1in wunits of collective 1investment under-
takings

Acquisition by non-residents of units of national under-
takings dealt in on a stock exchange.

Acquisition by residents of units of foreign undertakings
dealt in on a stock exchange.

Acquisition by non-residents of units of national under-
takings not dealt in on a stock exchange .

Acquisition by residents of units of foreign undertakings
not dealt in on a stock exchange.

Admission of units of collective investment undertakings
to the capial market

) Introduction on a stock exchange.
) Issue and placing on a capital market.

Admission of unitcs of national collective investment
undertakings to a foreign capital market.

Admission of units of foreign collective investment under-
takings to the domestic capital market.

OPERATIONS IN SECURITIES AND OTHER INSTRUMENTS NORMALLY
DEALT IN ON THE MONEY MARKET *

Transactions 1in securities and other instruments on the
money market

Acquisition by non-residents of domestic money market
securities and instruments.

Acquisition by residents of foreign money market securi-
ties and instruments.

Admission of securities and other instruments to the money
market

) Introduction on a recognized money market*.
) Issue and placing on a recognized money market.

Admission of domestic securities and instruments to a
foreign money market.

Admission of foreign securities and instruments to the
domestic money market.

*

See Explanatory Jotes below.



VI

A -

VII

VII

1%

2.

3'

A -

B -

=~ OPERATIONS IN CURRENT AND DEPOSIT ACCOUNTS WITH FINANCIAL
INSTITUTIONS *

Operations carried out by non-residents with domestic
financial institutions

Operations carried out by residents with foreign financial

institutions

= CREDITS RELATED TO COMMERCIAL TRANSACTIONS OR TO THE

PROVISION OF SERVICES IN WHICH A RESIDENT IS PARTICI-
PATING *

Short-term (less than one year) .
MYedium-term (from one to five years) .

Long-term (five years or more).

Credits granted by non-residents to residents

Credits granted by residents to non-residents

I - FINANCIAL LOANS AND CREDITS (not included under I, VII
and XI) *

Short-term (less than one year).
Medium-term (from one to five years).

Long-term (five years or more).

Loans and credits granted by non-residents to residents

Loans and credits granted by residents to non-residents

IX - SURETIES, OTHER GUARANTEES AND RIGHTS OF PLEDGE

A -

B -

Granted by non-residents to residents

Granted by residents to non-residents

*

See Explanatory Notes below.



TRANSFERS IN PERFORMANCE OF INSUkANCE CONTRACTS

P4
|

A - Premiums and payments in respect of life assurance

1 g Contracts concluded between domestic life assurance
companies and non-residents.

2 Contracts concluded between foreign life assurance
companies and residents.

B - Premiums and payments in respect of credit insurance

1. Contracts concluded between domestic credit insurance
companies and non-residents.

2. Contracts concluded between foreign credit 1insurance
companies and residents.

Q
|

Other transfers of <capital in respect of 1insurance
contracts

XI - PERSONAL CAPITAL MOVEMENTS

A - Loans

B - Gifts and endowments

C - Dowries

D - Inheritances and legacies

E - Settlement of 'debts by immigrants in their previous

country of residence

F - Transfers of assets constituted by residents, in the event
of emigration, at the time of their installation or during
their period of stay abroad

G - Transfers, during their period of stay, of immigrants'
savings to their previous country of residence

XII - PHYSICAL IMPORT AND EXPORT OF FINANCIAL ASSETS
A - Securities

B - Means of payment of every kind

XIII - OTHER CAPITAL MOVEMENTS
A - Death duties

B - Damages (where these can be considered as capital)



C - Refunds in the case of cancellation of contracts and

refunds of wuncalled-for payments (where these can be
considered as capital)

D - Authors' royalties: patents, designs, trade marks and
inventions (assignments and transfers arising out of such
assignments)

E - Transfers of the moneys required for the provision of
services (not included under VI)

F - Miscellaneous

EXPLANATORY NOTES

For the purposes of this Nomenclature, the following expres-
sions have the meanings assigned to them respectively:

Direct investments

Investments of all kinds by natural persons or commercial,
industrial or financial wundertakings, and which serve to
establish or to maintain lasting and direct links between the
person providing the capital and the entrepreneur to whoam or
the undertaking to which the capital is made available in
order to carry on an econonmic activity. This concept nust
therefore be understood in its widest sense.

The wundertakings mentioned under I-1 of the Nomenclature
include legally independent undertakings (wholly-owned subsi-
diaries) and branches.

As regards those wundertakings mentioned wunder 1I-2 of the
Nomenclature which have the status of companies limited by
shares, there is participation in the natur: of direct invest-
ment where the block of shares held by a natural person or
another undertaking or any other holder enables the share-
holder, either pursuant to the provisions of national laws
relating to companies limited by shares or otherwise, to par-
ticipate effectively in the management of the company or in
its control.

Long-term loans of a participating nature, mentioned under I-3
of the Nomenclature, means loans for a period of more than
five years which are made for the purpose of establishing or
maintaining lasting economic links. The main examples which
may be cited are loans granted by a company to its

ol



subsidiaries or to companies in which it has a share, and
loans linked with a profit-sharing arrangement. Loans granted
by financial institutions with a view to establishing or main-

taining lasting economic links are also included under this
heading.

Investments in real estate

Purchases of buildings and land and the construction of buil-
dings by private persons for gain or personal use. This cate-
gory also includes rights of usufruct, easements and building
rights.

Introduction on a stock exchange or on a recognized money
market

Access - in accordance with a specified procedure - for secu-
rities and other negotiable instruments to dealings, whether
controlled officially or unofficially, on an officially recog-

nized stock exchange or in an officially recognized segment of
the money market.

Securities dealt in on a stock exchange (quoted or unquoted)
Securities the dealings in which are controlled by tregula~—
tions, the prices for which are regularly published, either by
official stock exchanges (quoted securities) or by other
bodies attached to a stock exchange - e.g. committees of banks
(unquoted securities).

Issue of securities and other negotiable instruments

Sale by way of an offer to the pablic.

Placing of securities and other negotiable instruments

The direct sale of securities by the issuer or by the consor-
tium which the issuer has instructed to sell them, with no
offer being made to the public. ;

Domestic or foreign securities and other instruments
Securities according to the country in which the issuer has
his principal place of business. Acquisition by residents of
domestic securities and other instruments issued on a foreign
market ranks as the acquisition of foreign securities.

Shares and other securities of a participating nature

Including rights to subscribe to new issues of shares.



Bonds

Negotiable securities with a maturity of two years or more
from issue for which the interest rate and the terms for the

repayment of the principal and the payment of 1interest are
determined at the time of issue.

Collective investment undertakings

Undertakings:

- the object of which is the collective investment in trans-
ferable securities or other assets of the capital they

raise and which operate on the principle of risk-spreading,
and

= the units of which are, at the request of holders, under
the legal, contractual or statutory conditions governing
them, repurchased or redeemed, dlvectlyilior ‘liadimect] vi out
of those undertakings' assets. Action takenm by a collec-
tive investment undertaking to ensure that the stock ex-
chan:e value of its units does not significantly vary from
their net asset value shall be regarded as equivalent to
such repurchase or redeamption.

Such undertakings may be constituted according to law either
under the law of contract (as commoa funds managed by managze-
ment companies) or trust law (as unit trusts) or under statute
(as investment companies).

For the purposes of this Directive, “"common funds” shall also
tnelude unit trustss

Securities and other instruments normally dealt inm on the
money market

Treasury bills and other negotiable bills, certificates of
deposit, bankers' acceptances, commercial paper and other like
instruments.

Credits related to commercial transactions or to the provision
of services

Contractual trade credits (advances or payments by instalment
in respect of work in progress or on order and extended pay-
ment terms, whether or not involving subscription to a commer-
cial bill) and their financing by credits provided by credit
institutions. This category also includes factoring opera-
tions.



Financial loans and credits

Financing of every kind granted by financial institutions,
including financing related to commercial transactions or to

the provision of services in which no resident is participa-
ting.

This category also includes mortgage loans, consumer credit

and financial leasing, as well as back=-up facilities and other
note-issuance facilities.

Residents or non—residents

Natural and legal persons according to the definitions laid
down in the exchange control regulations 1in force 1in each

Member State.
Proceeds of liquidation (of investments, securities, etc.)

Proceeds of sale including any capital appreciation, amount of
repayments, proceeds of execution of judgements, etc.

Natural or legal persons

As defined by the national rules.

Financial institutions

Banks, savings banks and iastitutions specializing in the
provision of short-term, medium-term and long-term credit, and
insurance companies, building societies, investment companies
and other institutions of like character.

Credit institutions

Banks, savings banks and institutions specializing in the
provision of short-term, medium-term and long-term credit.




ANNEX II

LIST OF OPERATIONS REFERRED TO IN ARTICLE 3 OF THE DIRECTIVE

Nature of operation

Operations in securities and other instruments
normally dealt in on the money market

Operations in current and deposit accounts with
financial institutions

Operations in units of collective investment under-
takings

- underakings for investment in securities or
instruments normally dealt in on the money market

Financial loans and credits

- short-term

Personal capital movements

- loans

Physical import and export of financial assets

- securities normally dealt in on the money market

- means of payment

Heading

VI

IV-A and B(c)

VIII-A and B-1

XI-A

XII




ANNEX III

REFERRED TO IN ARTICLE 5 OF THE DIRECTIVE

Scope of the provisions of the 1985 Act of Accession relating to capital
movements, in accordance with the nomenclature of capital movements set out
in Annex I to the Directive

Articles of
the Act of Ac-
cession (dates

of expiry of Nature of operation Heading
transitional
provisions)
(a) Provisions concerning the Kingdom of Spain
Art. 62 Direct investments abroad by residents
(31.12.1990) E=B
Art. 63 Investments in real estate abroad by
(31.12.1990) residents LI-B
Art. 64 Operations in securities normally dealt
(31.12.1988) in on the capital market
- Acquisition by residents of foreign III-A-2
securities dealt in on a stock exchange
. excluding bonds issued on a foreign
market and denominated in national
currency
Operations in units of collective invest-
ment undertakings
= Acquisition by residents of units of IV=A=2
collective investment undertakings
dealt in on a stock exchange
» excluding units of undertakings
taking the form of common funds
-o/co



Annex III (page 2)

Articles of
the Act of Ac-
cession (dates

of expiry of Nature of operation Heading
transitional
provisions)
(b) Provisions concerning the Portuguese Republic
Art. 222 Direct investments on national territory L=A
(31.12.1989) by non-residents
Art. 224 Direct investments abroad by residents I-B
(31.12.1992)
Art. 225 & 226 Investments in real estate on national II-A
(31.12.1990) territory by non-residents
Art. 227 Investments in real estate abroad by EL=B
(31.12.1992) residents
Art. 228 Personal capital movements
(31.12.1990)
(i) for the purpose of applying the
higher amounts specified in Article
228 (2):
= Dowries XI-C
- Inheritances and legacies XI-D
- Transfers of assets built up by XT=F
residents in case of emigration at
the time of their installation or
during their period of stay abroad
(ii) for the purpose of applying the
lower amounts specified in Article
228M(2)s
= Gifts and endowments XI-8
- Settlement of debts by immigrants XI-E
in their previous country of
residence
- Transfers of immigrants' savings XI-G

to their previous country of
residence during their period of
stay

oo oo
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Articles of
the Act of Ac-
cession (dates
of expiry of

Nature of operation Heading
transitional
provisions)
(cont'd) (b) Provisions concerning the Portuguese Republic
Art. 229

(31.12.1990)

Operations in securities normally dealt
in on the capital market

= Acquisition by residents of foreign
securities dealt in on a stock exchange

- excluding bonds issued on a foreign
market and denominated in national
currency

Operations in units of collective invest-
ment undertakings

- Acquisition by residents of units of
foreign collective investment under-
takings dealt in on a stock exchange

- excluding units of undertakings
taking the form of common funds

ELET=A=2

IV-A-2




ANNEX IV

REFERRED TO IN ARTICLE 6 (2) OF THE DIRECTIVE

I. The Kingdom of Spain and the Portuguese Republic may continue to apply
or reintroduce, until 1 October 1989 and 31 December 1990 respectively,

restrictions existing on the date of entry into force of this Directive
on capital movements given in List I below:

LIST I

Nature of operation Heading

Operations in units of collective investment under-
takings

- Acquisition by residents of units of foreign IV-A-2(a)
collective investment undertakings dealt in on a
stock exchange

. undertakings subject to Directive 85/611/EEC 1
and taking the form of common funds

- Acquisition by residents of units of foreign IV-A-4(a)
collective investment undertakings not dealt in on
a stock exchange

. undertakings subject to Directive 85/611/EEC 1

1 Council Directive 85/611/EEC on the coordination of laws, regulations

and administrative provisions relating to undertakings for collective
investment in transferable securities (UCITS) (0J No L 375, 31.12.1985)

II. The Kingdom of Spain and the Portuguese Republic may continue to apply
or reintroduce, until 31 December 1990 and 31 December 1992 respec-
tively, restrictions existing on the date of entry into force of this
Directive on capital movements given in List II below:



Annex IV (page 2)

LIST II

Nature of operation Heading
Operations in securities normally dealt in on the
capital markest
= Acquisition by residents of foreign securities III-A-2(Db)

dealt in on a stock exchange

« bonds issued on a foreign market and denominated
in national currency

= Acquisition by residents (nomr-residents) of foreign

(domestic) securities not dealt inm on a stock
exchange

— Admission of securities to the capital market

« where they are dealt in on or in the process of
introduction to a stock exchange in a Member
State

Operations in units of collective investment under-
takings

= Acquisition by residents of units of foreign collec-
tive investment undertakings dealt in on a stock
exchange

- undertakings not subject to Directive 85/611/EEC 1
and taking the form of common funds

= Acquisition by residents (non—residents) of units of
foreign (domestic) collective investment under-
takings not dealt in on a stock exchange

- undertakings not subject to Directive 85/611/EEC 1

and the sole object of which is the acquisition
of assets that have been liberalized

- Admission to the capital market of units of collec-
tive investment undertakings

- undertakings subject to Directive 85/611/EEC 1
Credits related to commercial transactions or to the
provision of services in which a resident is partici-
pating

- Long-term credits

III-A-3 and 4

I1II-B-1 and 2

IV-A-2

IV-A-3 and 4

IV-B~-1 and 2(a)

VII-A and B-3

1 See footnote to List I

eof s
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III. The Kingdom of Spain and Ireland, until 31 December 1990, and the
Hellenic Republic and the Portuguese Republic, until 31 December 1992,
may continue to apply or reintroduce restrictions existing at the date

of entry into force of this Directive on capital movements given in
List III below:

LIST III

Nature of operation Heading

Operations in securities dealt in on the capital
marxet

- Admission of securities to the capital market I1I=B-l-and 2

. where they are not dealt in on or in the process
of introduction to a stock exchange in a Member

State
‘ Operations in units of collective investment under-
takings
— Admission to the capital market of units of IV-B-1 and 2

collective investment undertakings
‘ - undertakings not subject to Directive 85/611/EEC 1
| and the sole object of which is the acquisition
of assets that have been liberalized

Financial loans and credits VIII-A, B-2 et 3

- mediun-term and long-term

1 see footnote to List I
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IV. The Kingdom of Spain and Ireland, until 31 December 1990, and the
Hellenic Republic and the Portuguese Republic, until 31 December 1992
may defer liberalization of the capital movements given in List IV

below:

LIST IV
Nature of operation Heading
Operations in securities and other instruments \Y
normally dealt in on the money market
Operations in current and deposit accounts with VI

financial institutions

Operations in units of collective investment under-
takings

- undertakings for investment in securities or
instruments normally dealt in on the money markat

Financial loans and credits

- short-tern

Personal capital movements

= loans

Physical import and export of financial assets

- securities normally dealt in on the rmoney market

- means of payment

IV-A and B(c)

VIII-A and B-1

XI-A

XII
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PROPOSAL FOR A DIRECTIVE
AMENDING DIRECTIVE 72/156/ECC ON REGULATING
INTERNATIONRAL CAPITAL FLOWS AND REUTRALIZING THEIR
UNDESIRABLE EFFECTS ON DOMESTIC LIQUIDITY

EXPLANATORY MEMORANDUM

I - General objectives

e The recitals of Directive 72/156/EEC on regulating
international capital flows and neutralizing their undesi-
rable effects on domestic liquidity are based on two funda-
mental concerns :

= the Member States must have available a set of protective
instruments for the purpose of discouraging, if they
consider it appropriate, untimely flows of short-term
capital (in particular to and from third countries) and a
set of monetary policy instruments to neutralize their
undesirable effects on domestic liquidity;

- they must be able to put these regulatory instruments into
operation immediately, without further enabling measures,
either individually or within the framework of concerted
action by the Member State-.

2. These concerns will remain relevant in a situation
in which the freedom of capital movements becomes the rule
for the Community, the stability of exchange rates between
the Community currencies becomes an important aspect for the
completion of the internal market and the scale of interna-
tional capital flows continues to grow. The Community and
its Member States must retain the means of taking coordi-
nated action vis-3-vis third countries, in particular in the
event of the EMS being subject to violent external monetary
shocks. Even though the stability of monetary relationships
must first be based on the convergence of monetary policies
and rhe integration of national financial systems, the
Member States must still have the technical possibility, if
need be, and within the framework of a Community safeguard
procedure, of rapid recourse to measures regulating short
term capital movements.



3. With this in view, the amendments to the 1972
Directive are proposed with two objectives in view :

- to ensure that its provisions are consistent with the
safeguard provisions of the Directive relating to the
liberalization of capital movements (1);

- to specify the conditions for the concerted implementation
of the regulatory instruments provided for therein 1in
response to external monetary shocks.

4, The content and the scope of the proposed amend-
ments are presented below.

II - Degree of liberalization vis-3-vis third countries

1. It is proposed that the text of the Directive (the
new Article 1) shall include a declaration of intent, which
would state that in the arrangements they apply to the
conclusion or perfomance of transactions and to transfers in
respect of <capital movements with third countries, the
Member States will endeavour to attain the same degree of
liberalization as for operations taking place with residents
of the other Member States of the Community.

2.0 Even though it does not contain a strict legal
obligation, such a provision would confirm the wish expres-
sed at Community level for the European financial area to be
wide open to the outside world and the practice already very
widely followed in this respect by the Member States.

The statement of this principle would mean, in
concrete terms, that the Commission would have to be infor-
med of any specific arrangements which the Member States
might apply to capital movements to or from third countries
and that, as far as necessary, it would use, in this area,
the right which it possesses in general to make recommenda-
tions to the Member States (Article 1 (2) and (3)).

3. From the Commission's point of view, this solution
is preferable to the introduction into Community law, for
the Member States to liberalize "“erga omnes”. Such a
commitment - which afterall would be tantamount to granting
the Community sole power over capital movements to or from
third countries - would have two major disadvantages :

o f

(1) Proposal for a Council Directive for the implementation
of Article 67 (EEC). Doc. COM (87)



a) This commitment entered into wunilaterally would be
difficult to reverse (unanimity would be required 1in
order to amend the Directive accordingly) and would
considerably reduce the room for manceuvre and negotia-
tion of the Community as a whole, or of the Member States
taken separately, in their relations in this area with
third countries.

b) The liberalization of capital movements forms part of a
larger process of creating an integrated finanial area in
the Community. The obligation for Member States to
liberalize capital movements vis-3-vis one another can
and must be more extensive and more exacting, from
certain points of view, than 1is the case for capital
movements to or from third countries (e.g. with respect
to the non-discriminatory application of domestic rules
on taxation or prudential surveillance).

IIT - Modification, in terms of their scope, of the instru-
ments regulating international capital flows referred
to in the Directive

1s It is proposed (Article 2 (a) of the amended
Directive) to supplement the set of instruments regulating
short-term financial flows which the Member States must have
available, so that the coverage of these instruments is the
same as that of the specific safeguard clause laid down in
the proposal for a Directive liberalizing capital movements.

2. The regulatory instruments referred to in the 1972
Directive, in its original :xacting terms, concern inflows
capital almost exclusively. This can be explained by the
situation which prevailed at the time, characterized by an
inflow of funds into certain European currencies and by the
fact that most of the Member States maintained permanent
restrictions on outflows of capital of the same nature. In
a situation in which the complete freedom of capital move-
ments is the rule , provision must be made for the symmetri-
cal use of regulatory instruments so that, in all cases, a
response can be made to short-term capital movements of
great magnitude which might lead to serious disturbances in
the conduct of the monetary and exchange rate policies of
the Member States or threaten the cohesion of the EMS.

3. This adjustment of the scope of the instruments
referred to in the Directive would make it possible to
guarantee that all the Member States are technically able,
if they feel the need or if coordinated action proves neces-
sary, to take the requisite temporary protective measures
rapidly.



The monetary authorities must be able to react immediately
if they are to be effective in combating the onset of a bout
of speculation.

IV - Amendment of the procedures for implementing the
instruments regulating international capital flows

1. The operations to which the regulatory instruments
referred to in the Directive can apply will be subject to an
unconditional Community obligation for liberalization. It
therefore becomes necessary to stipulate (Article 3 (2) of
the amended Directive) that these instruments may be put
into operation in the case of capital movements between
residents of the Member States, only on the conditions and
according to the procedures of Community law permitting the
restriction of the free movement of capital, the relevant
provisions on this matter being :

- in general, the safeguard clauses laid down in the Treaty;
- more specifically,

. Article 2 of the Directive for the 1liberalization of
capital movements with respect to the instruments
neutralizing the undesirable effect on domestic liqui-
dity of international capital flows (rules covering the
net external position of the credit institutions, the
fixing of compulsory reserve ratios),

. Article 3 of the same Directive with respect to - the
instruments regulating the short term assets or liabili-
ties of residents placed with non-residents.

2% According to the present exacting terms of the
1972 Directive, the regulatory 1instruments to which it
refers are put into operation chiefly on the individual
initiative of the Member States. The latter must never-
theless take account of the interests of their partmers and
the Commission, in cooperation with the Monetary Committee
and the Committee of Governors, must ensure the necessary
coordination.

It is proposed introducing into the amended Direc-
tive (Article 2 (a)) the possibility of the regulatory
instruments being activated on a recommendation from the
Commission to the Member States and or to some of them, in
the event of short-term capital movements to or from third
countries leading to serious disturbances to the stability
of exchange rate relationships 1in the European Monetary
System.



¥l

If this recommendation cannot be implemented
without also affecting movements of capital between the
residents of the Member States, the above mentioned provi-
sions of the liberalization Directive would apply, in parti-

cular the maximum length of time for which such measures can
be maintained.

V - For the sake of clarity, it has been considered prefera-
ble to consolidate into a single text the original exac-
ting terms of Directive 72/156/EEC and the amendments
which are made to it by this proposal.



PROPOSAL FOR A COUNCIL DIRECTIVE

amending Directive 72/156/EEC on regulating
international capital flows and neutralizing their
undesirable effects on domestic liquidity

THE COUNCIL OF THE EUROPEAN COMMUNITIES,

having regard to the Treaty establishing the European
Community, and in particular Article 70 (1) therof,

having regard to the proposal from the Commission, which

consulted the Monetary Committee for this purpose,
having regard to the Opinion of the European Parliament (1),

whereas by Directive / /EEC (2) for the implemen-
tation of Article 67 of the Treaty, the Council established

the free movement of capital between the residents of the

Member States;

whereas the Member States shall endeavour to attain the
highest possible degree of 1liberalization in respect of
movement of capital between the residents of the Community

and those of third countries;

whereas by Directive 72/156/EEC (3), the Council established
a set of instruments for regulating international capital
flows and neutralizing their undesirable effects on domestic
liquidity; whereas in view of the fact that the free move-
ment of capital within the Community has been established,

(1) oJ N° of
(2) oJ N° of
(3) 0J N° L 91 of 18.4.1972, p.13



these instruments may be put into operation in order to
regulate short-term capital movements between residents of
the Member States of the Community only on the conditions
and according to the safeguard procedures laid down in the
Treaty and in Directive / /EEC; whereas Directive
72/156 /EEC must be amended accordingly;

whereas it must be possible for these instruments to be used
on a recommendation from the Commission, in order to ensure
coordinated action by the Member States, in the event of
short-term capital flows to or from third countries leading
to serious disturbances in their domestic monetary situation
and in the stability of exchange rate relationships in the

European Monetary System;
whereas for the sake of clarity, it is advisable to present
in a single text- all the exacting terms of Directive

72/156 /EEC, as amended by this Directive,

HAS ADOPTED THIS DIRECTIVE :

ARTICLE 1

AN

The %ﬁiﬁiiﬁﬁ terms of Directive 72/156/EEC shall be replaced
by the following :

"Article 1

1. In the arrangements which they apply to the
conclusion or performance of transactions and to transfers
in respect of capital movements with third countries, the
Member States shall endeavour to attain the same degree of

liberalization as in the case of operations taking place

: . with residents of the other Member States of the Community.



2. The Member States shall inform the Commission of
the restrictions which they impose on movements of capital
to or from third countries at the date of entry into force
of this Directive, and of any subsequent change to these

provisions.

3. The Commission may make recommendations to

Member States on this subject.

Article 2

The Member States shall take all necessary measures to
ensure that the monetary authorities have available the
following instruments and are able, where necessary, to put
them into operation immediately without further enabling

measures :
a) for effective regulation of international capital flows :

- rules governing the constitution of short-term assets

or liabilities placed with non-residents and payment of

interest on the short-term holdings of non-residents;

- regulation of short-term financial loans and credits

granted to or contracted with non-residents;

b) for the neutralization of those effects produced by
international capital flows on domestic liquidity which

are considered undesirable :

- regulation of the net external position of credit

institutions,
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- fixing minimum reserve ratios, in particular for the

holdings of non-residents.

Article 3
1. The Member States shall forthwith adopt the
necessary measures to comply with this Directive. They

shall forthwith inform the Commission thereof.

2. Each Member State shall, where necessary, and
taking account of the interests of the other Member States,

apply all or some of the instruments mentioned in Article 2.

When éhese instruments apply to movements of
capital occurring between residents of the Member States of
the Community, they may be put into operation only on the
conditions and according to the procedures laid down in the
provisions of the Treaty v .oting to the use of a safeguard
clause or in the provisions of Article 2 and 3 of Directive

/ /EEC for the implementation of Article 67 of the
Treaty.

Without prejudice to these provisions, the

Commission may recommend to the Member States that all or

some of the instruments mentioned in Article 2 be put {into

operation, in the event of short-term capital flows to or

from third countries leading to serious disturbances in the

domestic monetary situation and in the stability of exchange

rate relationships in the European Monetary System.

3. When the instruments mentioned in Article 2 are
applied, the Commission shall ensure close coordination
betwveen the authorities of the Member States.



Article 4

In exercising the powers which are conferred upon it by this
Directive, the Commission shall act in consultation with the
Monetary Committee and the Committee of Governors of Central

Banks.

Article 5

This Directive is addressed to the Member States.”

ARTICLE 2

This Directive is addresse! to the Member States.

Done at Brussels, For the Council,

The President
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PROPOSAL FOR A COUNCIL REGULATION

establishing a single facility providing
medium-term financial support for
Member States' balances of payments

EXPLANATORY MEMORANDUM

In December 1984, when extending for a further two years
the machinery for medium-term financial assistance (MTFA), the
Council, in a statement, expressed the opinion that opportuni-
ties for the combined use of that machinery with the other
instrument for medium-term balance-of-payments support, the
Community loan mechanism, should be exploited.

On adoption of Regulation (EEC) No 1131/85 of 30 April
1985, which raised the ceiling on Community loans, the Commis-
sion followed up Parliament's opinion by issuing a statement
announcing to the Council its intention of examining the two
Community facilities for medium-term balance-of-payments
support with a view to:

(i) assessing their purposes and the arrangements for apply-
ing them;

(11i) exploring possibilities for improving the links between
them or even for merging them into a single facility;

(11i) complying with the Council's desire, expressed in 1its
statement of December 1984, for a reduction of 2 000
million ECU in the amount available under the MTFA
machinery in view of the corresponding increase in the
ceiling on Community loans.

In December 1986, on the occasion of the last two-year
extension of the MTFA machinery, the Council adopted a Commis-
sion proposal putting into effect the aforementioned reduction
(see Decision 86/656/EEC of 22 December 1986) and took the
opportunity to reaffirm the desirability of establishing a
link between the MTFA machinery and Community loans.

Furthermore, in 1its programme for the liberalization of
capital movements in the Community (see the Commission's
communication to the Council: COM (86) 292 Final of 23 May
1986), the Commission stated that the Community, through its
instruments for supporting balances of payments, must be able
to offer Member States which are faced with special con-
straints the means of overcoming these difficulties so as to
enahle them to take part in the full process of capital
libcralization.
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For the past two years, Commission departments, along
with the Monetary Committee, have been able to examine the
operation of those two Community facilities, the conditions
and the financing arrangements attaching to each of them, and
the reasons for the relatively infrequent use of the MTFA
machinery. Their work, together with experience in granting
balance-of-payments loans and the prospect of embarking on the
final stage in the 1liberalization of capital movements, has
enabled the Commission to identify the conditions and arrange-
ments that should govern the facilities in future.

The Commission has decided to propose to the Council the
establishment of a single medium-term financial support (MTFS)
facility that will serve a wider purpose, combining the two
existing mechanisms while retaining their specific financing
arrangements.

The main features of the proposed facility are described

below.

1. The MTFS facility as a means of supporting balances of pay-
ments .

Medium-term financial support would still be basically a
conditional financing facility to be deployed if a Member
State were experiencing. or seriously threatened with balance-
of-payments difficulties. It would to that extent constitute
the main form of the mutual assistance provided for in Article
108 of the EEC Treaty and could thus be activated by a Commis-
sion recommendation. That is the procedure in the case of the
present MTFA machinery.

Nevertheless, a Member State experiencing or foreseeing
serious balance-of-payments problems could take the initiative
in seeking Community assistance, as long as it submitted a
recovery programme in support of its application. That is the
present procedure for Community loans.

Pursuant to Article 108, the facility itself could be
activated only by a decision of the Council, acting by quali-
fied majority on a Commission proposal adopted after consul-
tation with the Monetary Committee and specifying the amount,
duration and techniques for disbursing the loan (single pay-
ment or by instalments) and the economic policy conditions
attaching to 1it.



2. The MTFS facility as a means of providing back-up for the
liberalization of capital movements

The Commission proposes that it should also be possible
to activate the MTFS facility for the benefit of a Member
State committing itself to implementing a programme of capital
liberalization despite a fragile external situation.

The facility would be activated on the basis of this
commitment and provided that the Member State put forward a
coherent back-up programme focussing primarily on the main
thrust of monetary and budgetary policy and on whatever
measures might be required to adapt the national financial
system. If the Member State does not participate in the EMS
exchange-rate mechanism, support may be made subject to its
accepting some degree of exchange-rate discipline.

The purpose of granting financial support would be to
discourage speculation and to guarantee the beneficiary Member
State access to Community financing, if need be.

To this end, it is proposed that appropriate changes be
made to the techniques for disbursing financial support.
Assistance would take the form either of a credit line or of
an undertaking to grant a loan, both valid for a fixed period
(specified in the grant decision but not normally exceeding
one year), with the resources being made available at the
request of the beneficiary Member State when they were actual-
ly needed. Loan maturities would be fairly short: one year,
with the possibility of a further one year renewal.

If exchange controls were introduced (or reintroduced)
during the term of the loan, consolidation would be possible
only within the framework of a longer-term conditional
balance-of-payments loan granted under the mutual assistance
procedure of Article 108, i.e. examination of the situation
by the Commission, economic policy recommendations for the
Member State concerned, and the introduction of a recovery
programme.

3. Sources of finance for the facility

As a general rule, 1loans granted under the renovated
facility would be financed as a priority, from Community
borrowings on capital markets. This method of financing, at
present used for Community loans, is extremely flexible and
provides scope for exploiting all the financial innovations
available on international markets.



However, for the Community, the transaction would be
financially neutral: there would be no transaction cost, no
exchange-rate or interest-rate risk, and no cash management.

In view of the Community's borrowing capacity and 1its
credit rating, the market should generally prove to be a
satisfactory source of financing for all Community lending
fulfilling MTES criteria. 1If, however, circumstances are such
that recourse to the market is not deemed appropriate, the
arrangements for the new facility include provision for Commu-
nity loans granted in case of balance-of-payments difficulties
to be financed from credits specifically advanced for that
purpose by Member States. This is the financing method used
at present for the MTFA machinery, which represents the conso-
lidation of the credit mechanisms associated with the EMS and
must, therefore, be retained.

If financing from the Member States were required, the
arrangements for the MTFS facility provide for the Council to
lay down in its decision granting the loan the amount of the
Member States' contributions as well as the financial condi-
tions relating to the loan.

4. Ceilings for the facility

The outstanding amount of borrowing on capital markets
for the purposes of the MTFS facility would be limited to ...
000 million ECU in principal. This 1s considerably higher
than the present ceiling ¢ 8 000 million ECU on Community
loans; the increase is justified because:

(1) under the new facility, market borrowing takes prece-
dence as the method of financing Community support, with
Member States' contributions acting only as a safety
net; the financing available under the present MTFA
machinery (13 925 million ECU) is considered to be
interchangeable with the financing available under the
Cowmunity loan mechanism;

(11) the recent enlargement of the Community has increased
the potential need for balance-of-payments support for
Member States;

(1i1) the facility needs to be endowed with sufficient re-
sources for it to fulfil its wider purpose; insofar as
the measure accompanies the liberalization of capital
movements, it must be able to play fully its role in
discouraging potential speculation.

The new facility also sets a commitment ceiling for each
Member State, the aim being to limit a priori their contribu-
tions, if any, to one or more MTFS loans. The sum of the
individual quotas and their apportionment between the Member
States is the same as under the present MTFA machinery.
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Finally, as under the existing instruments, there will
be a rule limiting each individual Member State's recourse to
the MTFS facility: in principle, no Member State may borrow
more than 50% of the ceiling on market borrowings authorized
for the facility.

5. Arrangements for economic monitoring

The Commission proposes that the arrangements for eco-
nomic monitoring associated with the present Community loan
mechanism should be generalized. The Commission, in collabo-
ration with the Monetary Committee, would verify at regular
intervals that the recipient Member State was complying with
the economic policy conditions attaching to loans under the
MTFS facility. Successive instalments would be released by
the Commission - or, where appropriate, the Member States - on
the basis of the findings of such verification. The Council
could decide on any adjustments to be made to the initial
economic policy conditions.

6. Duration, financial techniques and loan management

The Commission proposes that the duration of the loans
should be laid down in the relevant Council decisions. As a
rule, it could not be less than one year, so that the new
facility would, without giving rise to any duplication,
guarantee a measure of continuity with the other credit faci-
lities available under the EMS. Specific mention would be
made of the possibility th:. MTFS could be made available to
consolidate short-term monetary support. Moreover, loans
could be granted with the option of early repayment.

Where the loan was financed by market borrowing, it is
further proposed that the recipient Member State should be
able, in appropriate clrcumstances, to apply for restructuring
of the financial conditions imposed or even refinancing (i.e.
a change in 1lenders). The Commission, after consulting the
Monetary Committee, would take all the appropriate steps to
oblige, although the original amount and the average duration
of the borrowing could not be changed.

There is nothing 1in the basic Regulation governing the
Community loan mechanism to prevent such operations, and expe-
rience has shown how useful they can be. The Commission feels
that it is worth taking the opportunity afforded by this revi-
sion of the rules to introduce explicit arrangements for them.



Under the new facility, the Commission proposes simpli-
fving the present MTFA procedures, according to which a Member
State can be exempted from contributing to the financing of
Community support or can mobilize its claim.

A Member State which maintains that difficulties exist
or can be foreseen as regards its balance of payments could be
exempted from contributing to the financing of the MTFS faci-
lity by a Council decision taken on the basis of a proposal
from the Commission which, to that end, would consult the
Monetary Committee. Similarly, a Member State experiencing
balance-of-payment difficulties or a sudden contraction in its
foreign currency reserves could request mobilization of its
claim. On a proposal from the Commission, which would have
consulted the Monetary Committee, the Council would decide on
the principle of mobilization; mobilization would be effected
by refinancing from Community borrowings on the financial
markets or, failing that, by a transfer of claims to other
creditor Member States or by early repayment by the debtor
Member State. However, the procedures under the existing MTFA
machinery which explicitly provide and arrange for the possi-
bility of concerted action with other international organiza-
tions for the purpose of mobilization would appear to be
superfluous in the present situation.



PROPOSAL FOR A COUNCIL REGULATION

establishing a single facility providing
medium-term financial support for
Member States' balances of payments

THE COUNCIL OF THE EUROPEAN COMMUNITIES,

Having regard to the Treaty establishing the European Economic
Community, and in particular Articles 108 and 235 thereof,

Having regard to the proposal from the Commission, which

consulted the Monetary Committee for this purpose,
Having regard to the Opinion of the European Parliament,1

Whereas Article 108 of the Treaty provides for the granting of
mutual assistance, to be decided by the Council on a proposal
from the Commission, to a “eomber State in difficulties or
seriously threatened with difficulties as regards its balance
of payments; whereas the Resolution of the European Council of
5 December 1978 on the establishment of the European Monetary
System (EMS) and related matters confirmed the need for a
Community facility for medium-term financial assistance of

balances of payments;

Whereas it should be possible for the operation of lending to
a Member State to take place soon enough in order to encourage
that Member State to adopt, in good time, measures likely to

prevent the occurence of an acute balance-of-payments crisis;
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Whereas a financing facility, in the form of a credit line or
@ loan commitment to a Member State undertaking to implement a
capital liberalization programme despite a fragile balance-of-
payments situation, should provide back-up for such a pro-

gramme in orderly exchange-rate conditions;

Whereas each loan to a Member State must be linked to the
adoption by that Member State of economic policy measures
designed to re-establish or to ensure a sustainable balance-
of-payments situation and adapted to the gravity of the
balance-of-payments situation in that State and to the way in

which it develops;

Whereas appropriate procedures and instruments should be pro-
vided for in advance to enable the Community and Member States
to ensure that, if required, medium-term financial support is
provided quickly, especially where circumstances call for

immediate action;

Whereas, in order to finance the support granted, the Commu-
nity needs to be able to use its creditworthiness to borrow
resources that will be placed at the disposal of the Member
States concerned in the form of loans; whereas operations of
this kind are necessary to the achievement of the objectives
of the Community as defined in the Treaty, especially the
harmonious development of economic activities in the Community
as a whole; Qhereas the Treaty makes no provision for the

specific powers of action required for this purpose;

Whereas by Decision 71/143/EEC l, as amended by Decision
86/656/EEC 2, the Council set up machinery for providing

medium-term financial assistance that was initially valid for

OOJ. NO L 73 Of 270301971’ Pc 150
2 0.J. No L 382 of 31.12.1986, p. 28.



g period of four years from 1 January 1972; whereas this
machinery has since been renewed and extended, on the 1last
occasion fcr two years until 31 December 1988 by Decision
86 /656 /EEC; whereas this machinery provides for the Member
States to grant medium-term loans, within certain limits, to
one or more Member States experiencing balance-of-payments
difficulties;

Whereas by Regulation (EEC) No 682/81 l, as amended by Regu-
lation (EEC) No 1131/85 2, the Council set up a Community loan
mechanism designed to support the balances of payments of the
Hember States; whereas this mechanism provides for the Commu-
nity to contract loans, according to needs and within the
1imits set on outstanding borrowing, in order to on-lend the
proceeds to one or more Member States experiencing balance-of-

payments difficulties;

Whereas the Community loan mechanism has demonstrated 'ifs
effectiveness; whereas its general design and the arrangements
for implementing it still meet the needs of the Community}
vhereas, in view of the Community's borrowing capacity and of
the conditions available to it for borrowing from financial
institutions or on capital markets, the mechanism could con-
stitute the main form of mutual assistance provided for under
Article 108 of the Treaty; whereas it could also comstitute,
under certain conditions and in an appropriate form, an
instrument to provide back-up for s programme of capital 1libe-
ralization; whereas the ceiling on amounts outstanding under

the mechanism should be adjusted accordingly;

l 0.J. NoL 73 du 19.3.1981, p. 1
OQJ- No L 118 du 10511985' P 59
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Whereas, however, it 1is appropriate that the obligation on
Member States to finance mutual assistance under the machinery
for medium-term financial assistance stay in force until the
final stage of the European Monetary System so as to ensure
that System's cohesion and stability, irrespective of the
conditions prevailing on international capital markets; where-
as the present procedures for exempting a Member State from
contributing or for mobilizing Member States' claims should,
nevertheless, be simplified;

Whereas it 1is appropriate to merge medium-term financial
assistance and the Community loan mechanism into a single
facility for medium-term financial support, while retaining
their specific methods of financing; ;

HAS ADOPTED THIS REGULATION:

Article 1

1. In accordance with the decision adopted by the Council
pursuant to Articles 3 or 4 and after consulting the
Monetary Committee, the Commission shall be empowered to
contract loans on the capital markets on behalf of the
European Economic Community, with the aim of lending the
proceeds to one or more Member States which are experien-
cing or seriously threatened with balance-of-payments
difficulties or which have undertaken to implement a pro-
gramme of capital liberalization despite a fragile balance-

of-payments situation.

2. The outstanding amount of loans to be granted to Member
States pursuant to paragraph 1 shall be limited to ... 000
million ECU in principal.



Article 2

Where a Member State proposes to call upon sources of condi-
tional financing outside the Community, it shall first consult
the Commission and the other Member States 1in order to
examine, among other things, the possibilities available under
the Community facility for medium-term financial support.
Such consultations shall be held within the Monetary Commit-

tee.
Article 3

1. On the 1initiative of the Commission acting pufsuant to
Article 108 of the Treaty or of the Member State experien-
cing balance-of-payments difficulties and seeking a Commu-
nity loan, the Council, after examining the situation in
that Member State and the adjustment programme that it has
undertaken to implement, shall decide, as a rule during the

same meeting:
- whether to grant the loan, and the amount of the loan;

- the average duration of, and the techniques for disburs-
ing the loan, which may be paid in one amount or in

several instalments;

- the economic policy conditions attaching to the loan,
with a view to re-establishing a sustainable balance-of-

payments situation.

2. If the amount available under the ceiling referred to in
Article 1 (2) is insufficient, or if the conditions avail-
able on international capital markets are unsatisfactory,
Community loans to Member States experiencing balance-of-
payments difficulties shall be financed in full or in part
by the other Member States, whose contributions in princi-

pal may not exeed the ceilings specified in the Annex.
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In such c¢ases, the Council, in additton tro taking the
ducislons referred tn in paragraph 1, shall decide on the
slze of the Member States' contributions to the financing
of the loan and oan the financtal conditions attaching tco
the credits they make avallable in that connection. The
Council may exenpt from contributing any Member State which
maintains that difficulcies exist or can be foregseen as

tegards its balance of paymentcs.
Atticle &

On the {initlative of a Member State undertaking to imple-~
ment a capital libevallzation programme despite a fragile
balance-of-payments situation, the Council, after examining
the situation in that Meamber State and the back=up pro-
gramme presented in support of itg application, shall
decide, as a rule during the same meeting:

~- whether to graat a financing facility, 4in the form of a
credit line or ap undercaking to grant a loan, which may
be activated at the request of the beneticiaty Member
State as and when the need arises and for a period that

may not norumally exceed one year;

=~ the overall amount of resources allocated;

- the back-up measures accempanying the libepalization of
capltal movements with a view to ensuring a sustainable
balance-of=payments gituation.

Loans drawn under the financing facilicy and granted
pursuant to paragraph 1 shall, as a tule, have a term of
oneé year renewable for g further one-year period,
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3. In cases where restrictions on capital movements are intro-

duced or re-introduced during the term of the 1loan, the
latter may be consolidated only within the framework of a
longer—-term loan granted as mutual assistance pursuant to

Article 108 of the Treaty.
Article 5

The Commission shall take the necessary measures to verify at
regular intervals, in collaboration with the Monetary Commit-
tee, that the economic policy of the Member State in receipt
of a Community loan accords with the adjustment or back-up
programme and with any other conditions 1laid down by the
Council pursuant to Articles 3 or 4. To this end, the Member
State shall place all the necessary information at the dispo-
sal of the Commission. On the basis of the findings of such
verification, the Commission and, where appropriate, the
Member States holding claims under the facility shall release
further instalments. The Council shall decide on any adjust-

ment to be made to the initial economic policy conditions.
Article 6

l. Loans granted as medium—term financial support shall have a
term of one year or more. They may be granted as consoli-
dation of short-term monetary support made available by the

central banks of the Member States.

2. At the request of the beneficiary Member State, such loans

may carry the option of early repayment.



2.

Normally, no Member State may draw on this facility to the -
extent of more than 50% of the ceiling referred to 1in

Article 1 (2).
Article 7

The ©borrowing and 1lending operations referred to 1in
Article 1 shall be carried out using the same value date
and shall not involve the Community in the transformation

of maturities or in any exchange or interest-rate risk.

When the borrowings are expressed, payable or repayable in
the currency of a Member State, they may be concluded only
after consultation with the competent authorities of that

Member State.

Where a Member State receives a loan carrying an early
repayment clause and decides to invoke this option, the
Commission shall take the necessary steps after consulting

the Monetary Committee.

At the request of the debtor Member State and where circum-
stances permit an improvement in the interest rate on the
loans, the Commission may, after consulting the Monetary
Committee, refinance all or part of its initial borrowings

or restructure the corresponding financial conditions.

Refinancing or restructuring shall not have the effect of
extending the average duration of the borrowings concerned
or increasing the amount, expressed at the current exchange
rate, of capital outstanding at the date of the refinancing

or restructuring.



3.

The costs incurred by the Community in concluding and
carrying out each operation shall be borne by the benefi-

ciary Member State.

Article 8

If one or more Member States that are creditors under this
facility experience difficulties as regards their balance-
of-payments and/or a sudden decline in their foreign cur-
rency reserves, they may request mobilization of their
claims. The Council, having due regard to the circumstan-
ces, shall decide to mobilize such claims, in particular in
accordance with one of the following procedures, or a com-

bination thereof:

- by refinancing from Community borrowings from financial

institutions or on capital markets;

- by a transfer of the claim to other creditor Member

States;

- by early repayment in full or in part by the debtor

Member State or States.

Where refinancing takes place in accordance with paragraph
1, the debtor Member State shall agree that its debt,
originally denominated in one currency, shall be replaced
by a debt denominated in the currency used for the refinan-
cing. Where applicable, the debtor Member State shall bear
any additional cost resulting from an alteration 1in the
interest rate and the costs incurred by the Community in

concluding and carrying out the operation.

Any creditor Member State may arrange with one or more
other Member States for the partial or total transfer of
its claims. The Member States concerned shall notify the
Commission and the other Member States of the transfer.

-o/o-



4. Any Member State that is a creditor in respect of a loan
carrying an early repayment clause shall take the requisite
steps where the debtor Member State decides to invoke this
option. The Member States concerned shall notify the

Commission and the other Member States of the operation.
Article 9

For the application of the ceilings referred to in Articles 1
(2) and 3 (2), the loan operations shall be recorded at the
exchange rate of the day on which they are concluded. The
repayment operations shall be recorded at the exchange rate of

the day on which the corresponding loan was concluded.
Article 10

The Council shall adopt the decisions referred to in Articles
3, 4, 5 and 8, acting by qualified majority on a proposal from
the Commission, made after consulting the Monetary Committee

on the matter.
Article 11

The European Monetary Cooperation Fund shall make the neces-

sary arrangements for the administration of the loans.

The funds shall be paid only to central banks and shall be
used only for the purposes indicated in Article 1.

Article 12

No later than five years after the adoption of this Regula-
tion, the Council shall examine, on the basis of a report from
the Commission, after delivery of an opinion by the Monetary
Committee and following consultation with the European Parlia-
» wheiher the facility established still meets, in its
principle, its arrangements and its ceiling, the needs which

fed to its creation.

esles



Article 13

l. Regulation (EEC) No 682/81 and Decision 71/143/EEC are
hereby repealed.

2. Amounts not yet repaid under outstanding Community loan
operations concluded pursuant to Regulation (EEC) No 682/81
before -the date of entry into force of this Regulation
shall count against the ceiling referred to in Article 1
(2) at their initial value in ECUs.

3. References to the instruments repealed by virtue of para-

graph 1 shall be deemed to be references to this Regula-

tion.

This Regulation shall be binding in its entirety and directly
applicable in all Member States.

Done at Brussels, For the Council

The President



ANNEX

The ceilings for credits provided for in Article 3 (2)
shall be as follows:

Member State Million 2 of total
ECU
Belgium 875 6.28
Denmark 407 2.92
Germany 4 2 715 19.50
Greece 235 1.69
» Spain 1 132 8.13
France 2715 19.50
Ireland 158 1.13
Italy 1 810 13.00
| Luxembourg 31 0.22
i Netherlands 905 6.50
| Portugal 227 1.63
i United Kingdom 2-715 19.50
|
Total 13 925 100.00
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BRIEF B

ECOFIN, 16 NOVEMBER 1987
FUTURE FINANCING

Objectives

This item is on the lunch-time agenda at the UK's request.
The Chancellor may therefore be invited to speak first. He

will wish in any event to take a leading part in the dicussion.

2 Although Finance Ministers are not the major actors in
the future financing negotiation, the ECOFIN Council cannot
responsibly neglect the dossier. There are also important
messages for the Chancellor to get across in this forum. The

main objectives should be:

(515) to signal clearly that we mean business when we

say that detailed agreement on effective and bindigg

} budget discipline will be a prerequisite for any

;;EFETI"EﬁTégﬁaﬁg‘at Copenhagen;

(ii) to underline our conviction that the Community
must take this opportunity to make progress in
dealing with the major problems which continue
to confront us, notably in the areas of agricultural
reform, financial control and budgetary 55551355557"

W\ \
and

(H.140) Yto encourage Finance Ministers to convey these

| messages to their ministerial colleagues.

\
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NOTES FOR OPENING REMARKS

(fuller version)

% Most grateful to Presidency for arranging this discussion.
Finance Ministers have strong interest in outcome of future
financing negotiations. Must therefore be right to exchange
views which can then be passed on to colleagues more directly

involved.

2 UK Government hopes very much that we shall reach agreement
at Copenhagen. We believe that, given the will, this should

be possible.

3t Clear, however, that there will be no agreement at Copenhagen
without substantive and specific agreement on effective and
binding control of expenditure. Important message for us to

give our colleagues at home. We need to be sure that any new

own resources ceiling which may be set will be maintained and
respected. Community must prove that it has the will, and

the policy instruments, to achieve this.

4, In key area of agriculture, we now have general recognition

that all is not well. As agreed at Fontainebleau, we set guideline
limits for 1986 and 1987. We then exceeded the 1986 limit

by about 1 billion ecus. In an underlying sense, we shall

be exceeding the 1987 limit by some 4 billion ecus. We have

not had adequate policy instruments to ensure that the limits

could be respected.

5t We cannot go on like this. Four aspects which we must

tackle at Copenhagen or before.

= First, the guideline must in future be an absolute
and binding constraint on the Community's expenditure.

The limit must be a limit. It should be tough but

realistic and should rise only modestly over time.




- Second, we must have agreement on stabiliser mechanisms,

regime by regime. We need agreement on substance

$tivaent” A : :
and,nﬁhbers, not just on general principles.
7

= Third, we shall need agreement on a foolproof system

for monitoring and control of agricultural expenditure,

which will ensure that the overall limit and the
budgetary provisions for particular product regimes
are not exceeded. Have to recognise that budget
variations arise not only from production excesses
but from other factors. Production stabilisers may
well not suffice on their own to keep expenditure
within budget provisions. Council and Commission

will need to agree on more flexible management powers

to ensure that proper control can be exercised.

5 Fourth, we must have a proper system for management

of stocks. We must have a programme for reducing
stocks to appropriate levels and keeping them there.
New stocks taken into intervention should be strictly

controlled and depreciated in line with market values.

6. All these are matters in which we as Finance Ministers
clearly have a special interest. Nor must we lose sight of
the continuing need to make the common agricultural policy
more responsive to market conditions through decisions taken

at the annual price fixing. The OECD's work suggests that

our subsidies remain on average well above US levels, though
well below Japanese levels.* oOur support prices are about

three times world price levels for wheat, barley, butteé?gnd
oilseeds, and two and a half times world price levels for skimmed

milk.

7 In field of non-obligatory expenditure, we likewise have

serious problems. These programmes have an important part
to play in the Community's development. But they cannot be

increased on an arbitary basis bearing no relation to the real

*
[7 see background table 1 below]



needs of member states or to the resources available. Will

be important to ensure that the budget discipline for this
expenditure which we agreed so laboriously in 1984 is reaffirmed
and strengthened. This will leave room for substantial further
growth in these programmes on top of the extremely rapid rate

of growth since 1984. Additional elements we shall need are:
= First, a reaffirmation of the procedures agreed in
1979 enabling the Council to take coherent budgetary

decisions which respect budget discipline;

= Second, a tightening up of financial procedures:

in particular, an overall limit on commitment appropriations

and strict control of negative reserves.

8. Finally, we have the continuing problem of budgetary imbalances.

Will be crucially important to ensure that decisions taken
at Copenhagen help to solve this problem rather than making
it worse. Unrealistic to look for complete solutions overnight;

but we must not make things worse.

9% How do the Commission's proposals measure against this
criterion? On our calculations, not well. We have an existing
pattern of budgetary imbalances in the Community which is difficult

to defend. 1In the UK's case, our underlying imbalance as measured

by the VAT/expenditure gap has more than doubled since Fontainebleau.

The effect of the Commission's proposals would be, not to improve
the present pattern, with all its manifest imperfections, but

to amplify it. The relativities would remain roughly the same.
The scale would almost double by 1992. That is not an acceptable

prospect. We must find a better way.

10. To sum up, we are not going to solve the Community's problems
simply by throwing more money at them. We need to make a reality
of the effective and binding budget discipline on which all

Heads of Government were agreed at the June European Council.

We need to make solid progress on policies, financial management
and the distribution of burdens. That is what we shall need

to achieve if Copenhagen is to be the success which we all

want it to be.

[* see background tables 3 and 4 below. ]

[¥ See background table 5 below. ]

3




DEFENSIVE POINTS

15 What increases in own resources ceiling could UK accept?

Our position remains that this issue can be addressed only
when we have agreement on how we are going to make a reality

of effective and binding budget discipline.

2% UK's prescriptions for agriculture too severe: must have

"exceptional circumstances" provision

All past experience suggests that, if we make provision for
exceeding the guideline in exceptional circumstances, then
it will be exceeded. Correct solution, as so often, is simplest

one: no exceptional circumstances.

[IF NECESSARY] Whole point about guideline is that it defines

what Community can afford. If additional expenditure were
contemplated, therefore, an accompanying [safety-valve] provision
would be needed whereby rate of Community funding of this expenditure
would be reduced below 100 per cent (as envisaged by M Delors

earlier this year).

Fe UK's line on non-obligatory expenditure implies no progress

in Community

Not so. The Community has reached agreement on substantial

increases in R&D expenditure, and structural fund payment appropriations
have already been raised by two-thirds in real terms since

1984. Continuation of existing budget discipline in this area

would still enable, on our calculations, substantial further

increases in the structural funds, subject to the final right

of the European Parliament to distribute non-obligatory expenditure
between chapters. This could be of the order of 15-20 per

cent in real terms over the period to 1992, with substantially

higher rates of increase if concentrated on less prosperous

member states.




4. UK abatement: UK should agree to Commission proposals.

The Commission's latest communication essentially repeats their
February proposals in COM(87)101. We have made clear that
these proposals are totally unacceptable. On our calculations,
they would leave the UK some 700-900 mecu a year worse off.
Would be great mistake to scrap the existing abatement system

agreed after so much sturm und drang at Fontainebleau. No

realistic prospect of finding agreement on acceptable alternative

mechanism limited to one area of the budget.

5 UK abatement: Nonsense that UK should be compensated
for our contribution to administrative and structural

fund expenditure.

Cannot endorse these criticisms. Although main elements in
our imbalance problem are our low share of agricultral guarantee
receipts (around 7% per cent) and our high share of own resources
contributions (around 18 per cent), we are net contributors

to virtually every individual section of the budget.

6. Attitude to fourth resource proposal

First task must be to make a reality of effective and binding
budget discipline. In any subsequent discussion on own resources,
the important point will be to ensure that any changes which

may be made will help to alleviate imbalances problem.
T Must be agreement at Copenhagen on 1988 budget
No problem about this if agreement at Copenhagen. If no agreement,

essential that any budget for 1988 must genuinely respect the

existing own resources limit.
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FUTURE FINANCING

BACKGROUND TABLES

1. Agricultural subsidies, US, EC and Japan

2%, Relative prosperity: GDP per head

35 Net balances in relation to GDP and population
4. Net balances, 1983 to 1987

5, UK's VAT /expenditure gap, 1983 to 1987




TABLE 1

AGRICULTURAL SUBSIDES
. Producer subsidy equivalents (PSEs)

The OECD Secretariat estimate that the percentages of total farm
incomes which have resulted from Government subsidies and support

policies in recent years have been as follows:

per cent
1979-81 1982-85
average average
us 15 22
EC 10 39 36
Japan 55 60



TABLE 2
GDP PER HEAD OF POPULATION AT CURRENT MARKET PRICES (1986)

. Index numbers: EC12 = 100
(1) (2)
Purchasing Market exchange
power rates
@ Mm parities
| Luxembourg 172.0 173.7
1 Germany 11557 \\\ K;£?6;Eé)\
7. Denmark 1027 k‘o'l 107 e f \
R 110.0 (> nwl 121.4 145
¢ Netherlands 106.5 112.0 //(a sV
& UK 105.6 % /91.0° hari)
(; Belgium 103.2 8.2
7 Italy 102.4 97.1
10 Spain 71 .5 54.3
Il Greece 55.4 36.6
9 1Ireland 55. 2 ' 56.6
9. Portugal 51+ 6 2730
‘ ECl12 100 100
Source Commission figures circulated to COREPER, 3 November.
Comment

Other member states like to argue that, since the UK is now so
prosperous, we do not need a special abatement system any longer.
As the above series indicate, it is at best unclear whether our
\\\ relative prosperity is greater than the Community average (ppps
| ., are notoriously arbitrary). In any case, no other member state
: close to average prosperity is expected to shoulder burdens on

anything like our scale.



TABLE 3

NET BALANCES OF MEMBER STATES (AFTER CORRECTION), 1987

e ——

-— —
As a percentage Per head of population (ECU)
of GNP
Ireland 4.48 280
Greece 413 160
Luxembourg 3585 815
Portugal 1L B}k 30
Denmark 0.48 80
Netherlands 0.38 50
Belgium 0ie25 30
Spain (147 10
Italy 0.12 10
France -~ 0.85 =" S
UK = 2y — 120
Germany =) 48 =70
Sources i. Net balances: UK estimates (from published sources)
ii. GNP: European Commission (SEC(87)461/2).
iii.Population: OECD (1986 provisional Figures)
Net Abatements are read back to the year in which they
arise.
Comment

This table, which is rough and ready but is based on published
data, shows how well or badly individual member states are doing
from the Community budget. The high Luxembourg figure mainly
reflects the considerable concentration of Community institutions
in Luxembourg. As the table indicates, the net balances do not
accurately reflect relative prosperity: the Benelux and Denmark
do much too well. Ireland and Greece do extraordinarily well

already.



‘ 1 Unadjusted figures (before UK and German compensation)

2/2

. NET BALANCES OF THE MEMBER STATES

1983 1984

Belgium 0.2 0.3
Denmark 0.3 0.5
Germany -2.4 -3.0
Greece Le) 1.0
France 0.1 -0.4
Ireland 0.8 0.9
Italy 1.2 157
Luxembourg 0.3 0.3
Netherlands 0.4 0.5
UK -1.8 -1.9
Portugal - -

Spain - -

2 Adjusted figures (after UK and German compensation)

Belgium 0.2 0.3
Denmark 0.3 0.5
Germany -2.6 -3.2
Greece 1.0 1.0
France -0.2 -0.7
Ireland 0.7 0.9
Italy 10 1.5
Luxembourg 0.3 0.3
Netherlands 0.4 0.5
UK -1.0 -0.9
Portugal - -

Spain - -

Source: 83 and 84: based on Commission data circulated to Budget Committee
85, 86 and 87: UK estimates from published sources.

1985

0.7
0.3
-3.1
13
0.4
%3
1.2
0.3
0.5
=2.9

0.6
0.3
-3.5
1.3
=0.2
1.3
0.8
053
0.3
-1.0

1986

1
w
-

B N P B s e . * A & 1 I “'S B S B ¥ )

. . . . . .
N N n w - — ~nN = w (6] R (o]

(becu)
1987

0.3
0.6

Note: abatements are read back to the year in which they arise, not the year in which they are

paid.

Spain's adjusted net deficit in 1985 is its contribution to the UK's 1985 abatement.



TABLE 5

VAT EXPENDITURE GAP OF THE UK

(becu)
1983 1984 1985 1986 1987
Unadjusted figures (before UK and German compensation)
SRS e [ =229 ~ 258 =36
Adjusted figures (after UK and German compensation)
=08 - 0.4 =120 =l =104

Source 83 and 84: based on Commission data circulated to Budget

Committee
85, 86 and 87: UK estimates

Abatements and refunds are read back to the year to which
they relate.
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FUTURE FINANCING: BACKGROUND NOTE

This note summarises where we have got to in the ex novo review
of the Community's financing arrangements, and discusses briefly

the timetable for negotiations during the rest of the year.

The June European Council

e The Brussels European Council on 29/30 June considered all
the main elements in the future financing dossier. Although there
was considerable agreement of principle on the steps to be taken

to resolve the main problems, the UK could not agree:

i) that there should be discussion at that stage on the size
of any increase in the own resources ceiling. Before that
question could be addressed, agreement was needed on effective
and binding controls over Community spending, particularly

agricultural spending;

ii) that the level from which we start to calculate the

agricultural guideline should include all the 1987 overrun.

3. The text of the Council conclusions agreed by the other eleven

member states was helpful insofar as it said that:

= the use of the Community's resources should be subject to
effective and binding budget discipline;

= additional measures were required to stop surplus agricultural
production, and so reduce costs and keep expenditure within

the budget framework.

Other significant points are that the conclusions of the Elevan

referred to the need

- to express the new own resources ceiling as a fixed percentage
of Community GNP;
~ for member states' contributions to take greater account
of national prosperity (ie an implicit endorsement of the
fourth own resource proposal).
_l_




The Commission's recent papers

4. Since the European Council, the Commission have produced five
main and a number of subsidiary papers on future financing issues

which have been discussed at official and Ministerial level.

5t The draft new own resources decision COM(87)420) incorporates

the Commission's proposals on own resources, including a new own
resources ceiling of 1.4 per cent of Community GNP, annual
sub-ceilings (rising from 1.2 per cent of GNP in 1988 to 1.3 per
cent in 1992), the introduction of the new fourth resource ("diff
tax"), a 1 per cent ceiling on VAT, the abolition of own resources
refunds, and the conversion of customs duties on coal and steel
imports into own resources. (The draft ORD does not refer to
the UK's future correction mechanism. But the Commission have
this week reaffirmed their earlier proposals on this, as in
comM(87)101.

6. Our main concerns here are to limit any increases in the own
resources ceiling and to ensure that any change to the abatement
mechanism leaves us better off than wunder the Fontainebleau
financing arrangements. On the structure of own resources we
have said in discussions (but without commitment) that the "diff
tax" merits consideration as one possible means of relating
contributions to national prosperity (the main opponents are Italy,

Denmark and the Netherlands).

7/ The Commission's communication on agricultural reform

(COM(87)410) reviews past agricultural reforms, proposes new

automatic stabilisers for each of the main commodity regimes,

and outlines a policy for preserving the structure of Euorpean

agriculture. The section on automatic stabilisers is considerably
more helpful than it might have been (and represents a welcome
response to UK pressure in this area), though we still need to
tighten up the proposals in certain areas. The key thing, of

course, 1is to convince other member states that radical reform

really is essential, and to obtain agreement on figures as well



.as principles.

8. The Commission's communication on budget discipline (COM(87)430)

contains 1little that is new. As far as agricultural spending
is concerned, the call for new automatic stabilisers and the pleas
for agricultural spending to be kept within the financial guideline
are helpful. But the agricultural guideline proposal is
objectionable in that it allows in substantial loopholes for
exceptional circumstances. The Commission are still wedded to
the idea that the guideline should take account of the full amount
of the 1987 overrun. The important proposals for ensuring that
expenditure respects the guideline limit have run into considerable

problems in the Council.

g% The proposals for containing non-obligatory expenditure are
no better than those put forward previously. 'They are, in effect,
devices for evading the maximum rate discipline. Far too much
reliance is placed on the possibility of restricting expenditure
by having an inter-institutional agreement between the Council
and the Parliament at the beginning of the budgetary procedure,
and on the part to be played by the Commission's multi-annual
forecasts. The Commission's proposals in the area envisage that
the growth of non-obligatory expenditure should be about 9 times

the calculated maximum rate of increase as they forecast it.

10. The Commission's communication on the structural funds

(COM(87)386) covers a draft framework regulation incorporating

the main elements in the Commission's proposals set out in
coM(87)100 and 101. The Commission calls for a doubling of
structural fund commitments in real terms by 1992. It argues
that the funds should be targeted more effectively, and that up
to 80 per cent of the regional fund should be devoted to assisting
backward regions. We are aiming to secure agreement to a much
lower growth of total structural fund expenditure but with a rather
higher proportion of that expenditure devoted to regions suffering

industrial decline.

TS The Commission's revised draft financial regulation

(COM(87)400) provides for the Commission's main proposals on budget
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TAX APPROXIMATION Q;‘)L‘; \HN
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Relevant documents: Package summarised in Global Communication (Council doc:

8199/87); convergence proposal (Council doc: 8203/87).

UK objective: To avoid decisions that would force pace of Council examination

of proposals [intervene, as necessary, to counter suggestions by Commission or

other Member States].

Points to make:

[Early substantive/political discussion] Cannot expect to have useful discussion
of substance before in possession of full analysis of Commission approach.

Counter productive to highlight political difficulties at this stage.

[Time limit on EPC study/narrow remit] Right to remit package to EPC for
macro-economic evaluation. Council needs EPC advice to make informed

decisions. EPC needs freedom to consider all relevant issues, if advice to be
of value, and time to do thorough job. Cannot be expected to report back before
March 1988 at earliest.

[Deadlines for decisions/progress] Cannot now foresee how discussions will
progress. Know that problems likely to be numerous. So unrealistic to set

deadlines at this stage.

[Early progress on 'convergence' proposal] Commitment to convergence would be
premature and illogical. Draft directive presupposes that VAT and excise rates
will be adopted as laid down in proposals. Problems - especially on excises -
well known - must be good chance that if approximation adopted by Council, level

agreed will differ from proposals.
BACKGROUND
At its informal meeting on 12/13 September, ECOFIN agreed that, in the first

instance, the Commission's tax package should be remitted to EPC for study. No

remit and no timetable were laid down. The informal decision needs to be



confirmed at a formal ECOFIN meeting. The Danish Presidency has not proposed
the text of a remit to EPC (Key EPC members - including Ian Byatt - have
themselves been discussing their terms of reference, but have not as yet reached
conclusions. They meet again on 17 November). It is possible the Germans, as
next Presidency, may try to pin the discussion at ECOFIN to firmer conclusions.
The UK's interests lie in ensuring that any decisions taken are as unspecific as
possible. Other Member States will probably take a similar view, but may not be

keen to express it.

Lord Cockfield will formally present the proposals to the Council. He is
expected to call for speedy progress in discussions and is likely to press in

particular for
31 more frequent meetings of the Council's working group during the
rest of the Danish and the German Presidency to allow fiscal
experts to examine
a) the proposal amending the 6th VAT Directive

b) the VAT clearing mechanism

c) the excise structural proposals (which the Commission

is in the process of updating)

13, an undertaking that the Council will begin work on the rate
proposals once EPC has reported, together with a timetable for

EPC's work.

1 15 early progress on the convergence proposal.

Q‘{'Ad&d\ A cgvu 43 Velecam\w ST Mw‘) Laa a'!—kc‘t—ic\ A &a\ka&‘n&mm
A\ Vﬂéamv S#3 kg Covmcam s Dawugin Prbtouns wtn hx G petd Paberal <,



RESTRICTED
131716
MDADAN 4698

5. THE COUNCIL SHOULD AIM TO DECIDE IN PRINCIPLE ON THESE
PROPOSALS ON 6 JUNE.

6. THE THIRD STAGE WOULD COMMENCE AFTER 6 JUNE ECOFIN COUNCIL
AND WOULD BE GIVEN OVER TO NEW FURTHER COMMISSION PROPOSALS ON, FOR
EXAMPLE, PASSENGER TRANSPORT, WORKS OF ART, GOLD AND THE
EXCISE-LINKED WAREHOUSE SYSTEM AND TO RESOLVING INDIVIDUAL PROBLEMS
AND REQUESTS FOR DEROGATIONS.

7. THE COMMISSION WOULD LOOK TO THE COUNCIL TO ADOPT ALL THE
COMMISSION'S FISCAL PROPOSALS BY THE END OF 1988, IN ORDER THAT THE
MEMBER STATES MAY HAVE SUFFICIENT TIME AND ROOM FOR MANOEUVRE TO
IMPLEMENT THEM AS THEY SEE FIT, BUT IN ANY EVEN TO NO LATER THAN 31
DECEMBER 1992.

8. THIS TIMETABLE CAME WITH MUCH RHETORIC ABOUT THE CRUCIAL
IMPORTANCE OF THE ABOLITION OF FISCAL FRONTIERS FOR THE COMPLETION
OF THE INTERNAL MARKET AND THE NEED FOR THE COMMISSION TO BE ABLE TO
MAKE CLEAR IN ITS REPORT ON THE INTERNAL MARKET DUE IN DECEMBER 1988
THAT IRREVERSIBLE PROGRESS HAD BEEN MADE TOWARDS THE COMMUNITY'S
OBJECTIVES FOR 1992.

9. IN DISCUSSION, NIEMAN (NETHERLANDS) WONDERED WHETHER THE
COPENHAGEN EUROPEAN COUNCIL SHOULD BE ASKED TO GIVE ITS BLESSING TO
RAPID WORK ON FISCAL APPROXIMATION. ESPER LARSEN (PRESIDENCY) RULED
THAT THE COPENHAGEN EUROPEAN COUNCIL ALREADY HAD ENOUGH ON ITS PLATE
WITH FUTURE FINANCING.

10. THERE WERE NO OTHER COMMENTS APART FROM EXPRESSIONS OF
GENTLE GOODWILL AND REMINDERS THAT, FOR SOME MEMBER STATES, THE
CHANGES ADVOCATED BY THE COMMISSION WOULD BE VERY DIFFICULT. ALL OF
MY COLLEAGUES WERE TOO POLITE TO VOICE THEIR OBVIOUS FEELING THAT
LORD COCKFIELD'S TIMETABLE WAS LAUGHABLY UNREALISTIC.

HANNAY
ADVANCE 24
FRAME ECONOMIC PARKINSON— (57
MR KERR SIR GEOFFREY LITTLER TRSY
MR BRAITHWAITE PS/CHANCELLOR TRSY
HD/ECDCI) MR J E MORTIMER TRSY
HD/NEWS MR C D CRABBIE TRSY
HD/ERD PERMANENT SEC/MAFF

MR R LAVELLE CAB OFF
MR J H HOLROYD CAB OFF
MR PARKER CAB OFF

MR C R BUDD CAB OFF
SINCLAIR TRSY

B H KNOX HM CUSTOMS

P R H ALLEN HM CUSTOMS
CRASKE HM CUSTOMS

MR P KENT HM CUSTOMS
RESIDENT CLERK
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INFO ROUTINE EUROPEAN COMMUNITY POSTS

FRAME ECONOMIC
COREPER LUNCH 12 NOVEMBER: APPROXIMATION OF INDIRECT TAXES

SUMMARY

1. LORD COCKFIELD OUTLINES AMBITIOUS WORK PROGRAMME, WHICH HE
WILL PRESENT TO MONDAY'S ECOFIN COUNCIL, AIMING AT ADOPTION OF ALL
COMMISSION'S PROPOSALS BY THE END OF 1988.

DETAIL
2. AT TODAY'S COREPER LUNCH LORD COCKFIELD DESCRIBED AND
CIRCULATED AN AMBITIOUS THREE STAGE TIMETABLE FOR COUNCIL
CONSIDERATION OF THE COMMISSION'S PROPOSALS ON VAT AND EXCISE DUTY
‘APPROXIMATION WHICH HE WILL PRESENT AT MONDAY'S ECOFIN.

3. THE FIRST STAGE WOULD RUN UNTIL ECOFIN ON 18 APRIL NEXT YEAR.
DURING THIS PERIOD COREPER AND WORKING GROUPS WOULD EXAMINE:

(A) ON VAT SIDE, THE PROPOSAL TO REMOVE FISCAL FRONTIERS (TECHNICAL
AMENDMENTS NEEDED TO 6TH VAT DIRECTIVE), THE CLEARING SYSTEM
AND OUTSTANDING PROPOSALS TO COMPLETE THE VAT BASE (12TH, 18TH
AND 19TH DIRECTIVES):

(B) ON THE EXCISE SIDE, PROPOSALS ON THE DUTY STRUCTURES FOR MINERAL
OILS, ALCOHOLIC BEVERAGES, AND TOBACCO PRODUCTS OTHER THAN
CIGARETTES (STRUCTURE OF CIGARETTES IS CLOSELY LINKED TO THE
QUESTION OF RATES AND SHOULD BE LEFT TO THE SECOND STAGE:

(C) THE PROPOSAL FOR CONVERGENCE OF VAT RATES.

4. THE SECOND STAGE WOULD RUN FROM 18 APRIL (BY WHICH TIME THE
COMMISSION WOULD EXPECT THE EP TO HAVE DELIVERED ITS OPINION AND THE
MEMBER STATES TO HAVE COMPLETED THEIR ''MACROECONOMIC STUDIES'")
UNTIL THE 6 JUNE ECOFIN. DURING THIS PERIOD WORK SHOULD FOCUS ON:

(A) PROPOSALS ON THE NUMBER, LEVEL AND SCOPE OF VAT RATES:
(B) PROPOSALS ON THE EXCISE DUTY RATES, INCLUDING THOSE ON

CIGARETTES.
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VAT HARMONISATION IN WHAT WOULD BE A DANISH ELECTION YEAR.)

4. AIR TRANSPORT AND GIBRALTAR: I EXPLAINED BRIEFLY OUR EFFORTS
TO REACH AGREEMENT WITH THE SPANIARDS. GENSCHER ASKED IF WE
WOULD NOT BE SATISFIED WITH A DISCLAIMER. KERR SAID THE PROBLEM
WAS THAT THE SPANIARDS WERE LOOKING FOR MORE: THEY WANTED TO USE
THE EC AVIATION NEGOTIATIONS AS A LEVER TO IMPROVE THEIR GRIP
OVER THE AIRPORT. I EXPLAINED THAT THE EXISTING BARRIERS OF
DISTRUST WERE DIFFICULT TO SURMOUNT. WE HAD TO TRY TO PERSUADE
THE SPANIARDS TO WOO GIBRALTAR. TRUMPF DREW ATTENTION TO THE
RISK THE EUROPEAN PARLIAMENT WOULD TRY SIGNFICANTLY TO AMEND THE
THAT AVIATION PACKAGE.
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TO IMMEDIATE BONN

TELNO 543

OF 121100Z NOVEMBER 87

INFO IMMEDIATE UKREP BRUSSELS
INFO ROUTINE OTHER EC POSTS

MIPT: MY MEETING WITH GENSCHER, 11 NOVEMBER
OTHER EC ISSUES
SUMMARY
1. STAND-OFF ON POST-CHERNOBYL. GERMANS PROMISED NO EXCESSIVE
ZEAL ON TAX HARMONISATION DURING THEIR PRESIDENCY. INCONCLUSIVE
EXCHANGE ON AIR TRANSPORT/GIBRALTAR.
DETAIL
2. GENSCHER ASKED WHY THE SPECIAL FAC LAST WEEKEND ON
POST-CHERNOBYL HAD FAILED. I SAID THAT WE, LIKE THE FRENCH AND
QANISH, HAD MOVED FROM OUR INITIAL POSITION TO ONE OF READINESS
ACCEPT THE PRESIDENCY COMPROMISE. THERE HAD BEEN NO
CORRESPONDING MOVE FROM THE GERMANS. GENSCHER SAID THAT, AGAINST
THE BACKGROUND OF A GERMAN POLICY OF SEEKING IMPROVED STANDARDS
OF PROTECTION, THEY COULD NOT ACCEPT LOOSER STANDARDS. GERMANY
HAD BEEN MORE AFFECTED BY CHERNOBYL RADIATION THAN THE UK, AND
ITS PUBLIC OPINION WAS CORRESPONDINGLY MORE SENSITIVE. AT THE
VERY LEAST "WE SHOULD STICK WITH THE STATUS QUO. I POINTED OUT
THAT THE COMMUNITY HAD SOUGHT SCIENTIFIC ADVICE, AND THAT OUR
ORIGINAL POSITION HAD BEEN BASED ON THE ARTICLE 31 GROUP'S
THE PRESIDENCY HAD NOW PROPOSED MUCH LOWER LEVELS. IN THE
INTERESTS OF FINDING A PRACTICAL SOLUTION, WE COULD ACCEPT THESE.
BUT IF THE FRG INSISTED ON STILL LOWER FIGURES, AND WERE NOT
PREPARED TO MAKE COMPARABLE MOVES, WE DID NOT SEE A BASIS FOR
AGREEMENT.
3. TAX APPROXIMATION: I EXPLAINED OUR DIFFICULTIES OVER ANY
ATTEMPT TO LIMIT VAT ZERO RATES. OUR IMMEDIATE GOAL SHOULD BE TO
REDUCE FRONTIER DELAYS, EG BY PRESSING ON WITH THE FOURTEENTH VAT
DIRECTIVE. I HOPED THE GERMAN PRESIDENCY WOULD NOT GIVE UNDUE
PRIORITY TO THIS DOSSIER. GENSCHER SAID THAT THEY WOULD NOT AND
TRUMPF ADDED THAT GERMANY HAD ITS OWN PROBLEMS WITH THE COCKFIELD
PROPOSALS OTHER THAN ON VAT. THEY WOULD KEEP WORK ON TAX
@ RMONISATION GOING, BUT WOULD NOT BE MAKING A SPECIAL FEATURE OF
. THEY REGARDED DENMARK, NOT THE UK, AS THE MAIN PROBLEM. (IN
THE MARGINS TRUMPF TOLD KERR THAT THE DANES HAD DRAWN FRG
ATTENTION TO THE DANISH DOMESTIC IMPACT OF ANY MAJOR CAMPAIGN ON
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‘ COMPLETION OF THE INTERNAL MARKET: APPROXIMATION OF
INDIRECT TAX RATES AND HARMONIZATION OF
INDIRECT TAX STRUCTURES

GLOBAL COMMUNICATION FROM THE COMMISSION

1. Introduction: the economic and historical perspective

The Commission's White Paper on completing the internal market of the

(1)

Communi ty was a response to the need to reverse the relative decline of
western Europe. The undertaking is an ambitious one - to some perhaps
frighteningly so - but it had to be ambitious if it was to measure up to
the scale of what is needed. And the Governments of the Member States have
firmly and repeatedly committed themselves to fulfilling those ambitions.
They had already been searching for some time for a strategy - a strategy
which would revive the entire economy of Europe and reverse the process of
the previous decade or more which had caused our performance in terms of

‘ output to fall increasingly behind those of our main competitors in America

and Japan.

Their recognition that the solution was to be found in the completion of
the internal market goes back as far as the Copenhagen European Council in

December 1982 and was reaffirmed atDublin and Fontainebleau in 1984.

The Commission took up the challenge and gave it more concrete expression
by declaring in the European Parliament in January 1985 that within 8 years
— the life of two Commissions - a programme for the dismantlement of the

Community's internal frontiers would be drawn up and implemented.

The population of the European Community is nearly half as large again as
that of the United States and well over twice that of Japan. We are the
biggest and oldest-established bloc of trading nations in the world. Our
scientific knowledge and our capacity for invention are second to none. But
for want of a dynamic regenerative impetus these immense resources in con-

siderable measure lie fallow, failing to produce the growth and the rich
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harvest of prosperity of which they are intrinsically capable. Perhaps the
starkest measure of the extent of the waste and of the urgency of the need
for action is that, meanwhile, 16 million potential producers of wealth and
growth stand unemployed. The simple truth is that we are failing to make

use of the immense potential which Europe possesses.

What is the reason for this tragic waste of opportunity and potential?
The Community's Heads of State and Government had long sensed that the
answer lay in the disunity which still, nearly 30 years after the signing
of the Treaty of Rome, marked the European economy itself. The countries of
the European Community, for all their common heritage and common interest,
remain a fragmented economy, divided into a dozen separate markets; each
with its own rules; each manufacturing for its own market; each facing
obstacles and difficulties in trying to trade with other Member States.
That is why the Community has steadily fallen behind the more integrated
markets of the United States and Japan in the growth of its demand, its

production and its trade.

The Heads of State and Government, meeting in March 1985 in Brussels, set
the target and the objective by identifying as their first priority '"action
to achieve a single large market by 1992 thereby creating a more favourable
environment for stimulating enterprise, competition and trade; it called
upon the Commission to draw up a detailed programme with a specific

timetable before its next meeting'.

The Commission's blueprint in response to this challenge was rapid, bold
and radical. It has since been universally accepted as the foundation for a
rebirth of European aspirations. The White Paper on completing the internal

market did not mince its words:

"Europe stands at the cross-roads. We either go ahead - with resolution and
determination - or we drop back into mediocrity. We can now either resolve
to complete the integration of the economies of Europe; or through a lack
of political will to face the immense problems involved, we can simply

allow Europe to develop into no more than a free trade area.

The difference is crucial. A well-developed free trade area offers
significant advantages: it is something much better than that which
existed before the Treaty of Rome; better even than that which exists

today. But it would fail and fail dismally to release the energies of the




people of Europe; it would fail to deploy Europe's immense resources to the
maximum advantage; and it would fail to satisfy the aspirations of the

people of Europe."

The White Paper and its programme were welcomed‘and largely endorsed by the
European Council meeting in Milan in June 1985. Six months later saw the
adoption of the Single European Act which establishes as a legal commitment
the objective of '"an area without internal frontiers in which the free
movement of goods, persons, services and capital is ensured." A Europe
without internal frontiers - not a Europe with fewer or simpler frontier
controls, but one with no such divisive frontier controls at all. The
programme in the White Paper is for a comprehensive elimination of all the
barriers - the physical barriers, the technical barriers and the fiscal
barriers - which cause the face of Europe to be scarred by the frontiers
which divide it. One of the declarations that accompanied the Single
European Act made specific reference to '"decisions necessary to implement
the Commission's programme described in the White Paper on the Internal

Market".

The Commission and the Governments of the Member States are therefore

firmly committed to embark on the completion of the programme.

2. Completing the Internal Market: the fiscal aspects

The Commission has taken as its starting point a snapshot of the existing
wide spread of indirect tax rates and structures in the Community. It has
then confined itself to setting out the minimum changes which must be made
to that picture in order to achieve a sufficient degree of fiscal
approximation. It must be clearly understood that the present package is
not an attempt to design an ideal fiscal system for the Community, but a
blueprint for abolition of fiscal frontiers. It is in that spirit that the
Commission has tried to find the most practical possible solutions; and it
is in that spirit, and taking possible problems of adjustment into account,
that they are presented and must be studied. That is the job which the

Commission was asked to do.

Already in Milan in June 1985, the European Council launched an intensive
programme of activity based on the White Paper proposals. As far as the

fiscal chapter (Part III) was concerned, the Milan conclusions stated: "As
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regards . the approximation of VAT and excise duties, the European Council
invited the Council of Ministers for Financial Affairs (ECOFIN) to examine
on the basis of the White Paper any measures which might be necessary for
the achievement of a single market and the possible timetable for the

application of those measures."

The ECOFIN Council delegated this mandate in the first instance to a
high-level group of fiscal experts who, together with representatives of
the Commission, considered the fiscal proposals outlined in the White Paper
and the possible alternatives to it. The high-level group reported to the
ECOFIN Council in June 1986 that the proposal would achieve the removal
of formalities and fiscal controls at borders in the case of intra-
Community trade and that the alternatives they had considered would fail to
result in the removal of fiscal frontiers and could not, therefore, be
recommended. Nevertheless, the report also made it clear that there were
still considerable difficulties, uncertainties and hesitations, and

concluded that 'Member States will not be able to decide whether the

measures envisaged by the Commission are ultimately acceptable to them

until full details of the measures as a whole are available. Only when

Member States can see clearly

- the financial, budgetary, economic and social consequences of the

measures for them,

- the practical consequences for both the economy and individuals and the

national budget entailed by the clearing mechanism,

will each of them be in a position to weigh up the advantages and
disadvantages resulting from the Commission's system and decide whether it

is prepared to agree to the system."

The ECOFIN Council in June 1986 discussed the group's conclusions and
reserved its position until the Commission had submitted to the Council
"detailed proposals on the rates and rate structure of indirect taxation
and on the cléaring system, On that basis the Member States will be able -to
state their position on the approach which the Commission envisages in Part

I1I of the White Paper'".

This Communication provides the detailed proposals for which ECOFIN have
asked. It constitutes the beginning of the next, and probably most
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decisive, phase of this dialogue. As is clear from the conclusions of the
high-level group and the ECOFIN Council, the process of fiscal integration
cannot begin in earnest until the Member States have had an opportunity to
assess what fiscal approximation will mean to them in real terms. Only when
a clear and coherent set of proposals for fiéﬁal approximation is on the
Council table will the Member States be in a position to weigh up the
implications for themselves, and to determine what benefits and what costs
they offer to each of them in their own particular circumstances, both in

the shorter and the longer term.

Neither the Commission nor the Member States have ever had any illusion
about the magnitude and the difficulty of the task ahead. But they have not
hitherto been in a position to measure it. The present proposals are the
basis on which that task of analysis, of evaluation and of eventual
adjustment can now take place. Every effort will need to be made to find
Community solutions to difficulties that may arise. If that should prove in
some cases to be impossible, the Commission is prepared to examine with the
Member States concerned what special measures might be applied to them.
Such measures would have to be of a temporary nature and must cause the
least possible disturbance to the functioning of the Common Market. The
Commission could then propose appropriate solutions to the Council, notably
as provided for in Article 8C of the Treaty as amended by the Single
European Act.

As is discussed in more detail later in this paper, the path to abolition
of fiscal frontiers in 1992 will be an easier one to tread for some Member
States than for others. Some aspects may cause extreme difficulty in some
cases, for example in Member States whose budgetary receipts would be
significantly reduced or increased. The Community as a whole - the Member
States and the Commission working together - will have to find ways,
including the possibility of derogations where these can be justified, of
easing the path for those of its members for whom the implementations of
the proposals could pose political, social or budgetary problems. The
proposals already provide a major element of flexibility; it is proposed
that Member States be given freedom to determine their own path to 1992 and
the pace at which they travel along it. The Council and the Commission will
monitor the pattern of progress and may propose solutions to difficulties
which manifest themselves. The Commission will consider the possibility of
proposing complementary measures at a later date, which would enable the
measures proposed here to be amended on a Community basis if economic

developments were to make that desirable. This would enable any limitation
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which fiscal approximation might impose on Member States' flexibility of

response to be compensated for at a Community level.
All this, however, is yet to come. The immediate task for the Community is
to study the proposals which accompany this communication and for each of

its Members to evaluate their significance.

3. The Proposals

The White Paper demonstrated that if fiscal frontiers are to be abolished
and the indirect taxation system of the Community is to serve the single
unified market which we are committed to completing, there must be a
considerable measure of approximation of indirect taxes. Only then, when
indirect tax levels are sufficiently close as between one Member State and
another so as not to distort competition and patterns of trade, will it be
possible for the European economy to work in a free and unfettered way;
only then will goods, services, capital and people be able to move freely
to where they enjoy genuine comparative and competitive advantage. If we
are to abolish the internal frontiers which at present divide us, i1t is
vital to deal with fiscal frontiers and the underlying reasons for their
existence. This is not a new dawning of the truth. It is something which
has been accepted ever since the founding of the Community: and it has been
re-affirmed on many subsequent occasions, not least in the Single European

Act itself.

The abolition of fiscal frontiers will bring with it the abolition for
intra-Community trade of the existing system of relieving goods from tax at
export and of imposing tax at import, as has indeed been envisaged ever
since the First VAT Directive was adopted twenty years ago. Elimination of
the distinction made at present between supplies within a Member States and
supplies to another Member State should result in significant adminis-

trative simplification for traders.

In addition, the removal of fiscal frontiers necessitates approximation of
VAT and the main excise duties if unacceptable levels of distortion of

competition, diversion of trade, and tax fraud are to be avoided.

The Commission is also proposing a VAT clearing mechanism to ensure that,

after frontier controls have been abolished, the Member States continue to



receive the revenue to which they are entitled. It will ensure that output
tax collected on export sales in one Member State is passed on to the
Member States in which the supplies are finally consumed. The mechanism is
described in detail in a separate Working Paper but is in essence a central
account through which Member States will drad or pay money periodically,
depending on the extent to which they are net importers or exporters.
Member States will calculate the amount to be drawn from or paid to the
central account on the basis of information supplied in traders' VAT
returns. No additional records will need to be kept. For excise duties, no
such system is needed, since these are not charged until the goods are
released from bond, normally in the country in which they are to be sold to

the final consumer.

There are, of course, other indirect taxes within the Community, such as
taxes on the registration of vehicles, and on the purchase of houses, which
vary considerably from Member State to Member State. Those variations can
be such as to cause distortions of competition and deflection of trade. But
they do not impede the free movement of goods in the sense that the
differences between them do not give rise to controls or formalities at
frontiers. The Commission actively pursues cases in which such indirect
taxes breach the rules of the Treaty, but does not consider their approxi-

mation to be a necessary part of the abolition of fiscal frontiers.

In adopting its approach to the elimination of fiscal frontiers, based on
the notion of the sufficient approximation of the existing patterns of
indirect taxation in the Member States, the Commission is strictly imple-
menting ArticTe 99 of the Treaty as amended by the Singlé European Act. Thatarticle
calls for proposals 'for the harmonisation of legislation concerning
turnover taxes, excise duties and other forms of indirect taxation to the
extent that such harmonisation is necessary to ensure the establishment and
the functioning of the internal market within the time limit laid down in
Article 8A (ie, 1992)". The Commission has refrained from proposing
anything which is not strictly necessary for that purpose. There are
pressures from one quarter or another to use the approximation process as a
vehicle for achieving other fiscal changes or even non-fiscal policy
objectives. The Commission considers, however, that it would not be
justified in seeking to place additional strains of adaptation on Member
States in this way. Every effort has been made to avoid running counter to
other policy objectives, and to bear the wider economic social and regional
implications in mind in formulating these proposals. But these are among

the implications which can only be evaluated on the basis of a collective
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‘ consideration of the proposals. In what will be a challenging period of
transition, the Commission has concentrated on two overriding priorities:
its proposals must result in the best possible fiscal environment for
economic operators in the internal market; gt the same time they must
minimize the adverse effects of the approximation exercise for Member
States' revenue flows and budget flexibility. This document sets out in
general terms the Commission's proposals for a manageable level of approxi-

mation. The specific proposals in question are listed in Annex A.

For ease of analysis, VAT and the excise duties are dealt with separately

in the following two sections.

4, Approximation of VAT rates and rate structure

The First and Second VAT Directives, which 1laid down in 1967 the
foundations of the Community VAT system, already clearly envisaged the
abolition of tax on imports and the remission of tax on exports in trade
between Member States and the approximation of legislation concerning
’ turnover taxes in order to eliminate distortion of competition within the
Community. This objective has been repeatedly confirmed over the years.
Considerable progress has been made towards the creation of a common VAT
base, notably with the adoption of the Sixth VAT Directive. The Sixth
Directive lays down, in particular, a clear programme for the staged
introduction of the fiscal conditions permitting the internal market to
function. That programme is already under way. The Commission has put
forward several proposals - notably the Seventh, Twelfth, Eighteenéh and
Nineteenth Draft Directives - designed to eliminate some of the most
significant remaining areas of divergence. The Council should deal with
these proposals as a matter of urgency. Certain derogations have not yet
been tackled. More is said of these questions later in this Communication.
Nonetheless, there now exists an identifiable common VAT base which
represents a decisive step along the road towards a common fiscal system

and thus towards the elimination of fiscal frontiers. - ‘

a) Number of rates

The starting point for any approach to the approximation of both the

number and level of VAT rates must be the existing situation in the

Member States. This is as follows:




Reduced Standard Increased

Pates rate rate
Belgium (1) (2) 1&6 19 25 & 2548
Denmark (1) - 22 -
France 2:1; 4

5.5 & 7 18.60 3E11/.3
Germany Vi 14 -
Greece 6 18 36
Ireland (1) 2.4 & 10 25 -
Italy (1) 2 & 9 18 38
Luxembourg 3&6 12 -
Netherlands 6 20 -
Portugal (1) 8 16 30
Spain 6 12 33
United Kingdom (1) - 15 -

Rates applicable as at 1.4.1987

From the above it can be seen that all Member States, with the
exception of Denmark and the UK, apply more than one rate. Thus,
although the Commission accepts that, in theory, a VAT system with only
one rate is the simplest and most efficient structure, it is clear that
such an approach would have disruptive consequences for all Member
States, other than the two mentioned, and is unlikely to be acceptable
to the Community as a whole. It is therefore proposed that a multi-rate

system should be adopted.

(1) Also applies an exemption with a right to refund'(ie a
zero-rate) to certain dcmestic transactions (NB all

Member States apply the zero rate for exports and like
transactions). [
(?2) Also applies an intermediate rate of 17%
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The question of how many rates a Community multi-rate system should
have is less clear cut. Whilst a majority of Member States have three
or more rates, in practice they fall into two main camps, namely those
with a standard and a reduced rate or rates and those with standard,
reduced and increased rates. Taking into account the fact that, where
Member States have more than three rates the more extreme rates
normally apply to only a very limited number of products, the real

choice lies between a two-rate and a three-rate system.

There is little doubt that a three-rate system creates more complica-
tions for both taxpayers and national administrations and that it would
therefore be simpler and more cost-effective to move to a two-rate
system than to oblige those Member States who currently do not apply an
increased rate to move to a three-rate system. Furthermore, since the
existing increased rates are applied to a relatively small proportion
‘of the tax base in each Member State (on average below 10%), their
abolition would not create undue budgetary problems. Finally, the
coverage of existing increased rates is not particularly homogeneous
and it would therefore be difficult objectively to draw up a common
list of goods and services which should be subjected to an increased
rate. For all these reasons, the Commission has concluded that a
two-rate system would be preferable - namely a system with a standard

rate and a reduced rate only.

b) Scope of the reduced rate

In most Member States the coverage of the reduced rate or rates is
generally restricted to items of basic necessity. The zero-rates in
Ireland and the United Kingdom cover much the same ground. Taking this
into account, there is a considerable degree of consistency in the
different Member States. The Commission proposes therefore that the
following basic goods and services should be taxed at a reduced rate
under the harmonized Community VAT structure, but it is important to
read this list in conjunction with what is said at 2d) below about zero

rates.

- foodstuffs (with the exception of alcoholic drinks);

- energy products for heating and lighting;



c)

- supplies of water;

- pharmaceutical products;

- books, newspapers and periodicals;

passenger transport.

Overall, these items represent approximately one third of the common

Community tax base.

Rate levels

The standard rates currently applied in the Member States vary from 12%
(Spain and Luxembourg) to 25% (Ireland). This is clearly too wide 'a
band to permit the abolition of fiscal frontiers without serious
economic consequences. The spread of rates therefore has to be narrowed
to a point where the difference between the upper and lower limits will
itself not create intolerable price differences between the Member
States (especially those which are adjacent). On the other hand, the
Commission is conscious that the narrower the band becomes, the greater
is the number of Member States that will suffer budgetary disruption.
In terms of the second of these criteria, the optimum spread of the
standard rate band would be 8 points (which would incorporate 10 out of
the 12 standard rates currently applied, within a band from 12% to
20%). Unfortunately, however, neighbouring Member States are to be
found at either end of this spectrum and the Commission has been forced
to conclude that the resulting tax-induced border price -differentials
would generate trade distortions and fiscal fraud, which Member States

would be likely to find unacceptable.

If, however, the standard rate band were narrowed from 8 to 6 points
there would still be 8 Member States who would currently fall within
this range (if the parameters were set at 14% and 20/%) and the
resulting price differentials would become that much less distortive
and more manageable. The Commission has, therefore, concluded that the
optimum norm for the standard rate should be within a permitted range
of between 14% and 20%. In fixing their own individual rate within this
band, Member States would need to take into account the effect of
market forces once fiscal frontiers had been eliminated - and would, of

course, be entirely free to do so.
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Turning to the reduced rates, these currently vary from 1% to 10% but
the lowest rates apply only to a very few products and those with
significant coverage vary from 4% to 10%. On the other hand, it also
has to be borne in mind that two Member States currently apply a zero
rate to most, if not all of the basic goods and services which are
included in the list of items to be taxed at the reduced rate. Taking
these various factors into account, the Commission has concluded that
the permitted range for the reduced rate should be between 4% and 9%
though in view of the inclusion in this rate band of certain sensitive
sectors, such as the cultural sector, the Commisgion recommends that

Member States fix their rate in the lower half of that band.

The weighted average VAT burden resulting from these calculations (i.e.
the total tax yield in proportion to the total harmonized tax base) in
the Community is currently around 13%. The proposed rate bands will
permit Member States to choose rates which will result in a minimum of
disruption for the maximum number of Member States in terms of this
existing tax burden. The future weighted average VAT burden will, of
course, depend on the actual choices made by the Member States within

the permitted bands.

Derogations, zero rates and exemptions

The White Paper acknowledged that some countries would face consider-
able difficulties with fiscal approximation; 'and it said that
derogations might be needed to meet these problems. This is likely to

be of particular importance in the case of zero rating.

It has always been an accepted part of Community policy that zero
rating, except in the case of exports, was a temporary measure which
would disappear with the Completion of the Internal Market. This was
clearly stated in the second VAT Directive adopted in 1967 and restated
in the Sixtb VAT Directive adopted in 1977.
\ -~
The zero rating of supplies generally acknowledged as basic necess-
ities rests upon considerations of social policy; though it is clearly

a less efficient way of achieving such objectives than measures more
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cl .sely targeted towards those in need. Only two Member States have

followed such policies to any significant degree; the other Member
States have Successfully accommodated themselves to a broadly based
concept of VAT without the extensive use of zero rating. This has
been achieved by direct compensation of disadvantaged groups through
the social security system and welfare payments, thus directly bene-
fiting the groups primarily affected in a more cost-effective way than
is achieved by a fiscal price subsidy. It should also be remembered
that zero rating, by giving a price advantage to the products of one
Member State, distorts competition within the Community; this is
particularly true when applied to supplies which feed through into
industrial and commercial costs. Finally, it needs to be remembered
that, for any given yield of revenue, zero rating in one area must
inevitably lead to a higher overall rate of tax elsewhere; if 50%

of consumer expenditure is exempted by zero rating, the rate

of tax elsewhere necessarily has to be twice what it would have

been if there had been comprehensive coverage.

For all of these reasons, the Commission could not recommend that the
Community should abandon what has been its considered and settled
policy ever since the VAT was first adopted. It is for this reason,
that in the rates and coverage proposed above, the Commission has not
proposed zero rates, but has proposed that for the most part basic
necessities should be charged at the reduced rate, as is the practice

in almost all the Member States.

Nevertheless, the Commission accepts that some Member States face
difficulties. The Commission recognises that the Member States
concerned may well wish to be granted derogations to meet their
particular difficulties. Indeed, this point was clearly recognised in

the White Paper itself.

The Commission has indeed considered whether it should already at this
Jjuncture propose such derogations but has come to the clear view that
it would not in any event be practicable to do so until the Member
States have had a chapnce to study its proposals and consider what
particular difficulties they may present. Though the proliferation of
derogations would present serious problems that could threaten the
operation of the internal market and the objective of abolishing

fiscal frontiers, the Commission would of course take a constructive
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part in the discussion of any derogations for which Member States in
real difficulty might feel the need. But that dialogue cannot commence
until the present proposals have been studied and evaluated by all

concerned.

This is not the place to deploy at any length the arguments for and
against such derogations. The principle which needs to be respected
all the time is the integrity of the Internal Market. Clearly where
trade between Member States inevitably involves significant additional
costs, it may well be possible for the market to accommodate cost
differences resulting from derogations without too much risk of
deflection or distortion of trade. But where cross-border shopping is
easy and involves’' of itself no significant additional costs,
derogations might well create significant distortions. For this reason
also derogations are not simply a matter concerning the Member States

asking for the derogation, but concern also the other Member States.

The second point which needs to be made is that derogations always
carry a cost - which ultimately is borne primarily by the Member State
concerned. The objective of the Completion of the Internal Market is
to reduce actual and identifiable costs arising from the present
frontier controls, and to give industry a more cost-effective basis on
which to conduct its operations by having access to an undivided
market of 320 million instead of primarily to its own domestic market
only. Derogations may well lead neighbouring Member States to insist
on the maintenance of frontier controls directed specifically against
the Member State concerned. It would be a tragedy for the Community as
a whole and in particular for the Member State concerned if by its own
policies it forced itself into a position where effectively it had cut
itself off from the overwhelming benefits which will flow from the

integrated European market.

A word should also be said here about exemptions. The Sixth VAT
Directive, in laying down the basic principles of the tax base,
designated.éertain supplies as in principle exempt but gave Member
States the option to continue to tax some of them on a transitional
basis. Others were to be in principle taxable, but again as a

transitional measure, Member States were allowed to continue to exempt
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them. The draft Eignhteenth VAT Directive, still before the Council,
seeks in the interests of fair competition within a single internal
market to bring many of these transitional options to an end - either
as permanent exemptions or by bringing the supplies concerned
definitively into the tax net; others remain to be settled at a later
stage, including the treatment of gold (other than fér ‘industirial use) and of
works of art, where further thought needs to be given to what the
definitive régime should be. Further proposals will therefore be

needed, as foreseen in White Paper programme.

5. Excise duties

When first putting forward its proposals in 1972 for harmonizing the
structures of excise duties, the Commission singled out for retention and
harmonization at Community level the excises on manufactured tobacco,
mineral oils, spirits, wine and beer. The other excise duties were to be
phased out to the extent that they involved tax adjustments at internal
frontiers. This programme had as its ultimate objective the creation of

conditions permitting the abolition of fiscal frontiers.

This objective can, of course, only be met when common rates of excise
duty are charged on harmonized structures throughout the Community. The
present proposals, put forward under the White Paper programme, complete
the process by laying down the common rates to be applied to those
structures. It should be stressed, however, that very little progress has
so far been made in the.Council towards the adoption of the Commission's
structural proposals. Consequently, the considerations in respect of the
excise duties are more complicated than those in respect of VAT because
not only the rates but also the structures still differ widely between

different Member States.

As far as excise duties are concerned, any flexibility in the rates of
duty which might be permitted would be compounded with the permitted
margin for VAT rates and would therefore result in tax-induced price
differentials'well in excess of b%. This is because VAT is imposed on the
price of goods inclusive of excise duty. Consequently, the Commission has
proposed that, as a general rule, any margin of flexibility in
approximating rates should be reserved for the VAT rates because these

rates have by far the widest coverage and therefore have an overriding
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importance for Member States' budgets. For tobacco products, where the
Commission is proposing a composite rate for the ad-valorem excise duty
and VAT, taken together, a margin of flexibility is proposed which is
equivalent in its effect on retail prices to the margin proposed for VAT
on other goods. More generally the possibiliéy of providing a margin of
flexibility on excise duties in particular cases of difficulty would
depend on whether it was compatible with the objective of the abolition of

frontier controls.

As regards the level of excise rates, the present divergence between
Member States is much greater than in the case of VAT and it is
consequently that much more difficult to arrive at an optimal solution
which will cause the least amount of disturbance to the greatest number of
Member States. Account must also be taken of other Community policies

which affect mineral oils, tobacco products and alcoholic beverages.

In determining the rates the Commission's general approach has been to
secure equity between Member States and the minimum disruption in each
sector. The method for achieving this has varied according to the

particular circumstances or characteristics of each sector in question.

Accordingly, in the case of tobacco products the rates have been
calculated on the basis of the Community arithinetic average which gives
equal weight to the rates applied by each Member State. The resulting rate
produces an increase in the overall taxation of manufactured tobacco at
Community 1level, which is consistent with the Commission's policy in
health matters, set out in the report to Parliament in 1982 (COM(82)61
final) and in the Action Programme: "Europe Against Cancer" (coM(86)717
final).

The alcoholic drinks sector is broadly composed of two categories -
distilled and fermented beverages. For the former (ie spirits) the
Commission has taken the Community arithmetic average. However in the case
of the fermented beverages (wine and beer) it was found that the effect of
the arithmetic average, and also of an average weighted by consumption,
would be highly disruptive. The solution proposed for these products,
which are in competition, is therefore to tax them equally per litre of

product on an overall revenue-neutral basis.
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For mineral oils the Commission is proposing, for each main category of
product, a rate which minimises disturbance to national tax revenues or
industrial cost patterns. Thus for petrol which is by far the most
important producer of revenue in this sect;r, a rate based on the
arithmetic average of existing rates has been chosen. For diesel, heating
gas oil and heavy fuel oil on the other hand, whose use is predominantly
commercial, the Commission considers that an average weighted by
consumption would be more appropriate, as it minimizes the effects on

industrial costs.

On the basis of these considerations the Commission accordingly proposes

the following rates:

Alcoholic drinks Amounts in ECU

Alcohol for beverages

(per hl of pure alcohol) 1273
Intermediate products (per hl) 85
Wine (per hl) average 11% vol) 17
Beer (per hl) (average 12,5° plato) 17

Manufactured tobaccos

Cigarettes (specific excise per 1000) 19.5

ad val + VAT (in % of retail price) 52%—-54%

Cigars and cigarillos

ad val + VAT (in % of retail price) 34%-36%

Smoking tobacco

ad val + VAT (in % of retail price) 54%-56%

Other manufactured tobacco

ad val + VAT (in % of retail price) 41%-43%



Mineral oils

Petrol, leaded, and medium oils

used as propellants, per 1000 1 340 ECU
Petrol, unleaded per 1000 1 310 ECU
Liquified petroleum gas (LPG) per 1000 1 85 ECU
Diesel (gas-o0il) per 1000 1 177 ECU
Heating gas-o0il and

medium oils used as fuels other than

propellants per 1000 1 50 ECU

Heavy fuel oil per 1000 kg 17 ECU

It should be noted that the excise duties proposed above are based on the
situation as at 1 April 1987. Between now and 1992 the amounts of the
specific duties will be adapted annually by the Commission in accordance
with the general consumer price index in the Community and the revised

figures will be communicated to the Member States.

6. Overall budgetary effects

As indicated previously, the Commission has kept in mind in formulating
its proposals the need to minimize budgetary disturbance for the maximum

number of Member States.

While the eventual adjustments which may be needed in individual Member
States' budgetary arrangements are primarily and properly a matter for
the Member Stgtes concerned, some tentative global qualitative assessment
of the likely‘overall effects of the Commission's proposals can be given
at this stage. Any quantitative estimates would have to be based on
purely mechanical calculations which could not take account of the
effects of changes in demand which tax and price changes may generate
(elasticity effects); or of the effects on frontier trade; or of any

macroeconomic stabilising mechanisms which may operate in the absence of
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compensatory measures. Taking such effects into account would in
principle reduce the initial budgetary gains or losses shown. The
Commission is, however, very conscious that in view of the complexity of
the present tax rates and structures, and in view of the freedom given to
the Member States to determine how they make tﬁé fiscal changes they need
between now and 31 December 1992, any quantitative estimate of these
moderating effects would be particularly difficult and unreliable. In
particular an in-depth study of such effects would require a prior
knowledge of the nature and extent of any compensatory policies which the
Member States might adopt, depending on their budgetary situation and the
use they make of indirect taxation. The Commission asked for such
information early on in the process of formulating its proposals but has
had only an inadequate response. The task of evaluating the effects of
these proposals for individual Member States is, in any case, primarily a
task for the Member States themselves. With the publication of the
proposals, that is a task on which they can now begin. The Commission has
already undertaken a certain amount of exploratory work in collaboration
with national administrations. It is ready to pursue these studies and to
complete them on the basis of any suggestions which the Member States may

submit as to the adjustments they may consider desirable.

Subject to these qualifications, it seems probable that three Member
States (Belgium, Italy, the Netherlands) would be able to continue to
obtain the same level of total tax revenue from the VAT and excise duty
rates proposed as they currently receive. One Member State (France) would
suffer a slight budgetary loss, while three Member States (Germany,
United Kingdom and Greece) would obtain small or moderate increases in
budgetary receipts. Two Member States (Ireland and Denmark) would suffer
pronounced budgetary losses, while the other Member States (Luxembourg,
Spain and Portugal) would obtain substantial increases in budgetary

receipts.

7. Timetable

It is intended that Community rates for VAT and the excise duties should
enter into force no later than 31 December 1992. It will be the
responsibility of the individual Member States to work towards these

rates in the intervening period. The Commission will monitor the progress



being made by the Member States and will report periodically to the

Council, in accordance with the provisions of Article 8B of the Treaty as

amended by the Single European Act. Such reports will consider the need

for proposals for any complementary amending measures to take account of econo-

mic developments.

Furthermore, the Commission is putting forward a Convergence Proposal
which replaces the standstill proposal currently before the Council (1).
The convergence proposal, which covers both the VAT rates and the main
excise duty rates, aims to ensure that Member States do not diverge from

the overall objective in the meantime.
8. Conclusions

The abolition of fiscal frontiers is a vital element in the completion
of the internal market. But it will also be an achievement of incalcu-
lable value in itself. The most direct and immediate benefit would
accrue to industry and commerce as the administrative cost of fiscal
frontier formalities virtually disappeared and the time spent in
transporting goods was reduced. Relieved of those costs, firms in the
Community would become more price-competitive both within the internal
market and internationally. That in itself would increase their
potential market and lead to economies of scale in production. These,
together with the reduction in administrative costs, would be reflected
in lower prices for the consumer. Real domestic demand in the Community
would rise, with favourable effects on GDP growth. And, of course, the
cost of frontier controls to member governments would be reduced.
Frontier controls for fiscal reasons constitute the overwhelming
majority of such controls. A Community in which it was no longer
necessary for the citizen to worry about whether or not he had exceeded
his travellers' allowance or whether he could drive his car into one
Member State or another; a Community in which traders could do business
with customers in other Member States just as they do with customers in
the next street or the next town; a Community in which there would no
longer be the endless queueing and form-filling and rubber-stamping at
frontier posts; a Community in which goods and services no longer bore
the extra and unnecessary cost of delay and bureaucracy; such a
Community is well worth the effort on all sides that the Commission's

proposals will undoubtedly require.

(1) coM(85) 606 as amended by COM(87) 17



That effort, the Commission acknowledges, will be a considerable one.
The Commission has done as much as possible to minimise it, but is
nevertheless well aware that for some Member States the measures
proposed will create problems, even though -they allow a degree of
flexibility and a reasonable period for adjustment (i.e., until the end
of 1992). The Commission has, therefore, always acknowledged that there
may be a need for derogations since these difficulties cannot be allowed
to jeopardize the fundamental objective of creating a single European
market. Nevertheless, it is in the general interests of the Community

that such derogations should be kept to the minimum.

The Commission is nonetheless convinced that the present proposals for
the approximation of the VAT and exciseArates, taken in conjunction with
the proposals already on the table, will serve two major purposes. They
will firstly permit the abolition of fiscal frontiers; they will thus
contribute towards the attainment of an integrated and expanding
European economy. They will also satisfy, so far as possible, the
legitimate concern of individual Member States that their existing

economic and taxation systems should not be unduly disrupted.
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-ANNEX A
PROPOSALS TO BE SUBMITTED IN CONNECTION WITH

THE APPROXIMATION OF INDIRECT TAX RATES AND
HARMONIZATION OF INDIRECT TAX STRUCTURES

VAT

1) Proposal for a Council Directive supplementing the Common System
of Value Added Tax and amending Directive 77/388/EEC - approxi-
mation of VAT rates. COM(87) 321

2) Proposal for a Council Directive supplementing the Common System
of Value Added Tax and amending Directive 77/388/EEC - Abolition
of Fiscal Frontiers. COM(87) 322

3) Outline Working Paper for a Community VAT clearing mechanism.

com(87) 323

4) Proposal for a Council Directive instituting a process of
convergence of rates of value added tax and excise duties.

COoM(87) 324
EXCISES

1) Proposal for a Council Directive concerning the approximation of

taxes on cigarettes. COM(87) 325

2) Proposal for a Council Directive concerning the approximation of

taxes on manufactured tobacco other than cigarettes. COM(87) 326

3) Proposal for a Council Directive concerning approximation of the

rates of excise duty on mineral oils. COM(87) 327

4) Proposal for a Council Directive concerning approximation of the
rates of excise duty on alcoholic beverages and on the alcohol

contained in other products. COM(87) 328
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EXPLANATORY MEMORANDUM

The overall approach towards completing the internal market as far as indi-
rect taxation is concerned is described in the Commission's Global Communi-
cation to the Council¢'’. That Communication sets out the reasons underly-
ing the proposals which the Commission is making and deploys the arguments
in their support. It is particularly important therefore that the present

docuéent should be read in conjunction with the Global Communication.

On 21 November 1985, the Commission submitted to the Council a proposal for
a Directive®?’ which instituted within the framework of the White Paper on
the completion of the internal market¢®’ a standstill on VAT and any new
excise duties in order to prevent any further increase in the existing dif-

ferences between national systems of indirect taxation.

On 22 May 1986, the Economic and Social Committee delivered a favourable
opinion on the proposal¢#>. The European Parliament was also in principle
in favour of the proposal, but in its opinion of 9 October 1986¢®> put for-
ward a number of amendments which led the Commission to amend its original

proposal ¢’

Now that the Commission has presented its detailed proposals in the field
of indirect taxation described in the Global Communication, the proposed
standstill Directive as at present drafted is no longer appropriate.
Instead, the Commission proposes a new draft Directive which would prohibit
any divergence in the number and level of VAT rates at present applied by
the Member States whilst at the same time allowing, and indeed encouraging,
convergence towards the number and level of VAT rates which the Commission

proposes should apply by 31 December 1992 at the-latest.

€2 Document COM(87) 320 final

23 0. JSONES [C 313 0f14.12.1985

¢3> Bulletin CE 6/1985, points 1.3.1 and following
¢4> 0.J. Nr. C 207 of 18.08.1986

¢8> 0.J. Nr. € 283 of 10.11.1986

($37.0.J. Nr. C 30 'of 07:02.1987



Similarly, for excise duties on alcoholic drinks, tobacco products and
mineral oils, only changes which converge towards the rates of duty pro-
posed by the Commiss}on would be allowed. The introduction of new excise
duties which give rise to controls at internal frontiers would be prohib-
ited.

Commentary on the Articles

Articie 1

Provisions relating to VAT

Paragraph 1 proposes, as a general rule, a prohibition on changes to the
number and rates of tax except within the conditions fixed by paragraphs 2

and 3.

Paragraph 2 establishes the provisions which concern the number of rates to

be retained.

Paragraph 3 provides that the Member States can alter their normal and
reduced tax rates on condition that they do so within the terms provided
for in the Directive. The higher tax rates must be abolished, or reduced
in such a way as to align themselves on the VAT system of two rates

proposed by the Commission.

Article 2

Provisions relating to excise duties

Paragraph 1 provides for a prohibition against the introduction by Member
States of new excise duties which give rise in trade within the Community
to the system .of taxation of . imports and refunds on export or to internal

frontier controls.

o



Paragraphs 2 and 3 provide for a standstill for the excise duties which
relate to tobacco pboducts. alcoholic drinks and minerél oils as set out in
paragraph 4. The standstill includes a prohibition against any increase in
the scope of these dutles.

Paragraph 4 provides that the Member States can alter their excise duties
which apply to alcoholic drinks, tobacco products and mineral oils provided

that they move towards the Community rates.



Proposal for a

Council Directive instituting a process of
convergence of rates of value added tax and

excise duties

The Council of the European Communities,

Having regard to the Treaty establishing the European Economic Community,
and in particular Article 99 thereof,

Having regard to the proposal from the Commission,
Having regard to the opinion of the European Parliament¢'’,

Having regard of the opinion of the Economic and Social Committee¢2>,

Whereas completing the internal market, which is one of
the fundamental objectives of the Community, requires
that fiscal frontiers be abolished, that is to say that
the system of remission of tax on exportation and the
imposition of tax on importation and of frontier controls
on taxable persons as well as on private persons be
discontinued;

Whereas the measures to be taken to accomplish that objective ought
to be spread over a period of time, but it is mecessary at present to
avoid an increase in the existing divergence between the fiscal systems of

the Member States and on the contrary to encourage their convergence:;

Whereas, in order to attain this objective, it is necessary for the Member

States to refrain from altering the number and the rates of value added
tax; whereas it is on the other hand desirable that the Member States
should, if they wish, be authorized to alter the number and the rates of
tax thch they apply in each situation so that the substantial differences
that currently exist within the Community may be reduced;

<1

<2



Whereas only the excise duties on tobacco products, alcohoiic drinks

and mineral oils ought to be maintained at a Community level; whereas the Mem-
ber States ought therefore to commit themselves not to introduce new

excise duties or to increase the rates or the scope of existing excise

duties; whereas it is appropriate, however, to allow them to move

their main excise duty rates towards the Community rates,
HAS ADOPTED THIS DIRECTIVE:
Article 1

Value-Added Tax provisions

1. 8tandstill

Pending the adoption of provisions concerning the number and level of
the rates which will have to be applied in the Community in order to
permit the abolition of the remission of tax on exportation and of the impo-
sition of tax on importation insofar as trade between Member States is con-
cerned, Member States shall refrain from altering the number and level of
rates which they apply at the date of adoption of this Directive, subject to

the rights provided for in the paragraphs below.

2. Optional convergence of the number of tax rates

Member States which apply:

a) three rates or more, may reduce that number to two rates, to be

called a‘reduced rate and a normal rate,

b) one rate, may increase that number to two rates, to be called a

reduced rate and a normal rate.



2

N

Optional convergence of the tax rates

Member States may:

(a) alter the levels of their reduced and normal tax rates on condition

that they move towards or within the following limits:

(aa) for reduced rates: between 4% and 9%

(ab) for normal rates: between 14% and 20 %

(b) reduce or abolish their increased tax rates.

Article 2

Excise Duty provisions

Member States shall refrain from introducing new excise duties or
indirect taxes which give rise, in trade between Member States, to
taxation on importation and remission of tax on exportation or to fron-

tier controls.
Member States shall refrain from increasing the rates or enlarging the
scope of those excise duties or indirect taxes which give rise to taxation on

importation and remission of tax on exportation or to frontier controls.

Paragraphs 1 and 2 shall not apply to the excise duties on manufactured

tobacco, alcoholic beverages and mineral oils.

Pending the adoption of provisions concerning the rates and/or amounts

- of excise duty which will have to be applied in the Community in order

to permit the abolition of import taxation and of export tax remission
in trade between Member States, the latter may alter the rates of
excise duty applied to the products set out below on condition that

they move towards the following levels or amounts:

Alcoholic Beverages

Potable Spirits (per hl of pure alcohol) 1271 ECU
Intermediate products (per hl) 85 ECU
Wines A R O,
Beers per ° Plato per hl 1,32 . ECU



Manufactured tobacco

Cigarettes: specific excise in (ECU per 1.000)
+ ad valorem duty plus VAT
(as a % of the retail price)

Cigars and cigarillos
ad valorem duty plus VAT
(as a % of the retail price)

Smoking tobacco
ad valorem duty plus VAT
(as a % of the retail price)

Other manufactured tobacco
ad valorem duty plus VAT
(as a % of the retail price)

Mineral oils

Leaded petrol and medium o0ils used as propellant

per 1.000 1
Unleaded petrol per 1.000 1
Liquified petroleum gas (LPG) per 1.000 1

Diesel 0il per 1.000 1

19,5 ECU +

between 52%

between 34%

between 54%

between 41%

Heating gas-oil and medium oils used as fuels other than

propellants per 1.000 1

Heavy fuel oil per 1.000 kg

and

and

and

and

340

310

85

177

50

oA

367%

ECU

ECU

ECU

ECU

ECU

ECU



Article 3

. The Member States shall communicate to the Commission the text of all
the provisions of national law which they adopt in the field covered by

this Directive.

Article 4

This Directive is addressed to the Member States.

Done at Brussels, For the Council
The President
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FICHE D'IMPACT

Propositions de directives concernant la suppression
des frontiéres fiscales en matiéere de TVA

Proposition de directive du Conseil instituant un processus de convergence
des taux de la taxe sur la valeur ajoutée et les accises

Proposition de directive du Conseil complétant le systeme commun de lz taxe
sur la valeur ajoutée et modifiant la directive 77/388/CEE
- Rapprochement des taux de TVA

Proposition de directive du Conseil complétant et modifiant la directive
77/388/CEE
- Suppression des frontiéres fiscales

Communication de La Commission :
Achévement du marché intérieur - Mise en place d'un mécanisme de compensation
de la TVA pour les ventes intracommunautaires

CONTRAINTES ADMINISTRATIVES DECOULANT DE L'APPLICATION DE LA LEGISLATION
POUR LES ENTREPRISES

Directives : Néant

Clearing : Fournir quelques éléments supplémentaires sur la déclaration
TVA périodique

ALLEGEMENTS POUR LES ENTREPRISES :

- La plupart des Etats membres, a l'exception du Danemark, utilisant un
systéme de TVA a deux ou plusieurs taux, la proposition entrainera une
simplification de la gestion administrative de la TVA. Tous les Etats
membres utiliseront en effet un systéme de TVA a deux taux, ce qui
simplifiera la ventilation entre les taux, la structure des taux sera
donc identique.

= De plus,un méme produit sera taxé au méme type de taux dans tous les
Etats membres, la classification des produits par taux sera simplifiée.

- Les formalités d'exportation et d'importation seront supprimées puisque
le systéme actuel de la détaxation (taux zéro) 3 l'exportation et de la
taxation a L'importation sera aboli. Toutes les opérations intra-commu-
nautaires seront traitées de lLa méme fagon que les opérations en régime

intérieur a 'heure actuelle.

- Les petites entreprises ayant un chiffre d'affaires annuel inférieur a
35.000 ECUs sont Llibérées des obligations cécoulant du claaring et bénéfi-
cieront donc d'un traitement plus favorable dans ce domaine. Le chiffre
de 35.000 ECUs correspond a la limite pour la franchise facultative
prévue dans la proposition de directive en matiére d'harmonisation du
régime particulier TVA app!icable aux PME (Doc. COM(86)444 final).

INCONVENIENTS POUR LES ENTREPRISES (colts supplémentaires) :

Non
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EFFETS SUR L'EMPLOI

Ces directives n'ont pas d'effets directs sur Ll'emploi. Toutefois, vu
les allégements procurés aux entreprises (cf. point 2) on peut raison-
nablement espérer un effet positif sur Ll'emploi.

De plus, la création du marché intérieur contribuera a la relance de
L'économie européenne entiére et par conséquent entrainera vraisembla-
blement des effets positifs sur L'emploi.

Y A-T-IL EU CONCERTATION PREALABLE AVEC LES PARTENAIRES SOCIAUX ?

Non

Y A-T-IL UNE APPROCHE ALTERNATIVE MOINS CONTRAIGNANTE ?

Non
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AGENDA ITEM (e) - common system of VAT for works of art, antiques and other

used goods

UK OBJECTIVES

The Chancellor will be participating in a general discussion and is not required to
intervene. When faced with a Presidency compromise text for a Seventh VAT
Directive (secondhand goods schemes), the Commission withdrew its 1986 revised
proposal. The Danish Presidency wishes to give delegates the opportunity to react to
the withdrawal of the Commission's proposal. While the UK had nothing to gain from
the Presidency compromise text, our negotiating objectives would have been met,
and the Chancellor could if necessary support the Presidency's initiative. Depending
on the nature of the Commission's presentation on this issue, the Chancellor could
support requests that the Commission put forward fresh proposals for a Seventh VAT

Directive as soon as possible; or welcome their offer so to do.

POINTS TO MAKE

The Danish Presidency compromise suggestion appears to meet the needs of those
wishing to introduce schemes for secondhand goods, while providing the requirement

for a second phase directive to achieve a fully harmonized scheme.

Without an agreed directive, those member states which were fortunate enough to
have secondhand goods schemes when the Sixth VAT Directive was implemented are
at an advantage over those which are precluded from introducing schemes until a

harmonized scheme is available.

The UK is fortunate to have a pre-existing scheme, but does not wish to deny others
the opportunity of having equal facilities, including the availability of an exemption

at importation for works of art, antiques and collectors' items.

BRe® D




BACKGROUND

The ECOFIN discussion will take place against the background of the recent
withdrawal by the Commission of its 1986 revised proposals for a draft Seventh VAT
Directive, which is required under Article 32 of the Sixth VAT Directive to provide
a harmonized Community scheme for taxing secondhand goods including works of
art, antiques and collectors' items. The Commission's first proposal was made in
1978 and revised in 1986. Very little progress has proved possible in official level
discussions in Brussels. Some member states, notably Germany, have been reluctant
to suffer the budgetary loss which would follow from the introduction of secondhand
schemes; while France and the UK who already operate schemes under the "existing
conditions" provisions of Article 32 have been unwilling to change their schemes
whereby tax is applied on the basis of the "margin" achieved by the dealer. In
addition, the UK and France have been reluctant to surrendsr their import
exemptions for works of art, antiques and collectors' items; and the UK has

protected the interests of the fine arts trade, notably auctioneers.

The Presidency's initiative

The Danish Presidency, anxious to progress the draft Directive, has evolved an
extremely flexible compromise text, intended as a first-phase directive, which would
in effect allow member states with existing schemes to retain them; and those
without, to introduce schemes. The first phase directive would cover internal
transactions only, and a second phase is envisaged by 1992 which would address
import/export problems and sanction a fully harmonized scheme for secondhand

goods.

The Presidency's text is broadly satisfactory to a number of member states,
including the UK. However, because the text does not further the Internal Market,
the Commission is strongly opposed and signified at an October Coreper meeting
that it would withdraw its substantive proposal. The Presidency has nonetheless
exercised its right to draw the issues involved to the attention of Ministers in
ECOFIN. Belgium, because it feels disadvantaged without the possibility of
secondhand schemes, and because it would like a UK-type import exemption for
works of art, etc may be expected to press the Commission in ECOFIN to produce a

new draft Seventh Directive as a matter of priority.
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COPY OF LETTER (1)

from

dated:
to :

Lord COCKFIELD, Vice-President of the Commission of the
European Communities

11 November 1987

Mr. UFFE ELLEMANN-JENSEN, President of the Council of the
European Communities

Subject

Withdrawal of the proposal for a 7th VAT Directive

Dear President,

The purpose of this letter 48 to centirm formatly that the Commission
has with<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>