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FURTHER ENLARGEMENT OF THE EC
1. Sir Geoffrey Howe wrote to the Chancellor on 6 October enclosing

a paper setting out an analysis of the UK cost/benefit of possible
further EC enlargement. He invited confirmation of the FCO's
approach. This submission recommends agreement to the main

conclusions. A draft reply is attached.

The FCO Paper

2s The context of the FCO paper is that possible further
enlargement of the EC is again an issue, even if not a very live
one. The Turkish application is being processed by the Commission.
Morocco has formally registered its interest; Malta and Norway
are showing interest; and Cyprus could follow suit. There are

also distant prospects for Switzerland, Austria and Sweden.

3. The Foreign Secretary recommends that the UK's general 1line
should be sceptical. The Moroccan, Maltese and Ci}iot cases are
regarded as academic. He concludes that a Norwegian application
would be in our interests, but that Turkey's would not. But to
avoid an outright rebuff which might damage the Alliance, the
EC-Turkey Association should be developed further.

QQthg
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Djiiussion

4. For the most part, the FCO paper is acceptable; indced their

opposition to Turkish entry is welcome. Turkish entry would be
costly. The FCO estimate that if Turkey had been a member in
1986 the net transfer to Southern States would have increased
from 85 hillion " to  57.5 billion ~—and . this - probably . isi  an
underestimate in view of the 1likely pressures for compensatory
Southern structural programmes. Furthermore Turkey has a much
higher population than Greece or Portugal, a much lower GDP per
capita and 1is a net agricultural exporter. The only contrary
consideration is that the effects are potentially so large that
accession of Turkey would perhaps force the Community to realise
that its whole financial system would have to be reformed to achieve
a better balance of net contributions and receipts along Hague

Speech lines.

552 The suggestion to strengthen the EC-Turkey Association of
Agreement 1is reasonable provided the focus 1is on political
consultation, as the paper says. In financial terms, Turkey has
already received Community aid via the EIB since 1963, although
the fourth, and 1largest protocol at 600 mecu is being blocked

by Greece.

65 The case of Norway is very different, and it is 1likely that
entry would be in the UK's interest. However this would need
to be reassessed more fully nearer the time of any reapplication.
The case is not completely clear-cut. The Norwegian economy faces
difficult structural problems in the wake of its o0il dependence

and currently pursues a high level of agricultural support.

T In the long term perspective of the FCO paper, the case for
Austria, which the FCO do not describe may need considering further,
perhaps involving a position similar to Ireland of economic
integration but political neutrality. Sweden and Switzerland
might eventually follow. There could be a good economic case,
though political and unwieldyness considerations would also need

to be carefully weighed.
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8. The comparative position is illustrated by the following OECD

statistics.
Population GDP per head Employment in agriculture
(m) ($) (%)
Turkey 49.9 1057 57
Norway 4.1 13960 7
Austria 7.6 8743 9
Sweden 8.4 12006 5
Switzerland 6.5 14195 7
Recommendation
9. I recommend that you support the Foreign Secretary's approach.

A draft reply is attached.

M PARKINSON
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Chantolln
Draft reply from PaymaéteL~Genera1 to Foreign Secretary

Further enlargement of the Community

g |
|

fThe Chancellor has asked me to reply-te your minute and

paper| of 6 October.

e I very much agree with the general approach in your
paper. A case by <case analysis of UK interests 1is
appropriate. While the EC needs to assimilate the recent

accession of Spain and Portugal, further enlargement may

be worth encouraging in cases which would benefit the UK.

35 In this context, I agree that it is 1likely that our
economic interest lies in Norway entering in the 1990%s,
although its structural problems and high 1level of
agricultural support would need to be taken into account
in a fuller assessment of UK interests nearer the time of
any possible reapplication. Furthermore if Norway was likely
to be a substantial net contributor to the EC budget, it
is not clear that the Norwegians themselves would perceive

entry on those terms as being unequivocally in their own

interests.
4, There may be a case as well for considering the other
Northern States mentioned in your paper. Austria might

sometime wish to enter. on a basis of political neutrality

but economic integration into the Community. This would
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. help to counter the increased influence of the Southern
states. If Austria came, Sweden and Switzerland might

eventually follow.

Stin
Be More immediately I would(s_u;bpo)rat your conclusion that

/b)
Turkey's membership #Swlikedy +n\ e counter to the UK's

interests. It would, as you say, be costly in budgetary
terms and potentially detrimental to the internal market.

p Phe only contrary consideration 1is that the effect are
/

potentially /so large that the Community y. be

forced to onclude aﬁk/légt = iﬁﬂ;’é;‘ﬂ’gﬁz ; inanc%@i sylstem

would have to be eformed,»“ﬁa e~ lines of yoOv 198l a=gue

Speech so as ing an equble distribun of net
J

contributions and receipts.

Dﬁ. On tactics, I agree that we should not raise false Turkish
hopes; any conciliatory response needs to be handled carefully
so as not to give such an impression. The EC/Turkey
Association Agreement provides, as you say, an appropriate
framework for developing a closer relationship, particularly
closer political consultation, while avoiding new financial

commitments.

T Some key statistics for the countries mentioned above

are in the accompanying table:

Population GDP per head Employment in agriculture
(m) ($) (%)
Turkey 49.9 1057 By
Norway 4.1 13960 7
Austria Vi (& 8743 9
Sweden 8.4 12006 5
Switzerland 6155 14195 7/
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M/

8‘1 agree that Morogtco, Malta and Cyprus ar (d,;
e

i ~2ad We must avoid an% commitment tow membershi

e candidates,

| 9. I am sending copies of this minute to OD(E) colleagues, to the

Defence Secretary, and to Sir Robert Armstrong.

M.L



CONFIDENTIAL

M"‘U %‘A&@ s
/Nwﬁévb‘ From : 2 L C Peretz

Date 6 October 1987

w
CHANCELLOR \ \Y \N\ u/%y) cc Economic Secretary
Hgn Sir P Middleton
Z\ KS \UJ) Sir T Burns
C, . Sir G Littler o/r
[ ) 1 f/Aﬁ Mr Cassell
dAﬂv} /yupéﬂk A e Mr A J C Edwards
. 4 -y Mr H P Evans
hﬂtiﬁ) v V% Mrs Lomax
VLWV¢4W' : ) / Mr Scholar
o & Mr C W Kelly

/ }}lgbﬁ N Ms Goodman
’f : Mr Cropper

PS/IR
Mr Houghton - IR

i
EC CAPITAL MARKET LIBERALISATION

M. Delors has sent you a draft version of the Commission paper
that will be on the agenda for the next ECOFIN meeting, together
with one or more draft directives., He has also sent a copy to the
Foreign Secretary. His letter says he 1is only attaching the
opening paragraphs, but in fact he seems to have sent the entire

paper.

2. The paper (in substance the same draft) will be on the agenda
for the Monetary Committee meeting this Friday. But the draft
directiveb)will not - because, absurdly, the Commission insist on
unveiling the directive to Ministers first. This procedure is

extremely irritating, and can only slow progress down.

3% Delors says he 1is sending you the paper "as agreed". My
impression (confirmed by UKREP and Geoffrey Fitchew) is that he is
particularly anxious for you to see Section VI - which argues that
liberalisation will make sterling's participation in the ERM more

pressing.

4. It is not too late to influence the drafting of the paper,
and you will want to decide whether or not to respond on this
point. My own view is that the section 1is an unnecessary
irritant - which would be much better greatly toned down. The

SRR e s T T
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arguments on the whole do not even have the merit of logic; and a
more relevant point - that removal of exchange controls in the EC
will remove one of the arguments sometimes advanced against

sterling's membership - is not mentioned at all.

s As to the rest, the paper is just about as bad as we might
have expected. For example, it proposes that the 1972 Directive
(of which we are now probably technically in breach, with the
repeal of the Exchange Control Act) should not only be retained,
but strengthened. The majority of the Monetary Committee earlier
in the year concluded that this directive had no value at all, and
recommended that it be repealed; and Delors seemed to accept this
at the Nyborg ECOFIN. This majority included the Germans who, in
the 1970s, were the main country interested in imposing inflow

controls to prevent monetary expansion.

6. Another difficult section is the final one, on tax problems
and capital market liberalisation. Happily it does not say that
corporation tax harmonisation is a precondition for capital market
liberalisation. But it seems to get quite close to saying that
liberalisation should not proceed until action is taken either to
impose harmonised withholding taxes on bank and bond interest, or
to oblige cross-border disclosure by banks to tax authorities.
(Again this is not what Delors said at Nyborg) .
Geoffrey Fitchew's reading of this (please protect), however, is
that Delors and Lord Cockfield recognise that it is not a runner -
since it would simply drive funds to offshore centres - and that

they will gracefully withdraw this idea in due course.

T Hopefully the version of the paper that goes to ECOFIN will
be revised in the light of the Monetary Committee discussion on
Friday. I guess at that meeting some of the sillier Commission
ideas will get fairly firmly sat upon. It is, however, irritating
that the draft directive itself will not be able to benefit from
the same process. I know that Sir G Littler as Chairman of the
Monetary Committee is minded to suggest that all members brief
their Ministers to decline to discuss the details of the draft
directive in any real substance at ECOFIN until they have had a

report on it from the Monetary Committee.
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Action

8. The only immediate question is whether there are any points
you want to make at this stage to Delors. On most aspects I would
suggest holding fire until we know better what the line-up is (the
Commission may well turn out to be in a minority of one on some
issues). But if you agree with the comment above on the section
about sterling's membership of the ERM, it might be worth passing
that to Delors, in the hope of influencing the final version of
the paper. The letter of 16 October from Mr Westcott in UKREP
says that the Commission meet again to discuss the proposal on
28 October, so we should aim to get any message to Delors before
then.

9. I attach a draft 1letter that you could send, if you were
minded to write. It would probably be better though, given the
nature of the message, to arrange for it to be passed orally to
Delors' Cabinet, via UKREP. That, I understand, is what Delors'
Cabinet are expecting. A third possibility is simply to leave it
to Sir G Littler and me to make the points at the Monetary

Committee on Friday

10. How best to play this depends a bit on what if anything, you
"agreed" with Delors at Nyborg. I have in any case agreed with

the Foreign Office that if anyone is to respond to Delors it

o

D L C PERETZ

should be you, not the Foreign Secretary.

cc Mr Loehnis - Bank of England
Mr.s Wall —-ECO
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DRAFT LETTER

From : Chancellor

To

M. Delors

CREATION OF A EUROPEAN FINANCIAL AREA

Thank you for your letter of 13 October and for showing

me the draft Commission paper.

2 I look forward to discussing this at the November
ECOFIN. By then I understand we will have the benefit
of comments on the paper from the Monetary Committee.
At Nyborg you said you would also be tabling for the
November ECOFIN one or more draft directives. Again, I
am sure we will want to have a detailed commentary from
the Monetary Committee before we can take the discussion

in ECOFIN very far forward.

3. At this stage I should 1like to make Jjust one
comment of substance on the paper. The section on the
relationship with sterling's participation in the ERM
struck me as not very well thought out, and generally
rather unhelpful in tone. For example, the link between
capital flows and exchange rate movements could be the
reverse of what 1is argued : in some circumstances
exchange rate movements will tend to choke off undesired

private capital flows.
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4. I believe there is a link between the removal of
exchange controls and sterling's participation in the
ERM, but of a different kind. It is sometimes argued
that the continued existence of various forms of
exchange control between countries that participate 1in
the ERM suggests that if sterling were to join the UK
would need to reintroduce exchange controls. If we can
make real progress on dismantling the remaining exchange
controls in Europe, that argument against sterling's
participation will fall away. This seems to me a rather
more important point than those listed in the present
draft; and this point apart it would, I suggest, be
better to shorten and tone down this section of the

paper.
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CREATION OF A EUROPEAN FINANCIAL EA: CAPITAL LIBERALISATION

v
UK Obijectives

The discussion 1is expected to be largely procedural. Your

objectives are to limit substantive discussion at this stage and
to ensure that the work is 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

to Monetary Committee and at the same time that Coreper set up

.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].

(idi) Agree with Commission that harmonising supervisory
structures, changes in tax, and membership of ERM "must not be
regarded as pre-conditions" for capital liberalisation [Page 2

of Commission paper].

(E1:3-58) [If points of substance are raised]. Should await comments

of Monetar§ 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.

N
/’ - doubtful about need for additional safeguard clause.

- Iwill want to examine proposals to merge medium term credit

\facilities, and conditions for access, very carefully.

o Feont il




Background

The Commission are presenting to ECOFIN a paper on the creation
of a European financial area, two draft Directives (one covering
the liberalisation 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 Directive for the full 1liberalisation of capital

movements;

(b) | 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 safequard 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 1liberalisation 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‘,gince we are already technically
in breaéh 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
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offical report to the Monetary Committee) it was agreed at Nyborg
that the 1972 Directive 1is "obsolete and should be abrogated".
This 1is 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 gqualified 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 O )r—7Y “’ \

(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 1liberalisation. 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.

o L el ot



(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 1Irish 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 join

we would have to reintroduce exchange controls.
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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

Glad that Commission paper now recognises that tax evasion already exists
in parallel with exchange controls; and that where such controls have been
_ removed, as in the UK, substantial additional tax evasion has not been
\7found 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,

L\a broad measure of international agreement providing for greater co-operation

Jbetween national tax authorities is the most promising approach.
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3321/035/AC

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

/4 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

would need to be fully considered.

Restrictions on investments by pension funds in Member States
l\

\XX The Commission point up the fact that some Member States do not allow pension

\ \ll\x\ 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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COMMUNICATION FROM THE COMMISSION TO THE COUNCIL

(Creation of an European Financial Area)



Creation of a European fFinancial Area

Introduction

In April 1983, the ,Commission sent the Council a Communicatiz~ :~
Financial Integration . This gave new impetus to Community discussizns
and was followed gn May 1986 by a programme for the Lliberalisticn of
capital movements , which is a vital element in the cration o: ar
integrated finmancial area. The first stage of that programme was co

into effect by the Council in November 1986 when it adopted a Direc=:i

which entered into force on 1 March 1987 extending the Llist
liberalised transactions.

“h D ot

J
°

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

2

‘¢

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.so
stated that proposals for a Directive establishing the f_..l.
Liberalisation of capital movements wi | be submitted to the Ccurcil “n
1987.

A Link was established between the strengthening of the EMS and t-e
Liberalisation of capital movements during the discussions whizh
followed 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 in
September and that the Commissfon would present as soon as possitle
afterwards its proposals on the liberalisation of capital movemen:s.

The informal meeting of Ministers in Nyborg in September approved a
package on the strenghtening of the EMS and welcomed the Commission'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.

Tcome83)207 tinal

2coM(86)292 final
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The first part of this document outlines the main options on ~--c~
those proposals are based.

The second part considers the following three complementary gues:i:~s,
which have been posed during the Commission's considerations cr Toe
implications of the full liberalisation cf capital movements and - -ne
notes sent by the President of the Commission to the President o- --e

Council for the informal meetings of the Finance Ministers.

- ‘ & L
- How should the programme to Lliteralise capital movements <i: in

with the programme to harmonise national su ervisory struczo.-=
whose purpose is to facilitate the A?ﬁII—J%F;;aSE_—6?~.fﬁhaﬁ:f
services while ensuring the protection of savings ar:z

conditions for fair competition between financial intermedisz--

’

T W »n
B I G R

i et

g

- With no restrictions, capital movements will be determinec =z a
creater extent by fiscal- considerations. What measures may be
necessary to ensure that there is no misallocation of caci-z(;
and to> combat a possible increase in fiscal evasion?

- Maintaining stable exchan:.e rates is necessary both for achie.ing
and preserving the large interral market. Wwhat relations-is is
there between financial integration and participation i- :ne
exchange rate mechanism of the EMS?

The Commission's view is that solutions to these questions must Pdf“(
régarded as pre-conditions for the programme of (iberatisaticn c°
capital movements. An integrated financial market will not be achi=ved
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 cveralt
programme which {is both coherent and binding. The Lliberalisatizn of
capital movements will itself provide the momentum for this process.

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

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

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

-~ A proposal for a8 Regulation amending and combining the existirg two
Community {instruments which are available to provide medium-term
balance of payments assistance.
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1. The Directive to Implement the Full Liberalisation of Capital
Bovements

The purpose of this Directive, which will be based on Article &9 cf -2
Treaty_ws 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 Lloans and credits;

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

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

3

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

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

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

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, 1in 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:



) cover monetary and exchange rate difficulties connected .itn
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- Articles 108 and 109 require that the Member State has balanz=z c*
payments difficulties, but there can be disruptive short-:ernm
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 %>

short-term transactions.

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

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

Four Member States - Spain, Portugal, Greece and Ireland - are nct ir a
position to proceed to the final stage of the liberalisation of cagital
movements at the same pace for a variety of reasons such as
precarious balance of payments positions, high external indebtecdness,
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 n~culc
not affect the special provisions which already apply in <tn2se
countries on other transactions covered by previous legislation.

For Spain and Ireland it is proposed that the transitional peri
would terminate at the end of 1990; and for Portugal and Greece at ti
end of 1992.

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

flows
The purpose of amending this Directive is the following:-

- To dJnclude 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 1{introduction into Community Llaw of an
obligation to Lliberalise Jerga omnes". Although this would
probably be done in practice, such a legal commitment, which would
be more difficult to reverse than to make, could compromise the
Community as a whole or individual Member States in negotiations
with third countries. Y

- 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 Artic'=s 67 of the Treaty.

e
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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. RMechanisas providing medium-term balance of paynents assistance

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

- establish a single 1instrument to provide medium-term finmarc:al
support (MTFS) by combiring the existing Community loan ana
medium-term financial assistance mechanisms;

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

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

difficulties.

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

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

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

The granting of the loan, or the opening of a credit Line, 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. ?

L}

The broadening of the mechanisms' scope and the order of precedence
introduced between the two financing methods will mean that the uooer
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).

P
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I1. Complementary Questions

1. The ontection of savers and depositors: the Harmonisation of
Supervisory and Prudential Rules

The LUliberalisation 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 1information 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 gquestion of investor and depositor
p-otection 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 o= “ree
to address themselves to the ‘suppliers of financial services <nd
products in any other Member State on the same terms and conditicrs as
residents in that Meaber State.. In doing so, the client or purchaser c*
financial services is deemed to place himself under the regulatory
framework of the Member State of the supplier and accordingly he cznnot
invoke the rules of his country of residence to protect himsetif.
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 recaras
the protection of investors and depositors.

To deal with the second case, the Commission has initiatez: a
substantial programme of Llegislation to harmonise national rules 7or
the prudential supervision of financial institutions and for the
protection and information of {nvestors. Many of these measures have
already been adopted or are under discussion by the Councilt; the
<

remaining proposals will be put forward by the Commission before ercz ~f
1988. The objectives of the measures proposed are:

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

(b) harmcnising prudential rules to ensure the solvency and firancial
stability of financial institutions;
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(¢c) ensuring equivalent standards of investor, depositor and consurmar
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 standards are
applied in the different Member States;

(7ii) based on (i) and (ii), the principle of "home country conircli",
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

V(;>/adopr6n of the harmonising measures described above, their adoption
shou e 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 Liberalised. 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 ‘our
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 coapany taxation

The full benefits of the Lliberalisation of capital movements wi.. not
be obtained if {nvestment decisions are distorted by signif-cant
differences in company taxation between Member States. Such decisizons
include not only decisions by companies as to where to set up their
head office and wnere to do business, but also decisiors by
shareholders and individual investcrs as to where to place their funds.

The Commission takes the view that these distortions should Dbe
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

e i
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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%X-55X) is now too high 4in view of “recent and prospeztive
deve lopments in Member States.

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 btank
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 eciizy,
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 withhciding
tax) by the company. The proposals in the Commission's 1975 Direc:tive
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 income, because most
industrial countries either dimpose no withholding tax at all cor 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. 1f as capital movements
become completely liberalised throughout the CTommunity, the threat of
increased evasion proves substantial two main types of remedry (whic
are not mutually exclusive) could be considered:

- @& generalised withholding tax‘applied either to all residents and
non-residents alike or at least to all Community residents;

-~

- an oblﬁgntion 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 wot'.d
probably have to be levied at a relatively low rate and the revenue
would accrue to the country where the income arises. The obligation
on banks to declare {income would ensure that the taxpayers ccncerre
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 :tc 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 acdministrations. So far as a generalized withholding tax ‘s
concerned, the prospects for such an agreement seem remote at present.
As regards stronger cooperation between tax authorities, prospects seem
01/ ] somewﬁat‘5?1ghter, since a Convention has now béen negotiated in the
- 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.

Cﬂ(ﬁ Action to strengthen cooperation between fiscal administrations, e.g

' in cases of suspected fraud, would be helpful and should in any case -
set in hand. The other two main options are a withholding tax on ail
forms of interest payment to be paid at Lleast by all Community
residents and/or a general obligation on all banks to declare interac:
income to Community fiscal authorities.

The Council is invited to give its views on these solutions anc cn 2
other solutions which may be considered feasible.

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

ﬂﬂ&q{ There has been an increasing tendency in Member States in recent years

‘{ 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 =zc 2
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, Llikewise
normally subject to a specific ceiling, for income arising from such
securities. They are normally Limited over time. i

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. In 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

securities, or restrict their scope for doing so, thereby impeding the

LLL \ Some Member States do not allow pension funds to invest in foreign
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 restricticns
> are, 1in 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
ms

Full participation in the exchange rate mechanism of the EMS and
liberalisation of capital movements are complementary. On the one hand
Liberaiisation can be undertaken because of the support given by the
System to the stabilisation of exchange rates,. On the other ranrc,
liberalisation increases the need to fully co-ordinate policies and
hence requires a strengthened System. Those countries which do ncs
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 caci: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-d-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 c.:se
commercial and financial links. with the UK, sterlirc's

q( non—-participation causes problems. The very large potential <cr
Mes ke capital flows between the two countries has made it more diffiz..t
[’} ij““"d for Ireland to move fully towards Lliberalisation of capi:cz!

flo e[ movements.

- For the Community as a whole, the overall purpose is to.complezs a
large internal market. This goes beyond the establishment c* 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 integrated 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.

-4
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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’'v~ of 21 March 1972 on regulating
international capital flows and neutralizing their
undesirable effects on domestic liquidity (3).

2. 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.
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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 major
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 1is 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

'currently 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 approach of breaking down the last
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 1liberalized 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 mcvements. 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.



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 1{t
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 (1). This annex is referred to in Article I of
the proposed Directive.

ITI. 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. T¢ 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 in 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.
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The liberalization of capital movements therefore gives
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).

c) 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 amount 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 if they are essential for the
attainment of the objective in view. Each case must be
assessed individually ia the light 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
cenditions 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
seens 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
thelr activities.

= The guarantee offered by the various 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 restriec-
tions on the movement of capital and hence, 1in parti-
cular, the elimination of any discrimination based on the
nationality or on the place 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 fInterpretation that Article 67 §1
applied in full to ¢- ‘tal operations unconditionally
liberalized bv the 0ni sdver in 2 force. TAfFerall i f '{s
certain that the objective of fully liberalizing capital
movements could not be acttained 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 1legitimate 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)
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3. 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 monitoriny : any measures taken are to be

"notified to the Commission, the Monetary Committee and the

Committee of Central Bank 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 in
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 1f necessary.

a) The Commission considers it necessary to incorporate into
the Directive itself a special safeguard clause, since
the safeguard provisions of the Treaty (Articles 108 -
109 and Article 73) do not provide the appropriate
prvcedures for a precise response to the situation in
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 1is 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 shor* - term operations.

- The safeguard clauses in the Treaty are not a priori
limited as to scope or length of application. In the
Commission's view, it is necessary, in the situation
under consideration, to impose such 1limitations 1in
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 1is not at
present required :

- short-term financial loans and credits;
— 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 :o 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 iwovorts 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 1is 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
thenm.

(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
1s likely 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 is 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 1liberalized
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 1in 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 1IV.

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 1in 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.

VIi. 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 sinplify'or
supplement the existing nomenclature in the 1light 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 1life
on issue of two years or more;

b) Operations in units 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 1list 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 1s 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”.
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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 1legal proceedings,
particularly in cases in which Article 4 of the proposal
for a Directive is applied (infringements of national
laws and regulations).



COUNCIL DIRECTIVE

Of ®© ® ° 0 0000000000000

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 8A of the Treaty stipulates that the
internal market shall comprise an area without internal

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, 1if 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;




Whereas, in the interests of transparency, it is adbvisgable
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 £o 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 1is
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, 1in 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,

oo/oo



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.

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

on the same exchange-rate conditions as those ruling for

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 1institutions or of the

setting of coupulsory 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 impose strains on

severe 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-

S e
sion may, after consultiug the Monetary Committee and the

—————.

Cbmmittee of Governors of Central Banks, decide that the

Member State concerned shall amend of abolish the

measures.

3. The period of application of
pursuant to this Article shall

Article

The provisions of this
judice the right of Member States

sures to prevent infringements of

protective measures taken

not exceed six months.

Directive shall not pre-
to take all requisite mea-

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
not have the effect of impeding the capital movements in

question.

Article S

For the Kingdom of Spain and the Portuguese Repub-
lic, the scope, in accordance with the Nomenclature of
capitai 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
EeEelclissctsiiateRonbns 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 in
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 I1, III
and IV, form an integral part of this Directive.



Article 8

The Council Directive of 11 Mai 1960, as last

anended by Council Directive 86/566/CEE of 17 November 1986,
1s hereby repealed.

Article 9

This Directive is addressed to the Member States.

Dcnae 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 listed 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 1is generally
between residents of different Member States although some
capital movements are carried out by a single person for
his own account (e.g. transfers of assets belonzing 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 financial 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, swaps
against other assets, etc. Similarly, the <concept of

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

&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 cthe 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 exteansion of branches or new under-
takings belonging solely to the person providing the
capital, and the acquisition 1in 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 1inks.

4 Reinvestment of profits with a view to maintaining lasting
economic 1links.

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

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

residents

B - Investments in real estate abroad by residents

* See Explanatory Notesvbelow.



IIT - OPERATIONS IN SECURITIES NORMALLY DEALT 1IN 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

1% Acquisition by non-residents of domesic securities dealt
In om 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 forei;n 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 foreign capital
aarket.

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

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

Gadt Sndieis o f undertakings for collective investment in securi-
ties normally dealt in on the capital market (shares,
dther equities and bonds).

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

(fc)): Wniits" o F undertakings for collective investment in other
issets.

of o

* See Explanatory Notes below.



A - Transactions in units of collective investment wunder-
takings

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

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

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

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

B - Admission of units of collective investment undertakings
to the capial market

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

1. Admission of units ot national collective investment
dndertakings to a foreign capital market.

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

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

A - Transactions 1in securities and other ingstruments on the
money market

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

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

B - Admission of securities and other instruments to the money
market

(1) Introduction on a recognized money market*.,
(ii) Issue and placing on a recognized money market.

1i5s Admission of domestic securities and instruments to a
foreign money market.

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

* See Explanatory Notes below.



VI - OPERATIONS IN CURRENT AND DEPOSIT ACCOUNTS WITH FINANCIAL

A -

VII

B -

VII

l.
2.

3.

L -

B{-

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) .
Medium-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-tera (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 - Granted by non-residents to residents

B -

Granted by residents to non-residents

*

See Explanatory Notes below.



= TRANSFERS IN PERFORMANCE OF INSUkANCE CONTRACTS
- Premiums and payments in respect of life assurance

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

Contracts concluded between foreign life assurance
companies and residents.

= Premiums and payments in respect of credit insurance

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

Contracts concluded between foreign credit insurance
companies and residents.

= Other transfers of capital in respect of insurance
contracts

XI - PERSONAL CAPITAL MOVEMENTS

A

B

- Loans

- Gifts and endowments

- Dowries

= Inheritances and legacies

— Settlement of debts by immigrants in their previous
country of residence

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

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

XII - PHYSICAL IMPORT AND EXPORT OF FINANCIAL ASSETS

A

B

— Securities

— Means of payment of every kind

XIII - OTHER CAPITAL MOVEMENTS

A

B

— Death duties

— 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

Investaents 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 whoa 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 independeat undertakings (wholly-owned subsi-
diaries) and branches.

As regards those wundertakings mentioned under I-2 of the
Nomenclature which have the status of companies limited by
shares, there is participation in the naturz of direct invest-
ment where the block of shares held by a natural person or
another wundertaking 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

el ity



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 om a stock exchange (quoted or unquoted)
Securities the dealings in which are controlled by regula-
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 public.

Placing of securities and other negotiable instruments

The direct sale of securities by the issuer or by the consor-
tiua 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, directly or indirectly, out
of those undertakings' assets. Action taken 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 redeaption.

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

For the purposes of this Directive, "common funds” shall also
imclude unit. erustss.

Securities and other instruments normally dealt in 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 ‘creddit
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 1loans, 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 1laid
down in the exchange control regulations in force in each
Member State.

Proceeds of liquidationm (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 1in 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
instrunents 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-l

XI-A

XII




ANNEX IIIL

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
Art. 63 Investments in real estate abroad by
(31.12.1990) residents I1-B
Art. 64 Operations in securities normally dealt
(31.12.1988) in on the capital market
- Acquisition by residents of foreign TEL=A2
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
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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 S
(31.12.1989) by nom—residents
Art. 224 Direct investments abrdad 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 II-B
(31.12.1992) residents
Art. 228 Personal capital movements
(31.12.1992)
(i) for the purpose of applying the
higher amounts specified in Article
228 (2):
= Dowries AT=C
= Inheritances and legacies XI-D
= Transfers of assets built up by XI-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
228 (2):
- Gifts and endowments XI-B
- 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
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Articles of
the Act of Ac-
cession (dates
of expiry of
transitional
provisions)

Nature of operation

Heading

(conc;d)

Art. 229
(31.12.1990)

(b) Provisions concerning the Portuguese Republic

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

T TRI=X=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
collective investment undertakings dealt in on a
stock exchange

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

- Acquisition by residents of units of foreign
collective investment undertakings not dealt in on

a stock exchange

. undertakings subject to Directive 85/611/EEC !

IV-A-2(a)

IV-A-4(a)

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) (0OJ 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 market
= Acquisition by residents of foreign securities III-A-2(b)

dealt in on a stock exchange

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

= Acquisition by residents (non-residents) of foreign
(domestic) securities not dealt in 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

III-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



Annex IV (page 3)

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
mar<at

- Adnission of securities to the capital market
. 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

= Adaission to the capital market of units of
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

- mediun-term and long-term

III-B-1 and 2

IV-B-1 and 2

VI LE=A SR =) rat 3

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 \
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-term

Personal capital movements

- loans

Physical import and export of financial assets

= securities normally dealt in on the money 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
INTERNATIONAL CAPITAL FLOWS AND REUTRALIZING THEIR
UNDESIRABLE EFFECTS ON DOMESTIC LIQUIDITY

EXPLANATORY MEMORANDUM

I - General objectives

1. 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, 1if 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
ccupletion 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 the 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 L)

= 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.

IT - 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. 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 1liberalize "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 :
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(1) Proposal for a Council Directive for the implementation
of Article 67 (EEC). Doc. COM (87)



a) This commitment entered into unilaterally would be
difficult to reverse (unanimity would be required in
order to amend the Directive accordingly) and would
considerably reduce the room for manoeuvre 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 1liberalization 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).

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

1. 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. 1In
a sitvation 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.
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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 1implementing the
instruments regulating international capital flows

e 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 liberalization of
capital movements with respect to the 1instruments
neutralizing the undesirable effect on domestic 1liqui-
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 tlhe present exacting terms of the
1972 Directive, the regulatory instruments 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 partners 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.



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 oun 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) 0J N° of
(2) 0J 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

The %1355£28 terms of Directive 72/156/EEC shall be replaced
by the following :

"Article 1

ks 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,



(1

- 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 ghese 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 it .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
A e e
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.
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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:

(1) 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;

(11i1) 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 its 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 tham 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 it.



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
eéxchange-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 1in 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, loans 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 MTFS 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 1s 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 1its 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) 1is considered to be
interchangeable with the financing available under the
Cowmunity loan mechanism;

(i1) 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 1liberalization 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 502 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, 1loans
could be granted with the option of early repayment.

Where the loan was financed by market borrowing, it 1is
further proposed that the recipient Member State should be
able, in appropriate circumstances, to apply for restructuring
of the financial conditions imposed or even refinancing (i.e.
a change in lenders). The Commission, after consulting the
Monetary Committec, 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 in 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-
fyving 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
congsulted 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,
Havihg 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 Momber 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 wmedium-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 1in

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 1is
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 1, as amended by Decision
86/656/EEC 2, the Council set up machinery for providing

medium-term financial assistance that was initially valid for

0.J. No L 73 of 27.3.1971, p. 15.
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 last
occasion fcr two years until 31 December 1988 by Decision
86/656/EEC; whereas this wmachinery 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 a8 Community loan
mechanisem 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 'iis
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 constitute,
under certain conditions and in an appropriate form, an
instrument to provide back-up for a programme of capital 1libe-
ralization; whereas the ceiling on amounts outstanding under

the mechaniem should be adjusted accordingly;

1 0.J. No L 73 du 19.3.1981, p. 1
2 0.J. No L 118 du 1.5.1985, p. 59
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Whereas, however, it is 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, 1irrespective 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 1s appropriate to merge medium-term financial
assistance and the Community loan mechanism into a single
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