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ECOFIN 28 OCTOBER

You are due to attend ECOFIN on 28 October. Mr Lavelle and Mr
Edwards will be in support. Mr Byatt will attend as Chairman of
the Economic Policy Commitee, for item 2(a). Mr Knox, C&E, will
attend to advise you on item 2(c); and Mr Louth, DTI, will attend
to advise you on item 2(d). The Council begins with lunch at
1.15pm in the Kirchberg European Centre in Luxembourg.

2. There are 6 substantive items on the agenda:

(a) Annual Economic Report for 1985/1986 (including a
possible Commission statement on their ideas on a
Community infrastructure programme).
(b) Greek safeguard measures.
(c) abolition of fiscal frontiers.
(d) UCITS (Unit Trusts) Directive.
(e) budget discipline: adjustment of financial guideline.
(f) (possibly) letter of amendment to the 1986 Budget.
In addition, the following will probably be discussed over lunch:
(g) the EMS and the IGC.
(h) member states' net balances.
Further, there is an outside possibility that the Italians will
raise:
(i) export credits: the ecu Commercial Interest Reference
Rate (CIRR).

Briefs on all these items are attached.

3. The planned order of the formal agenda is as listed above.
However, it would be in our interest to have the letter of
amendment to the 1986 Budget discussed early when a quorum of
Ministers would be present. You should request this at the start
of the meeting.

THE ANNUAL ECONOMIC REPORT FOR 1985/1986 - BRIEF Al

4. Under the "convergence" Decision of 1974, the Council is
required to adopt each year an annual report on the economic
situation in the Community, and to establish the guidelines to be
followed by each Member State in its economic policy for the
following year. In recent years, this has been done at the
December ECOFIN.

5. This year, the Presidency wish the Council to have an
opportunity to discuss the economic situation at this ECOFIN. In
response, Herr Pfeiffer will present the annual economic report
which the Commission adopted on 16 October. Only a short exchange
of views is expected, with a more substantive discussion being



left for the November or December ECOFIN. There is no question of
the report being adopted by Ministers at this Council .Mr Byatt, as
Chairman of the Economic Policy Committee, will tell the Council
that EPC has discussed a draft of the report. If invited by the
Presidency, he will give the EPC's view, but otherwise will wait
for the discussion later in the year.

6. We have now received the final version of the report as adopted
by the Commission, and you already have a copy. We are attempting,
through UKREP, to have some factual corrections made to the UK
chapter.

7. The report is on the whole acceptable, but there are some
things in it which we do not like. Brief Al gives the details. In
due course, we will probably try to ensure that the terms of the
Council Decision adopting the report are along the lines of last
year's ie merely adopting the report, without reference to the
policy guidelines, and not as in Article 1 of the proposed Council
Decision attached to the report. This should ensure that we are
not committed to every word in the report. We would propose to
take this up in the Co-ordinating Group for economic and
financial policies, which will meet on 11 November.

8. You asked about our commitment to European economic and
monetary union. An attachment to Brief Al sets out some of the
things which the UK has said on this.

COMMUNITY INFRASTRUCTURE PROGRAMME - BRIEF A2

9. It is possible that the Commission may, as part of their
response to the Presidency request to discuss the economic
situation, outline its ideas on a Community programme for
infrastructure investment. We think that the Commission may be
considering, amongst other things, a new Community borrowing and
lending facility just for infrastructure. Our view would be that
this is unnecessary.

10. Our information is that Herr Pfeiffer will not give any
details, but will merely indicate that the Commission have a draft
proposal in hand. Therefore, there should be little substantive
discussion on this issue. But, in case any grandiose Commission
schemes seem to be gaining general acceptance, Brief A2 gives a
sceptical line to take.

GREEK SAFEGUARD MEASURES - BRIEF B

11. On 11 October, the Greek government announced a series of
measures to improve Greece's economic position, and to deal with a
balance of payments problem. These measures are described in Brief
B. Some of the measures, particularly import deposit scheme and a
proposal to extend restrictions on capital movements, come within
Community competence, and the Commission will have to take a view
on them. In addition, it seems likely that Greece will request, or
the Commission propose, some Community financial assistance in the
form of a loan under the Community Loan Mechanism (CLM). This
would involve the Commission raising a loan on behalf of Greece on
the international capital market.

12. The Greek package, and no doubt the Community's response to
it, are being discussed at the Monetary Committee on 25/26
October, ie immediately before ECOFIN. It is possible that the
Monetary Committee could reach agreement at this meeting on a CLM



loan, and the associated economic policy conditions, in which case
ECOFIN could be asked to approve the necessary Council Decision.
In practice, however, it seems unlikely that things could get this
far so quickly, and there may be no more than an interim report by
the Commission. Mr Lavelle is arranging for supplementary briefing
to be obtained from our Monetary Committee representatives over
the week-end.

13. We understand that the Greeks would like the Council to
express support for their measures, to strengthen their hand
domestically. Nevertheless, we may want to be more critical on the
import deposit scheme than indicated in Brief B. Mr Lavelle will
provide supplementary briefing as necessary.

ABOLITION OF FISCAL FRONTIERS/TAX APPROXIMATION - BRIEF C

14. The Commission's proposals on indirect tax approximation were
part of their programme on the internal market, presented to the
June European Council. At its June meeting, however, the European
Council did not endorse tax approximation as a priority, but
remitted the issue to Finance Ministers, who were to examine what
measures were necessary in this area to achieve the internal
market.

15. Finance Ministers discussed this issue at their informal
meeting in September, when they decided on a political debate at
the end of the year. Nevertheless, the Commission have insisted
that it be on the agenda for this ECOFIN, because Lord Cockfield
wishes to make a statement, probably to repeat his request that
ministers make a politial commitment to tax approximation.

16. The UK's longer term objective is to avoid commitment to tax
approximation, and to prevent substantive progress on it, without
prejudicing progress on the more important aspects of the internal
market. Brief C suggests that you try to avoid substantive
discussion, and if this is not possible, to suggest that all
possible options for getting round any tax problems associated
with the internal market should be considered.

17. Your office is providing separately a copy of the Commission's
White Paper on the internal market, a copy of Mr Knox's note of 13
September, and the note of Lord Cockfield's meeting with the Prime
Minister. Mr Wilmott is also letting you have direct a short note
on the sixth VAT Directive.

UCITS (UNIT TRUSTS) DIRECTIVE - BRIEF D
18. DTI are in the lead on this issue, and Mr Louth will be at
ECOFIN to advise you.

18. The UK is in favour of the proposed UCITS ("undertakings for
collective investment in transferable securities") Directive,
which should go some way to open up European markets to the UK
Unit Trust industry. You already have a copy of the Directive
(sometimes referred to as the "co-ordination® Directive).

20, ECOFIN should have on the table a report from Coreper on where
we stand on the UCITS Directive, following recent discussions. It
is expected that the Council will be asked to agree the Directive
"in principle"”, and you should express support for this as

indicated in Brief D1. You will be invited to 1lift the UK reserve
on the implementation period of 3.5 years, which you should do.The



Greeks will be asked to lift their reserve on the Directive, which
they will probably do given the very recent agreement on their
transitional period. The other points likely to come up are the
German point on Article 26A, and the Danish point on Article 26
Brief D1 covers these issues.

21. As well as the UCITS Directive itself, there is an associated
capital movements Directive, aimed at promoting liberalisation of
transactions in UCITS units. This is covered in Brief D2. It will
not be possible to agree this Directive at this ECOFIN, but the
aim is that both Directives should be formally adopted together by
the end of the year. Some delegations, particularly the Germans
and the Dutch, have linked the two Directives very closely
together.

BUDGET DISCIPLINE: ADJUSTMENT OF FINANCIAL GUIDELINE - BRIEF E
22. The budget discipline provisions allow for agricultural
Guarantee expenditure to grow at a rate less than the own
resources base - the financial guideline. However, the financial
guideline was agreed in respect of the current Community of 10,
and the issue arises as to how it should be adapted to take
account of enlargement.

23. The UK has asked for this item to be on the agenda, and you
will want to lead the discussion. The long term objective is to
reach a solution to the problem which does not threaten budget
discipline. The aim for this ECOFIN is to get agreement to a study
of the issue by officials. There is no question of reopening the
provision for Guarantee expenditure in the 1986 Draft Budget.

24. A copy of the budget discipline text is at attachment 2 to
Brief E.

LETTER OF AMENDMENT TO THE 1986 BUDGET - BRIEF F

25. The Commission have recently issued a letter of amendment to
the 1986 Preliminary Draft Budget which corrects and thereby
increases the UK abatement provided for in the Budget. The
Commission did this on their own initiative. Naturally we are
pleased about this, and would like to persuade the Council to
approve it. Other Member States have reservations, on the grounds
that the relevant rules do not allow for adjustments to be made at
this early stage. Our objective is to obtain Council approval for
the Commission's letter , if necessary by qualified majority, but,
failing that, to obtain a commitment to an adjustment in September
1986.

26. A copy of the letter of amendment, and a table showing its
impact on the 1986 Draft Budget, are attached to Brief F.

THE EMS AND THE IGC - BRIEF G
27. This item will be discussed over lunch.

28. This issue was discussed at the informal ECOFIN in September,
where the predominant view was that Treaty amendments on monetary
matters should not be pursued at the IGC, but should be left to
Finance Ministers and their advisory bodies (ie the Monetary
Committee and the Committee of Central Bank Governors, who are
currently working on the longer term perspectives of the EMS).

29. At the moment there are no formal proposals for Treaty



amendment in this area, but we expect some in due course. There
may be more information on this following the Monetary Committee
meeting, and Mr Lavelle is arranging for this to be relayed by our
Monetary Committee representatives. At this stage, our objectives
are to discourage Treaty amendments which could commit us to
monetary union or to participation in the exchange rate mechanism,
and to keep monetary matters under ECOFIN's control.

30. Mr Ilett has sent you direct a note on sterling's
participation in the exchange rate mechanism.

MEMBER STATES NET BALANCES - BRIEF H

31. The Germans were going to raise this item over lunch, but
given recent developments may now not to do so. However, we would
still like the matter discussed.

32. Since 1983, the Commission has refused to provide figures on
Member States' net balances in respect of the Community Budget, no
doubt for fear of the arguments on fairness/unfairness which they
would provoke. The Commission, hoping to avoid this discussion,
has just given some figures - each Member State has been told

its own receipts from the allocated Budget in 1983 and 1984. We
are told that, as a result, the Germans may not now be planning to
raise the issue. However, we do not feel that the new information
is adequate, so we will be trying to persuade the Germans to raise
the matter . Otherwise, you should raise it yourself.

THE ECU CIRR - BRIEF I
33. This is very unlikely to be raised.

34. Commercial interest reference rates (CIRRs) are the pseudo-
market rates at which OECD permits official export credit support
for low interest currencies, including the ecu. The Italians want
to see the present rates lowered, so as to promote the
availability of finance for their exports. A general review of
CIRRs is being carried out at the moment by the Community, as part
of discussions on a negotiating mandate for OECD in January. This
will probably come to ECOFIN in December. However, the Italians
are threatening to raise the ecu CIRR now, possibly to make known
their general dissatisfaction, but perhaps also to obtain some
sort of Community commitment on this in advance of Community
decisions on the negotiating mandate as a whole.

36. Brief I suggests that if the matter is raised, you intervene
to attempt to get substantive discussion postponed until December.
Brief I also includes a line to take if the Italians threaten to
reduce their own ecu CIRR unilaterally in breach of OECD rules.

OTHER MATTERS

36. Some "A" items (ie items not requiring discussion) will be
taken at the beginning of the meeting - a list of those we have
received so far is attached.

37. Personality notes are attached - top copy onlye.
38. Copies of this briefing go to those on the attached list.

/wm.l:. Bates

JANET RARBER,
EC
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ECOFIN, 28 OCTOBER BRIEF Al

SUBJECT: ANNUAL ECONOMIC REPORT

DOCUMENT: ANNUAL ECONOMIC REPORT

UK Objectives

Fs The Commission will present their Annual Economic Report for 1985-86 to the
meeting. There should be a first exchange of views and general discussion of their
document. There should be no question of this meeting adopting the Report, normally

this is not done until the December meeting of ECOFIN.

Points to make

1 Annual Economic Report useful development of strategy in last year's Report.
Welcome continued emphasis on need for monetary policy to provide framework for

stability by reducing inflation and stabilising exchange rates.

25 Agree with Report that boosting demand would do more harm than good, lead to
higher inflation, no long-term employment gains. Agree also with Report's suggestion
that moderation of real wage increases and greater flexibility in labour markets required
if unemployment to fall. Note that report also sees role for lower taxes and job creation
schemes and vocational training in promoting employment. All policies UK government
has been following. Can also support promotion of free trade - both within Community

and between Community and rest of world.

3. Regret that objectives for growth of output and employment over period 1986-90
are presented as such. Figures depend on particular economic model, may be on high

side. Prefer to see tham as illustrative rather than as targets.

4. Wonder about usefulness of "pledges by the social partners on incomes and labour
market adjustments”. [In concluding section, lines 2 and 3 of page 118 in final version of

Report.] Need to see action, especially lower real wage growth.

5. Chapter on UK interesting. We are pursuing a few factual corrections with

Commission.



1 The Annual Economic Report for 1985-86 has been adopted by the Commission a.n! .

was published on 16 October. It is now sent to the Council for adoption. The Report is
not usually ready in time for the October meeting, and it is normally adopted at the

December ECOFIN.

Ze The Report comprises well over 150 pages, including a section devoted to the
United Kindgom and similar sections devoted to the other member countries. This
meeting will only exchange first views on the Report and the discussion can be expected

to concentrate on the "Introduction and Summary" section.

3. This year's Annual Economic Report is a development of the themes of last year's
Report. The principal aim remains to find a means of achieving "a substantial and
durable improvement in the employment situation”". There is more emphasis in this
year's Report on ensuring total demand is sufficient by the relaxation of fiscal policy and
on a cooperative strategy between "the Community, governments of member states and
the social partners". However, there is a clear recognition that increasing demand alone
is insufficient to bring about an increase in employment and that moderation of real
wage increases is equally important. The Report also makes it clear that while
maintaining a sufficient amount of demand is desirable, providing a demand "boost" to

the economy would not produce any long-term economic benefits.

4. The Report sets an objective of achieving output growth of 3% per cent per annum
over the next five years. This is slightly higher than the growth rate suggested for the
Community by the Treasury's own latest assessment of world economic prospects. The
Report suggests that such output growth, if accompanied by appropriate measures could
lead to a 11 per cent per annum increase in employment and a fall in the Community's

unemployment rate from about 11 per cent now to 7 per cent by 1990. This seems

optimistic.
5- The Report suggests a range of measures are required to achieve these objectives:

(i) Monetary policy conducted to reduce inflation further but to allow
room for faster real growth.

(i) Budgetary policies at a micro-economic level to favour employment
creation. Tax cuts and infrastructural investment are mentioned
specifically.

(iii) International policies to improve the freedom of trade and to mitigate
the developing countries' debt problem.

(iv) Moderate increases in real wages.

o Do
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‘ . (v) Initiatives to improve labour market flexibility.
(vi) Improved policies designed to open up the Community's internal market.
(vii) Greater investment in Europe's economic potential in the widest sense,

eg through major transport projects and environmental investment.

There is little to quarrel with among these suggestions, although the government might

want to place the emphasis in a different way from the Report.

6. Two themes run through the Report and are seen as crucial to the achievement of
the stated objective. First, governments should ensure that macro-economic policies are
providing enough demand in their economies. Germany is identified as the one country
were domestic demand may be insufficient and fiscal policy could be relaxed. The UK is
included with Denmark, France and the Netherlands in a group of countries which could
find themselves with room to manoeuvre on fiscal policy in the near future. Second,
co-operation between the social partners is regarded as vital in ensuring that growth is
employment creating. This would be achieved by lower real wage increases and more

labour flexibility.

7. The section on the UK is reasonably satisfactory. The Commission forecast is
generally less optimistic than our own. They expect lower output growth in 1986 - real
GDP to increase by 2 pet cent, although they do expect "sor.ne slight improvement in the
outlook for the unemployment count". They are also pessimistic about inflation saying
that it will be "difficult to bring the annual inflation rate below 5 per cent on a lasting

basis".

8. There are a number of supportive statements in the Report. The effect on the
UK's competitiveness of rapidly rising unit wages costs is pointed out, the beneficial
effects for employment of cutting income tax, especially by increasing tax thresholds, is
recognised and the need for moderation in the growth of real wages is regarded as vitally
important. There are also, however, some less welcome statements. In particular, the
Commission are in favour of extra public expenditure on infrastructure investment.
There is also strong encouragement for full membership of the EMS to be given further

consideration.
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THE UNITED KINGDOM AND ECONOMIC AND MONETARY UNION (EMU)

At the Ministerial meeting of the Conference on 7 June 1971,

it was agreed that the statement made by the Chancellor of the
Duchy of Lancaster, Mr Rippon, on financial and monetary issues
should form the subject of an exchange of letters annexed to

the Act concerning the Conditions of Accession and the Adjustments
to the Treaties. In particular, section (b) of the declaration
stated:

"We shall be ready to discuss after our entry into the Communities
what measures might be appropriate to achieve a progressive
alignment of the external characteristics and practices

in relation to sterling with those of other currencies

in the Community in the context of progress towards economic

and monetary union in the enlarged Community, and we are

confident that official sterling can be handled in a way

which will enable us to take our full part in that progress."
Letter dated 22 January 1972 to M. Thorn.

It was noted)howéver,that progress towards economic and monetary
union and the future of sterling in an enlarged Community involved
enormously complex problems. That is why we were not asked for

or did not enter into any specific undertakings or commitments

on methods or timetables.

25 The text of the Communiqué issued by the Heads of State

or of the Government of the Countries of the enlarged Community
at their meeting in Paris on 19 and 20 October 1972 (Cmnd 5109)
stated:

"The Heads of State or of Government reaffirm the determination
of the Member States of the enlarged European Communities
irreversibly to achieve the economic and monetary union,
confirming all the elements of the instruments adopted
by the Council and by the representatives of Member States
on 22 March, 1971 and 21 March, 1972.

The nececessary decisions should be taken in the course

of 1973 so as to allow the transition to the second stage

of the economic and monetary union on 1 January 1974 and
with a view to its completion not later than 31st December, 1980."




‘ 3 In a statement by the Prime Minister to the House of Commons
on 18 March 1975 entitled "Membership of the European Community"
(Cmnd 5999) it was stated:

"There is no prospect of our coming under pressure to agree
to an arrangement whether in relation to parity commitments
or otherwise, threatening the level of employment in Britain.
As for EMU remaining as a long-term Community objective,

its realisation in the foreseeable future, as I hinted

at Question Time, is as likely as the ideal of general

and complete disarmament which we all support and assert."

4. In a report on Renegotiation presented to Parliament in
March 1975 (Cmnd 6003) it was stated (paragraph 51):

"Any further discussions which may be held on progress towards
closer economic and monetary unity in the Community will

take place in a changed situation now that the over-ambitious
1971 and 1972 proposals are no longer being put into effect.
The Government will be ready to consider any new proposals

on their merits. They do not accept any commitment to maintain

a fixed parity other than in circumstances of their choosing."

e An extract from the conclusions of the Presidency of the
European Council of 4 and 5 December 1978 in Brussels on the

setting up of the EMS included the following:

"The purpose of the European Monetary System is to establish

a greater measure of monetary stability in the Community.

It should be seen as a fundamental component of a more
comprehensive strategy aimed at lasting growth with stability,
a progressive return to full employment, the harmonisation

of living standards and the lessening of regional disparities

in the Community. The EMS will facilitate the convergence

of economic development and give fresh impetus to the process

of European Union."

6. In its memorandum this year to the House of Lords Select
Committee on European Union, the FCO stated that HMG was committed

by the Solemn Declaration on European Union (signed at Stuttgart



in June 1983) to review progress towards European unification
no later than five years from signature (ie by June 1988) and
in the light of that review to consider whether the progress

achieved should be incorporated in a Treaty on European Union.
Part of the difficulty in considering European Union was that

the term has never been satisfaclorily defincd.

Te In evidence given by Mr Malcolm Rifkind, Minister of State,
Foreign and Commonwealth Office on 26 March 1985 to the House
of Lords Select Committee on the European Communities regarding

Furopean Union it was stated:

"... questions of economic and monetary union, insofar as
that would involve common currencies, an independent central
bank and so forth, are really more for the distant rather
than the immediate future and therefore would not themselves
determine the immediate question of our participation in

the exchange rate mechanism."
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BRIEF A2

ECOFIN 28 OCTOBER

THE COMMISSION'S IDEAS ON A COMMUNITY PROGRAMME FOR INFRASTRUCTURE
INVESTMENT

OBJECTIVE
To listen to what the Commission has to say, to avoid substantive
discussion if possible, but, if not, to avoid implicit or explicit

commitment to any extension of Commission action in this area.

LINE TO TAKE

[If general discussion] Infrastructure investment important,
but' only . of benefit if. Jjustified
by rates of return. Any expenditure

from Community Budget must of

course be subject to budget
discipline.
[On possibility of new
Community financing Not at all convinced of need for
instrument ] new instrument. Private banking

sector and EIB cater well for
Community's infrastructure needs.
Cannot ignore impact of additional

Community borrowing on capital

markets.
[Only if pressed on medium Should be left to Transport
term transport Ministers. Understand discussions
infrastructure programme] are continuing in Brussels at

official level.

[If pressed on New Are considering the Commission's

Community Instrument proposals. Would want to see

IV] improvements in the management

of the New Community Instrument
before comtemplating an extension.



BACKGROUND e

It is possible that the Commission may, in the context of the

annual economic report, outline its ideas on a Community programme

for infrastructure investment.

. In the [draft] annual economic report, the Commission outlines
the ©benefits of a co-ordinated infrastructure strategy, with
particular reference to transport, telecommunications and
environmental protection. The [draft] report recommends that
the Community should "facilitate the advancement of the projects,
inter alia through the easing of administrative and fiscal
conditions [and] through the development of its own financial

instruments."
35 At the moment, Community support for infrastructure is through:

(a) the Community Budget, mainly projects part financed
by the Regional Fund, and a fairly small experimental

support programme for transport infrastructure.

(b) the Community's borrowing - and lgnding instruments
principally the European Investment Bank, but also the
New Community Instrument and, for energy projects,
Euratom. Under these instruments, the EIB/Commission
borrow on the capital markets, and on-lend for investment

projects.

There is currently on the table a more ambitious medium term
transport infrastructure programme (a Commission proposal), but
this is bogged down in discussion at working level in
Brussels. This could involve both Budget Finance and Community
lending. If there is to be an programme, we would prefer the
latter rather than the former, but decisions on this are a long
way off, and at this stage we would presume that any associated

lending would be absorbed within the EIB's activity.

4. It is known, however, that the Commission are currently
conducting a study on the scope for Community action on

infrastructure, which presumeably relates directly to the
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. recommendation in the annual economic report. It is this which
they may decide to outline to the Council. The study is not yet
complete. But we understand that the Commission is commissioning

a study by outside consultants (Telesis) which would:

(i) identify large infrastructure projects

of Community interest

(i) identify the best administrative framework

for such projects

(iii) look at the possible contribution of the

Community's financing instruments.

On (iii), we think that the Commission 3 considering a new
borrowing/lending instrument purely for infrastructure. The
impression is strengthened by the fact that the current Commission
proposal for extending the New Community Instrument (NCI III is
approaching exhaustion, and there 1is a draft Council Decision
for a new NCI IV) excludes infrastructure. (We expect discussion
on the NCI IV proposal to begin in Brussels later on in the year).
Also, some of the proposais for Treaty amendment being put forward
in the Inter Governmental Conference also refer - somewhat ominously

- to the Commission's borrowing and lending powers.

Sis We would not wish to support the introduction of a new
Community borrowing/lending instrument. There seems little need
for it, given the EIB and the (conventional) NCI. Account must
be taken of the impact of additional Community borrowing on the
capital markets.

(6. In fact, we would favour abolition of the NCI. There 1is
little need for this, given the EIB, and the Commission have managed
to make a loss on it in recent years. But getting rid of it is
probably not possible, given its role in Integrated Mediterranean

Programmes. )

T So, if the Commission's remarks get as far, as suggesting
a new Community infrastructure borrowing/lending instrument, and
if this idea seems to be gaining general acceptance, you should

indicate scepticism as in the line to take.
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8. More generally, if there 1is general discussion, it cannot
be said too often that infrastructure projects must be justified
in terms of rates of return, and (if appropriate) any Community

Budget expenditure must be subject to Budget Discipline.



ECOFIN, 28 OCTOBER ARIEF B
SUBJECT: GREEK SAFEGUARD MEASURES

UK Objectives

1. These are dependent on the outcome of the meeting of the Monetary Committee to
be held on 25 October.

Points to make

L. Welcome fact that Greece is taking measures to correct imbalances in economy.

Large current account and public sector deficits not sustainable.

2. High rates of price and wage inflation clearly main problem. Lower inflation would
restore confidence, lead to more normal saving/investment behaviour, make it easier to

attract funds from overseas to offset current account deficit.

3. Tight monetary policy vital. Need to maintain positive real interest rates. Also
need lower public sector deficit. Welcome steps taken so far. Hepe=thet—due

NeLRNAN

consideration givea—te ’ublic expenditure cuts ‘in r;ﬁ{lcing deficit. Reduction of degree
of wage indexation also to be welcomed. But any element of indexation likely to slow

down adjustment to lower inflation.

4. Less happy with measures that will restrict imports. Should all work to foster free

trade whenever possibe.

Background .

1. The Greek economy has been looking unhealthy for some time, but the ruling
Socialists put off taking any unpopular economic measures until after the elections in
June this year, when they were re-elected. They have now acted in the sure knowledge
that any loan they received from either the IMF or the ECC would have to be

accompanied by a range of economic policy changes.

2. Although real output is expected to grow by a modest 2 per cent in 1985, major
imbalances continue to threaten the economy. The current account deficit for 1985 is
expected to amount to some 7% per cent of GDP and the public sector deficit could be as
high as 15 per cent of GDP. As a consequence the broad money stock is growing very
rapidly. The share of investment in domestic uses of resources has been declined
steadily for four years. Meanwhile, consumer prices have been growing at an annual rate
of 18 per cent and earnings, which are protected by indexation measures, have been

growing at 20 per cent.
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3. The Greek government announced the following package of measures on
11 October:

(i) Devaluation of the drachma by 15 per cent.
(ii) Introduction of an advance deposit scheme for certain imported commodities.
(1ii) Reduction in imports by the public sector.

(iv) Reduction of the pubic sector deficit by 4 percentage points of GDP. This is

to be achieved by a combination of tax increases and expenditure cuts.

(v) Increase in some lending rates.
(vi) Modifications to the wage indexation scheme effectively to limit degree of
indexation.
(vii) Limits on increases in agricultural prices.
(viii) Temporary surcharge on profits and on the income of the self-employed.

4. These measures should provide a useful, if limited, start to tackling the problems
of the Greek economy. In particular, lower public sector deficits, higher interest rates
and less indexation of wages should help bring inflation down. It may have been
preferable to have fewer tax increases and more public expenditure cuts, but much of
the increased tax take is to be raised by increasing the tax base. Less welcome are the
restrictions to trade, which, although they may improve the external position of the
Greek economy, will obviously reduce free trade both within the Community and
between the Community and the rest of the world. The devaluation of the drachma may
be necessary to restore the international competitiveness of the Greek economy, but

would be unnecesary if domestic wages and prices were growing loss rapidly.

A



PROCEDURAL ASPECTS

5. The import deposit scheme has been implemented under Article
109 of the Treaty of Rome, which allows member states to take
protective measures if a sudden balance of payments crisis occurs.
Greece has also requested, under Article 108, to be allowed to
continue with this import deposit scheme, and to continue
restrictions on capital movements which should have been abolished
by the end of this year (the end of Greece's transitional period
of accession to the Community). Greece has also indicated that it
expects consideration of "mutual assistance" from the Community.

6. We understand also that Greece is proposing to postpone the
introduction of VAT from 1 January 1986 to 1 January 1987. This is
apparently attributable to administrative problems, rather than to
the state of the balance of payments, and so is unlikely to come
up at this ECOFIN discussion of Greece's safeguard measures. (The
UK, other northern Member States, and the Commission very much
regret this further failure on the part of Greece to fulfill its
Treaty obligations - Greece has already had a two year extension
of the deadline by which it was to have introduced VAT.)

7. The next steps on the safeguard measures lie with the
Commission. Under Article 108, the Commission should investigate
Greece's position and the action it has taken, and make its own
recommendations. These could include recommendation of Community
mutual financial assistance, but the Commission would have to
consult the Monetary Committee first.

8. The two forms of mutual financial assistance available are:

(a) Medium Term Financial Assistance. This involves all
other member states contributing towards a loan to
Greece (with the possibilty of an individual state
opting out if it has problems of its own). Any
contribution which we might make would count as public
expenditure.

(b) Community Loan Mechanism. This would involve the
Commission borrowing on the capital market, on its own
credit rating, and on-lending to Greece.

If financial assistance is to be given, we would strongly strongly
the Community Loan Mechanism, because of the public expenditure
aspect.

9. Before the Community agreed to mutual financial assistance, it
would have to be satisfied that Greece was taking the necessary
domestic measures to correct its balance of payments problem. This
would have to be thrashed out in the Monetary Committee before a
proposal was put to the Council.

10. On the Community Loan Mechanism, the ceiling on the facility
as a whole is 8 becu. At the moment, 3.2 becu is taken up as the
amount outstanding on a loan to France in 1983. Also, during the
recent accession negotiations, Portugal was provisionally promised
a loan of 1 becu spread over the next 5 years. This should leave
sufficient room for a loan to Greece; the Greeks themselves have
hinted at a figure of around 1.5b dollars or about 1.8 becu.
However, the Communi would have to take account of the impact
on the international capital market of additional Community
borrowing for a loan to Greece. A Council decision to grant a loan
under the CLM requires unanimity.



11. Greece could approach the IMF for financial assistance.
However, our information is that they are unlikely to do so, and
that they would prefer to rely on other sources such as the EC.
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TAX APPROXIMATION/ABOLITION OF FISCAL FRONTIERS

Relevant document

Commission White Paper "Completing the Internal Market" (June 1985)

UK Objective

To avoid substantive discussion of the issues at this stage

OR (if unsuccessful)

To state UK reservations on the Commission's plans without either appearing to
lead those opposing tax harmonisation or prejudicing the UK's aims on higher

priority parts of the White Paper.

Points to make

- UK endorses many of Commission's plans for completing internal market;
looks forward to rapid progress on high priority matters identified at

Milan; ready to study practical ways-of cutting trade obstacles

- To fulfil European Council's remit on tax harmonisation, UK thinks
Finance Council might look closely at range of possible approaches to tax
problems associated with internal market. UK remains unconvinced that
tax approximation necessary for completion of internal market. Measures
must meet requirements of economy and practicality. Nobody wants cure

worse than disease

- UK could agree to study a) necessity for approximation of tax rates, b)
other possible means of minimising trade distortions and frontier delays.
Adopt rigorous cost/benefit approach - eg costs of Commission's
approach, (complicated clearing house/warehousing procedures etc) must

be quantified. And in considering other approaches, separate trade from



movement of persons, and VAT from excises, to get clearest possible

picture

- (if pressed an abolition of tax frontiers) Too early to say if abolition
essential - study problem first, weigh costs/benefits, and only then take

decisions of principle

- (if pressed on movement of individuals) Important, of course, to make
travel easier. But not central to concept of internal market, which is
about trade. Wrong to let problems of personal movement decide

procedures applicable to trade

Background
The item is on the agenda at the insistence of Lord Cockfield. He is expected to

make a statement urging Member States to press on now with the necessary
political decisions, so that the detailed proposals can be dealt with in

accordance with the White Paper timetable.

+ There was an initial discussion of tax approximation at the informal meeting of
ECOFIN on 20/21 September. A number of those present argued that tax
approximation was politically very sensitive. There was general agreement with
a German suggestion that ECOFIN should hold a political debate on the subject
at the end of the year or early in 1986.

However, the Germans are now believed to have caved in to Commission
pressure to agree to substantive discussion now. We do not know how the other
Member States will react; some (eg Denmark, Greece) may prefer postponement
of a debate while others (eg France, Benelux) may be prepared to go along with
Cockfield. That is not of course to say that there will be any general move in

favour of tax approximation - the difficulties remain immense.
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ECOFIN: 28 OCTOBER 1985 RRIEF Di
Agenda item (d4d):

Draft UCITS (unit trust) directive

Relevant document:

UK Objectives

1'o secure "agreement in principle" of the directive; and a
commitment that ECOFIN considers this directive (and the
associated capital movements directive) with a view to adopting
both directives before the end of the year. The Minister will
wish to intervene on issues of importance to the UK as indicated
in the briefing. [See also the separate brief on the related
capital movements directive.]

LINE TO TAKE

: UK strongly supports this proposal. Adoption will be
significant step forward in liberating services in the community.

Important for financial services sector and Europe's investors.

25 We should build on hard work and good progress of recent

months and reach agreement on few residual difficulties.

[See separate briefing on:
(a) Government securities Funds (Article 26A);
(b) Danish problem;
(e) Implementation;

(d) Greek general reserve.]

% AANTYTY



Government Securities funds (Article 26A)

LINE TO TAKE

Loy We would prefer to do without an extra rule requiring the

holding of a number of issues.

2 However, in spirit of compromise we could accept the

Presidency proposal. [This is as far as we could go.]

Defensive briefing

= i Q. (Germany). Will this expose investors to Funds
investing in bankrupt countries (Mexico, Brazil etc)?

A. No. Article already provides safeguards (reference to
"equivalent protection").

4. Q. (Belgium). Does not this breach the spirit of Article
68(3) of the Treaty? (which requires one Member State to
seek permission before issuing securities in another Member
State).

A. No. In the absence of exchange controls, any citizen
can buy government securities direct. The same principle
should apply to Funds investing in government securities
which have already been issued. (Besides the article makes
it clear that it is without prejudice to the Treaty.)

9 Q. (Belgium). Should not we defer this problem (as we are
doing with 3 other issues)?

A. No. The principle of allowing Funds to invest 100% in
State issues was part of the original proposal and, unlike
the 3 other issues, is not a new problem. It must be
resolved now.

Background

6. The Minister will wish to intervene, as necessary. Funds
investing 100% in a single Government's securities are common

to most Member States but are not found in Germany, which has
resisted the inclusion of them. They now seem to accept the
principle but wish to ensure that the rules provide for an
adequate spread of risk (ie investment risk not solvency risk).
Their original proposal requiring a holding of at least 10 issues
is unacceptable. Presidency compromise has been tabled - the
limit would be at least 6 issues with no more than 30% in any one.
We could accept - reluctantly. We would have preferred 5 issues
and 35%.

ZYTAAAYY
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i Past worries about bankrupt third countries seem to have
subsided. Agreeing and keeping up to date a list would be
extremely difficult. We need to rely on Member States being
sensible about this.

8. Belgium is worried that (eg) a UK Gilts fund sold in Belgium
would make it difficult for the authorities to sell Belgian State
Bonds. This is a risk associated with any measure designed to
lead to greater competition for savings/ investments. They are
likely to accept a face saving reference to this point in the
recitals of the associated Capital Movements Directive.

9. For information

There are some 60 Gilts Funds authorised in the UK, with total
funds of (approx) £500 million. This is compared to total gilts
issues of £110 billion. It is estimated that £13 billion is held
by private individuals (and private trusts). Thus de UK gilts
funds represent only small part of the total market; and many
more private investors buy gilts direct than via gilts funds
(probably because it is cheaper to do so). Nevertheless, gilts
funds offer a useful investment package, especially for the small
investor.

RSPt S - s Ry SUIE =~
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Danish problem

LINE TO TAKE

1 Regret that Denmark is not able to accept the proposed
solutions to their problem; and that this looks like blocking

final agreement.

2 Reason for difficulties appears to be about a fundamental

principle of the directive which was settled long ago.

X We are prepared to look urgently and in detail at the
Danish problem; but this should be in the context of a separate

proposal.

Background

4. In view of the likely importance of this item, the Minister
will wish to intervene. The problem was thought to have been
settled but has now reared its head.

5 The directive requires a UCITS to invest no more than a
maximum of 10% in any one single company.

6. 35% of issues traded on the Copenhagen Stock Exchange consist
of bonds issued by 5 private sector mortgage credit institutions,
which are closely controlled by the State. These bonds represent
a significant proportion of the investments of Danish UCITS.
During the summer the two largest mortgage credit institutions
merged; and further mergers are expected. The Danes have rea-
lised that this could result in many Danish UCITS finding it
difficult to meet the directive's basic risk spreading rule
because such UCITS might need to invest more than 10% of their
funds in securities issued by one or other of the mortgage credit
institutions.

Ts However, to allow investment of more than 10% in a private
sector body (even if in a special category) would introduce a new
principle in the directive at a very late stage. This risks
upsetting fragile compromises elsewhere (eg Article 26A). We had
thought the Danes were prepared to accept the promise of urgent
consideration of their problem in the context of an amending
directive.
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8. However, the Danes are not content. We think their concern
is not so much to amend the 10% rule; but to make it clear that
Danish UCITS - investing more than 10% in a single issue - can
exist outside the directive (although they would not, of course,
have the right to market their units in other Member States).

The fourth indent of Article 1(2) allows Member States to exclude
from the directive's scope UCITS which follow investment policies
different from those laid down. But how different does this need
to be, the Danes will ask.

955 This has unfortunately opened up an argument which was
settled long ago. The Danes' problem would be resolved if the
directive applied only to UCITS which marketed in other Member
States. But that is not the case. It applies, and should apply.,
to UCITS whether or not they market in other countries. If that
was not the case a "domestic" UCITS would operate under different
- ie more relaxed - regime than a UCITS which marketed throughout
the community. Thus "domestic" UCITS would have an advantage over
"European" ones; and marketing across borders would carry with it
the penalty of more stringent rules. This is not the way to
liberalise the internal market.

79 A A ATYTY
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Implementation

LINE TO TAKE

i We would have wished for shorter implementation period.
Nevertheless in spirit of compromise we can accept, on basis that
directive will be adopted before end of year. [We withdraw our

reservation.]

Background

2 COREPER hammered out a compromise period for implementation
of 42 months (3% years ie implementation by 1 July 1989). Only UK
did not accept.

3 Original proposal was 2 years; but many delegations wanted
longer (up to 5 years). 3% years seems a reasonable compromise,
even though it is longer than either UK or Commission would have
wished.

7% A A ATYTY
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Greek general reserve

LINE TO TAKE

i 1 Can accept the special transitional period for Greece

2 The concern on capital movements should be dealt with

separately.

Background

. A Greek item; no intervention necessary.

4. Greece wishes to protect her small domestic industry with a
special transitional period to allow time for adjustment to more
competitive conditions. The proposal which Greece will be asked
to accept finally is for a special transitional period of 5 years,
with a possible further 3 year period if necessary. Grece has
requested a similar transitional period for capital movements.
(See separate brief on capital movements.)

9 A A NATYTY



Defensive briefing. (Points not expected to be discussed.)

Tax Harmonisation

b Q- (Ireland). Should not agreement of the directive be
deferred until the tax regime is harmonised.

A. No. there is no direct link.

Article 29 (controls over acquisition of significant holdings).

404 Qs Should not the directive agree a single figure for what
constitutes "significant influence".

A. Ideally yes but this hasnot been possible. The
resulting compromise which requires Member States to "have
regard to" local rules in other countries; and the parallel
recommendation, provide a satisfactory outcome of this
difficult problem.

Managed Funds (article 27)

3. Q. Has the UK withdrawn its request for an amendment to
allow specially formed UCITS to invest solely in other UCITS
("managed funds")?

A. We accept that there has not been time to discuss this

relatively new point; and that this should be discussed in
the context of an amending directive,

Jurisdiction

4. Q. Should not the directive provide special rules for
dealing with cross-border disputes (which may be more common
under the directive)?

A. We think it should but recognise the legal uncertain-
ties of doing so at this time given that this involves the
Brussels convention on Jurisdiction, the latest amendment of
which has not yet been ratified by all concerned. This point
should be dealt with separately as soon as possible.
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Background

Ls ECOFIN will receive a report of the outcome of the negotia-
tions on this directive. ECOFIN considered a package deal of key
issues in June 1985 but reached no final agreement. Since then
negotiations have resolved most of the outstanding points, leaving
only a few issues for consideration by ECOFIN.

2. A parallel directive on capital movements will amend the
existing community rules on exchange controls. It will give
more favourable treatment to UCITS units putting them on the
same footing as quoted securities. (See separate Treasury
briefing on the capital movements directive.)

3. It is likely that ECOFIN will be invited:
(a) to deal with any unresolved points; and

(b) to "agree in principle"™ the co-ordination directive
(but not the capital movements directive).

A late problem - concerning Denmark - looks like preventing ECOFIN
agreeing inprinciple the directive. (See briefing on the Danish
problem.)

4. Agreement would leave the way open for the directive to be

formally adopted before the end of the year. It is generally
accepted that this directive and the capital movements directive
should be adopted together. 1Italy is not yet ready to adopt

the latter directive for domestic procedural reasons. This may
apply also to Ireland and Greece. "Agreement in principle" of
the co-ordination directive would allow sufficient time for all
concerned to resolve their difficulties with the capital movements
directive and so be ready to adopt both directives by the end of
the year. Everyone recognises the importance of settling this
long oustanding matter before the accession of Spain and
Portugal.

The Directive

5ie The directive will harmonise the laws applying to Under-
takings for Collective Investment in Transferrable Securities
(UCITS) - ie unit trusts in the UK and Eire and their continental
equivalents. Authorisation in one Member State will allow the
UCITS to market its units throughout the community, without any
further authorisation, and subject only to compliance with local
(national) marketing rules. (Any local exchange controls and
local fiscal rules will, of course, apply.)

6. This goes further than directives in similar (eg banking)
fields, as it would guarantee UCITS freedom of establishment as
well as freedom to provide services. National controls will be
reduced with greater reliance placed on the effectiveness of other
Member States' controls _over their own UCITS. This is a welcome
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step towards a common internal market in financial services but
has made for difficulties in agreeing the directive's minimum
standards. Different fiscal regimes and the maintenance of
exchange controls by some Member States will lessen the impact of
the directive to some extent.

7. The UK, with a strong, innovative and diverse unit trust
industry, stands to gain from the dismantling of these barriers to
trade. Accordingly we are keen supporters. The directive would
further our wider interest in seeing greater harmonisation of the
Community markets in services, especially financial services.

8 We have argued for a directive which is as liberal as
possible, consistent with the need to give adequate protection
to investors, and which catches only those UCITS for which the
directive's provisions are appropriate (ie the UK's authorised
unit trusts investing mainly in quoted securities). We have

the support of the Netherlands as well as Luxemburg and Denmark.
Germany and Italy are prominent in arguing for more detailed
regulation whilst most other States (including France) lie
somewhere in between.

9. UK unit trusts are authorised by the Department of Trade and
Industry, under the Prevention of Fraud (Investments) Act 1958.
The January 1985 White Paper "Financial Services in the United
Kingdom" proposes fresh legislation which will, inter alia, reform
the present controls over unit trusts and will take account of the
directive's requirements. The Financial Services Bill is due to
be published early on in the new session.

FINANCIAL SERVICES DIVISION
Department of Trade and Industry
25 October '1985.
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CAPITAL MOVEMENTS DIRECTIVE

Relevant Document : Report from Coreper

UK Objectives

To secure agreement that a new directive amending the capital
movements directive should be adopted before the end of the year
as part of a package with the UCITS directive (on which see separate
brief) and before the arrival of the Spanish and Portuguese put

the whole thing back to square one.

Line to take

Two directives should be agreed at the same time, since they are

clearly different sides of the same coin.

BACKGROUND

Article 67 of the Treaty of Rome requires member states progressively
to abolish all capital movement restrictions within the Community
and any discrimination based on a nationality or residence. 1 B o

also provides for an end to all restrictions on current payments.

b A directive for the implementation of Article 67 was agreed
in 1960 and subsequently amended in 1962. This directive classifies
capital transactions into 4 1lists depending upon their nature.
Those in list A (direct investment, insurance payments, real estate
and a range of personal transfers) and list B (quoted securities)
are suppose to be 1liberalised unconditionally. Transactions in
list C should also be liberalised, but are subject to a let-out
clause in certain circumstances. There is no obligation in respect

of transactions in list D.

3. The Treaty also contain safeguard clauses (Articles 73, 108
and 109) which allow member states to obtain derogations from the
capital movements directive. At present France, Italy and Ireland
all take advantage of these safeguard clauses to apply restrictions
on capital movements in 1lists A and B. Greece also maintains



,trols under the provisions of their Treaty of Accession (which
run out at the end of this year when Greece wants them to be replaced

by an equivalent derogation).

4. At present transactions in the wunits of unit trusts covered
by the UCITS directive fall under list C of the capital movements
directive (and are therefore subject only to conditional
liberalisation). The proposed capital movements directive would

promote them to list B.

5 For the countries which maintain derogations this change would
not make any immediate difference. They would still in practice
be able to retain restrictions which would substantially reduce
the effect of the UCITS directive. (Indeed, if they were not able
to do so the UCITS directive would blow an effective hole in their
exchange control systems). But the other member states of the
Community are now taking a much tougher attitude towards the
continuation of exchange controls; and promotion of unit trusts
from list C to list B would mean that restrictions upon them became
in principle subject to more stringent scrutiny and authorisation
procedures. We have therefore been arguidg that the two directives

ought to be seen as a package.
6. There are three points of difficulty.

7 Ireland has wanted a cast-iron guarantee that their existing
derogation from the capital movements directive would be extended
automatically to UCITS when they were promoted to 1list B. Nobody
seriously doubts that this will be done. But the Commission have
argued that it is wrong in principle to agree that it should be
automatic. A compromise has been put forward whereby an entry
in the Council minutes when the directive is agreed would give

the Irish what they want.

8. Greece has been pressing for a special transitional period
before full adoption of the UCITS directive and wants a similar
arrangement for the capital movements directive. At first sight
this linkage has some logic. But it would have the effect of giving
the Greeks the power to continue to maintain controls on the



‘l’keting of other countries unit trusts to protect their own
industry even if the balance of payments Jjustification for
maintenance of exchange controls generally had disappeared. This
may seem a somewhat academic point. Greece seems likely to continue
to have balance of payments problems for some time. But the
Commission have opposed the proposal on grounds of principle. Again,

a compromise seems likely.

9. Italy has indicated that she is not yet ready to agree the
directive for reasons which are not absolutely clear but which
appear to be connected to disagreements between different Italian
departments about who should have responsibility for UCITS in the
future. This is the main reason why the directive has not been
agreed already. If the directive is not to be held up indefinitely,
the Italians will have to sort themselves out quickly. They have

promised to try to do so.
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ECOFIN 28 OCTOBER

BUDGET DISCIPLINE : ADAPTATION OF FINANCIAL GUIDELINE

UK OBJECTIVE

To obtain ECOFIN's agreement that officials should consider

how the CAP financial guideline can best be adapted to cover
EC1l2 expenditure. (This item has been included at the UK's
suggestion and the Minister will wish to intervene at the

outset.)

LINE TO TAKE

- At the Budget Council on 17-18 September I gave notice that
the UK would seek an early discussion in ECOFIN of how best
to adapt or extend the financial guideline for agricultural
guarantee expenditure to cover expenditure in the Community
of 12

- To avoid misunderstanding let me stress that we have no
wish to question the provision for FEOGA Guarantee expenditure
in Spain and Portugal which the Budget Council agreed‘to
put in the draft budget for 1986. We are concerned rather
with decisions affecting the budgets for 1987 and later.

- Neither do we have any wish to re-open the budget discipline

conclusions agreed last year.

- We would hope however that ECOFIN colleagues would agree
that budget discipline will be as important in the Community
of Twelve as in the Community of Ten and in particular that
a similar degree of restraint as is implied by the existing
agriculture financial guideline for the Community of Ten
should be applied in the Community of Twelve.

- We believe that there would be increasing problems in trying
to operate a financial guideline designed for 10 in a Community
now grown to 12. It would greatly complicate the price fixing

negotiations, for example.



- It would in our view be premature to discuss today how the ‘
existing guideline might be applied in the Community of
Twelve. As we see it, however, the Community will need a

simple approach which:

- preserves the existing rules;

- applies to expenditure in the Community of Twelve as
a whole rather than expenditure in Spain and Portugal
separately; and

- enables realistic provision to be made for agricultural

spending in Spain and Portugal.

- I should like to propose that this Council invite officials
to examine possible ways of achieving the objectives I have
described, with a view to reporting back to ECOFIN at an
early date, perhaps January or February of next year. I
hope that the Commission will agree to assist us with this

work.

[If others suggests that other parts of the reference framework

as well should be amended to cover Spain and Portugall]

I would not object to'extending the remit to cover the rest
of the reference framework if that is the general will. I

do suggest however that we should proceed on the basis of
minimum change. In the opinion of the UK delegation, it is

at best doubtful whether any changes will be needed in other

areas of the budget discipline conclusions.
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BACKGROUND NOTE

There was no dissent to your suggestion at the Budget Council
that ECOFIN should consider how the financial guideline could
be extended to cover ECl2.

We have taken some preliminary soundings at official level

with German, French and Dutch colleagues. The response has

been fairly lukewarm. In particular other member states consider
that a final decision on extending the guideline could not

be reached until the new year, when Spain and Portugal would

themselves have to be parties to the decision.

The Germans have expressed concern that by raising this point

we may reopen the budget discipline conclusions as a whole

and have also suggested that any study should logically examine
the extension of the reference framework as a whole, not just

the financial guideline, to Spain and Portugal. We have considered
carefully the first point but think it can be handled by stressing
the very limited scope of our proposal. The second point is

not very welcome to us as it would complicate the negotiaﬁions

by bringing in the Parliament, but if the Germans or others

press it we may have to accept it.

We consider that it would be useful to get official level
discussions (involving the Commission) started so that there
is a chance that the Commission's CAP price fixing proposals
for 1986/87 (expected about the turn of the year) could be
influenced by any revision to the formula. You should only
press for an early ECOFIN Council decision on the substance
(ie in December or January/February) later in the discussion

if others have shown a willingness to make progress.

A note of the UK's position on this issue which has already

been circulated to the German, French and Dutch Finance Ministries
ak attachmenk i, Briefly our idea is that expenditure

on FEOGA guarantee should be limited to the same proportion

of the own resources base in the Community of 12 as is currently

permitted under the ECl0 financial guideline. This could be



achieved by including the own resources base of Spain and
Portugal (with the VAT element abated by the transitional

own resources relief) when calculating the own resources factor
to be applied to the existing Community of 10 own resources

base.
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. @) rEoGA GUARANTEE EXPENDITURE FINANCIAL GUIDELINE

EXTENSION TO COMMUNITY OF 12

The financial guideline for expenditure on agricultural markets

is at present calculated by reference to the level of agricultural
spending in the Community of 10 in 1984 and 1985 and to the
rate of growth of the own resources base in the present 10
member states. The Budget Council, when establishing the

draft budget for 1986, agreed to treat agricultural market
support sp~nding in Spain and Portugal as additional to the
guideline 1 1986 under the terms of Article 2 of the Council's
conclusion on budget discipline. But there was no opposition
to the UK's suggstion that the ECOFIN Council should take

an early opportunity to consider ways of extending the existing
guideline formula so as to cover the Community of 12.

23 In the UK's view, a formula for the Community of 12 should

have the following properties:

- it should be as similar as possible to the existing

formula;

- it should enable realistic provision to be made for
the Community's additional requirements for agricultural

guarantee expenditure after enlargement;

- it should apply to agricultural expenditure in the
Community of 12 as a whole, not to expenditure in existing
member states and in Spain and Portugal separately.

F. In keeping with this, the new formula might limit the

FEOGA expenditure concerned in the Community of 12 to the

same ratio of the own resources base for the Community of

12 as is implied by the existing guideline for the Community

of 10. This could be achieved by including the own resources

base of Spain and Portugal (net of refunds) in the forecast

own resources base of the Community year by year when calculating

the own resources factor to be applied to the Community of 10 .
expenditure base (see Article 4 of the budget discipline conclusions).

London
October 1985
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ANNEX A

CONCLUSIONS OF THE COUNCIL
ON THE MEASURES NECESSARY TO GUARANTEE THE
EFFECTIVE IMPLEMENTATION OF THE CONCLUSIONS OF
THE EUROPEAN COUNCIL ON BUDGETARY DISCIPLINE

THE CouNnciL OoF THE EUROPEAN COMMUNITIES,
Having regard to the Treaties establishing the European Communities,

Whereas at its meetings on 19 and 20 March and 25 and 26 June 1984
the European Council reached agreement on a secries of decisions and
guidelines to ensure the relaunch of the Community and establish a solid
basis for further development during the present decade;

Whereas principles on budgetary and financial discipline are specifically
laid down;

Whereas the European Council considered it essential that the rigorous
rules which at present govern budgetary policy in each member state shall
also apply to the budget of the Communities, and stated that the level
of expenditure will be fixed on the basis of available revenue, and that
budgetary discipline will apply to all budgetary expenditure;

Whereas the European Council invited the Council of Ministers to
adopt the measures necessary to guarantee the effective application of the
principles as set out in its conclusions,

HAs ADOPTED THE FOLLOWING CONCLUSIONS :

Article 1

1. At the beginning of the budgetary procedure each year, the Council
shall fix a reference framework, i.e. the maximum level of expenditure which
it considers it must adopt to finance Community policies during the following
financial year in accordance with Articles 2 to 5 inclusive and Article 9.

2. In order to fix the reference framework, the Council shall act by
qualified majority in accordance with Article 148(2), second indent of the
EEC Treaty.

3. The relevant provisions of the financial guidelines concerning the
Common Agricultural Policy, set out ©in the Annex to the Commission
communication of 6 March 1984, shall be implemented; these provisions are
annexed to these Conclusions.

Article 2

The Council shall ensure that the net expenditure relating to agricultural
markets calculated in accordance with Article 4, will increase by less than
the rate of growth of the own resources base. This development shall be
assessed on comparable bases from one year to the next.

Account shall be taken of exceptional circumstances, in particular in
connection with enlargement. :
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Article 3

The amounts to be taken into account for the application of Article 2
shall be—

(@) as regards expenditure—

that chargeable to Section III, Part B, Titdes | and 2 (EAGGF
Guarantee) of the Budget. The calculation of agricuitural expen-
diture for the purposes of the guideline referred to in Article 2 shail
be this expenditure. reduced by the sum of amounts corresponding to
the marketing of ACP sugar, refunds in connection with food aid
and the payments by producers in respect of the sugar and isoglucose
levies as well as the revenue from any future internal agricultural
charges;

(b) as regards the own-resources base—

the poteatial revenue on the basis of which Titles | and 2 of the
Revenue side of the Budget are determined. The calculation of the
Community’s own resources base for the purposes of the guideline
referred to in Article 2 shall be the total VAT base upon which the
VAT rate of the year in question is calculated, the amount of financial
contnbutions (if any) ncluded in the Budget ot the year, together with
the own resources, other than those derived from VAT, set out in
Revenue Title 1, less the sugar and isoglucose levies as well as the
revenue from any future internal agricuitural charges.

When the potential revenue from VAT is changed following an
alteration in the VAT ceiling, the guideline provided for in Article 2
shall thereafter be calculated as if the new maximum VAT rate had
been applied in all the years relevant to the calculation of the
guideline. : :

Article 4

The level of net expenditure reiating to agricuitural markets for a given
financial year shall be calculated as follows—

(a) the level of expenditure, as defined in Article 3(a), shall be the
average of the actual outturn expenditure for 1984, and the best
estimate of the outturn for 1985;

(b) the own resotirces factor shall be established by dividing the forecast
level of the own resources base for the financial year in question, as
defined in Article 3(4), by the average own resources base for 1984

and 1985:

(c) the level of expenditure for the financial year in question shall be
determined by multiplying the amounts obtained by the application
of paragraphs (a) and (b), unless the Council acting by the majority
defined in Article 1(2) decides otherwise;

(d) the method of calculation shail be re-examined in accordance with
the Fontainebleau coaclusions under the heading * bhudgetary

imbalances ” on the basis of the report to be presented by the
Commission one year before the 1-4 per cent VAT ceiling is reached.
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Article 5

In the event of failure to respect the qualitative guideline referred to in
Article 2, the Council shall, during the following two financial years, ensure
that, barring aberrant developments, agricultural expenditure is brought back
within the limits imposed by this guideline. In so doing, the Council shall
concentrate its activity primarily on the production sectors responsible for
the failure to adhere to the guideline.

Article 6

1. The Council shall, when exercising its powers as legislative authority
or branch of the budgetary authority, ensure that the reference framework
is respected.

2. At the request of a member of the Council or the Commission, the
Council, acting by the majority referred to in Article 1(2). may amend the
reference framework.

Article 7

1. Except in the case of decisions mentioned in paragraph 4. when the
Council is on the point of adopting an act which appears likely to increase
expenditure for a financial year beyond the reference framework applicable
to that year, the adoption of that act shall, at the request of a member of
the Council or the Commission. be suspended.

2. Within a period not exceeding one month, the Council, acting by the
majority referred to in Article 1(2), shall determine whether the proposed act
would, if adopted, lead to the reference framework being exceeded.

3. If the Council concludes that the proposed act would, if adopted.
lead to the reference framework being exceeded, it shall reconsider the
proposed act with a view to taking appropriate measures.

4. 1In the case of decisions affecting net expenditure relating to agricul-
tural markets, the procedures laid down in paragraphs 5(c) and 6(b) of the
Annex to the Commission’s communication of 6 March 1984 shall apply.

Article 8

When the Council is on the point of adopting an act which has consider-
able financial implications for several years, the Council shall, before taking
the final decision, formulate an opinion on whether the financial implications
of the proposed act are compatible with the principles and guidelines govern-
ing the Community’s budgetary policy.

Article 9

1. The Council shall comply with the maximum rate provided for in
Article 203(9) of the EEC Treaty throughout the budgetary procedure.
2. In order to achieve this:
—when establishing the Draft Budget, the Council shall keep the increase
in expenditure other than that necessarily resulting from the Treaties
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ANNEX A I

EXTRACT FROM THE COMMISSION COMMUNICATION
OF 6 MARCH 1984 REFERRED TO IN ARTICLE 1
PARAGRAFH 3

5. As regards the decisions which have a determinant effect on the
volume of agricultural expenditure, that is the decision on agricultural
prices which the Council of Agriculture Ministers must take each year on
a proposal from the Commission, the Commission proposes the following
rules—

(¢) When submitting its agricuitural proposals the Commission will
supply a quantified estimate of their budget impact in relation to
the movement in the growth of the Community’s own resource base
calculated according to a common and constant formula, namely
the sliding average of the growth rates for the current year, the
vear immediately preceding and the year ahead. These figures will
allow a judgement to be made of the compatibility of the proposals
with the guideline referred to in paragraph 2.

(b) The Commission will draw up its proposals on prices (and related
measures) in the light of the guideline referred to in paragraph 2. To
this end the Commission confirms that it intends in the coming years
to pursue a restrictive price policy for sectors in surplus and for
those where a rapid growth in expenditure is coupled with limited
outlets for disposal. -

(c) On this basis the Commission suggests that the European Council
request the Council to adopt the following rule: if in the Commission’s
opinion the Council of Agriculture Ministers seems likely to take
decisions whose cost would exceed that of the original proposals of
the Commission, the final decision must be referred to a special
Council session attended by both Finance and Agriculture Ministers
and can be taken only by that special session.

6. As regards the preparation and implementation of the budget the
Commission proposes the following rules—

(a) In submitting its budget proposals in the context of its preliminary
draft budget the Commission will take account of all foreseeable
expenditure in the budget year concerned. including that stemming
from its price proposals.

The aim of the Commission and the Council will thus be to keep
EAGGF Guarantee expenditure within the appropriations for the
year.

(b) The Commission will institute an early-warning procedure enabling

it to detect promptly any risk during the year of budgetary over-runs
and report to the Council and Parliament forthwith.*

* Apart from a Council decision on prices in excess of the Commission’s proposals (when
the special decision-making procedure in paragraph 5(c) would apply), such ** over-runs
could only occur as a result of compelling economic developments which could not have
been foreseen when the budget was adopted.
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(c)

[t will in any event report to the Council and Parliament each
month on the trend of agricultural expenditure.

After making use of all the opportunities afforded by the routine
management of the CAP it will if need be propose to the Council
and Parliament measures designed, without detriment to the principles
of the CAP, to restrict increases in agricultural expenditure. It will
be incumbent on those institutions to take the necessary decisions as
speedily as possible so that these measures caa achieve their purpose.
Where appropriate the Council’s decisions could be taken at a special
session of the kind referred to in paragraph 5(c).

The Commission will not introduce a supplementary budget until
it has exhausted all the opportunities for savings afforded by the
routine management of the CAP and by any additional Council
decisions.

In the event of failure to respect the qualitative guideline referred to
in paragraph 2 (by reason either of a special Council decision (para-
graph 5(c)) or of a supplementary budget), adherence thereto will
mean both the Council and the Commission must during the following
two financial years ensure that. barring aberrant developments,
agricultural expenditure is brought back within the limits 1mposed
by the qualitative guideline. In so doing they must conceutrale
primarily on the production sectors responsible for the failure to
adhere to the guideline.”




ANNEX A 11

Council conclusions on co-operation with the Commission and
the European Parliament on budgetary discipline

The Council on 28 November and 4 December had a thorough discussion
in the light of the meeting on 21 November on how to ensure the necessary
co-operation between the European Parliament, the Commission and the
Council in the matter of budgetary discipline.

The Council adopted the following conclusions—

—firstly to invite the Commission and the European Parliament to
examine with it ways in which the co-operation necessary for a
budgetary discipline common to all thrce Institutions may be brought
about;

-—secondly to invite a delegation of the Parliament to meet it shortly
before the meetings at which the Council is due to fix the reference
framework for the year.

The Council authorised its President to transmit to the European
Parliament the outcome of its deliberations on budgetary discipline, namely
its conclusions on—

—the measures necessary to guarantee the effective implementation of

the conclusions of the European Council on budgetary discipline.

—co-operation with the Commission and the European Parliament on

budgetary discipline.
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1607/7
BRIEF F
ECOFIN 28 OCTOBER

SUBJECT: COMMISSION PROPOSAL FOR AMENDING LETTER TO 1986 PDB
TO CORRECT UNITED KINGDOM'S ABATEMENT

Objective

To secure the Council's approval of the amending Letter so that
it can be transmitted to the Parliament in time for them to consider

it at their first reading of the Budget.

.[Fallback Objective if Council Reject the Letter

To secure a firm undertaking from the Commission and the Council

that there should be a supplementary and amending Budget in

September 1986 to make this and any other necessary corrections

to our abatement.l

Point to Make

- KRegret 1t has proved necessary to discuss question at all.

Had hoped it would be simply an 'A' point.

- All member states recognise United Kingdom did not ask
Commission to propose Letter. This because new ORD itself
clearly states that such matters are the Commission's
responsibility. UK prepared to leave matter in their hands.
(of course, also Commission responsibility to make all

budgetary proposals).

- But we do welcome Letter. Commission were right to issue
b i, 42 Once size of adjustment and consequential effect on
abatement became apparent, only prudent to reflect this in
Budget. Would have been irresponsible of the Commission
to have done otherwise. Article 12(6) of Financial Regulation



empowers Commission to submit Letters of Amendment if new'
information makes this necessary. These exactly the

circumstances inwhich such a power should be used.

- Has been suggested that agreed methodology makes no provision
for amendment at this stage. But that is surely beside the
point. Whole thrust of methodology paper is to set out way
of establishing most accurate estimation possible of United
Kingdom abatement. The paper certainly does not provide
for inserting in main Budget figures which are known to be
wrong or fail to take account of know developments. [ Perhaps
if net result of adjustments had been to reduce UK's abatement

Amending Letter might have got warmer welcome?]

- Has also been suggested that still so may uncertaintities
in the figures that an "irregular" correction now is premature.
It could later prove to be unnecessary. The chances of this
being so are very slim. Commission's latest estimates for
United Kingdom's final abatement entitlement are in range
1613 to 1878 mecu. 1664 mecu that would result from Amending
Letter is well below mid-point of this range, which is about
1750 mecu.

= CFinally, do- +ask colleagues on “‘the . Council not  to
underestimate political difficulties rejection of this Letter
would cause in the United Kingdom. Both the UK Parliament
and wider public opinion would be very concerned if that
were to happen. Since Fontainebleau, Community's image in
the United Kingdom has improved accordingly. Rejection of
the Letter could be seen as casting doubt on other member
states' acceptance of that Agreement, and would increase

influence of those hostile to the Community.

If Necessary to Secure Fallback Objective:

- Very disappointing that Council does not seem prepared
to accept Commission proposal. But as rules of budgetary
procedure say decisions must be taken by QM, obviously if
the Letter fails to muster a QM, it must fall. Accept that

o



decision is in the Council's hands.

- No one questioned that United Kingdom was entitled to
abatement in respect of its VAT adjustment. Commission have
already most helpfully said they will bring forward necessary
amending Budget next September to cover this. Would go a
long way to minimising negative political impact in the United
Kingdom of decision to reject the Letter if Commission and
Council could agree now that necessary action will be taken

in September 1986 to correct our abatement having regard

to the VAT adjustment and all other relevant developments.
E— If Council cannot agree to this, will be widespread feeling
in United Kingdom that Community is renaging on Agreement

reached at Fontaineblea@]

Background Note

1 Following regular payment of VAT adjustments on 1 August 1985
which increased the United Kingdom's VAT share from 21.34 per cent
to 22.83 per cent, the Commission presented on 11 October a Letter
of Amendment to the 1986 PDB to reflect'this change in the United
Kingdom's abatement provision in the 1986 Budget. Phie . 18 'in
acordance with Article 3(3) of the new Own Resources Decision,
which makes it clear that all payments in any one year are eligible
for abatement, whether they arise from that year's Budget of from
the preceding ones. The size of the additional abatement is
264 mecu (c.£160 million). The United Kingdom did not ask the

Commission to make this proposal.

2.4 Other member states' have objected to the Commission's proposal
chiefly on the grounds of timing. They were first annoyed that
the Commission took nearly two and a half months to propose the
correction, and then could produce only feeble reasons why they
had failed to present the Letter of Amendment before the first

Budget Council in September.

3. More important, however, they objected that the Commission's

own agreed methodology made no provision for a Letter of Amendment



- -

at this stage in the process. They, particularly the French, ‘

claimed that there should be no change in the figures between
the ihitial estimate in the PDB, and any supplementary and amending
Budget which might prove necessary in the September of the following
year. They suggested that there was no good reason for the
Commission to insist on making this particular change when there
are still so many other uncertaintities, and it could prove in

the end unnecessary.

4. There has been no serious attempt to query that the United
Kingdom will eventually be entitled to have its VAT adjustments

reflected in its abatement.

5% At Budget Committe on 22 October, five member states agreed
to accept the Letter of Amendment. France and the Netherlands
indicated they would reject it. Belgium and Italy were undecided.
At COREPER on 24 October, they decided

6« The agreed methodology provides only for the possibility

of a correction in-September in 1986. The Commission is not. obliged
to update the figures Suntil Septembef 1987. _Christopherson has
already said privately that he would be prepared to make it clear
that the Commission will be presenting a supplementary and amending
Budget next September. If we are forced to accept that the Letter
of Amendment will not be approved, we should get this assurance
on the record in the Council. It would also be very helpful to
get the Council itself to accept on the record that they will
accept that amending Budget.



: Bl P ATTACHMEN T Teo RRICF @

EUROPEAN COMMUNITIES

(ECSC - EEC = Euratom)

LETTER OF AMENDMENT

TO THE PRELIMINARY DRAFT BUDGET

OF THE EUROPEAN COMMUNITIES FOR 1986 (1)

(1) Sent to the budgetary authority on 31 July 1985.

comM(85) 550

11 OCTOBER 1985



In accordance with Article 12(6) of the Financial Regulation of

21 December 1977 applicable to the general budget of the European
Communities, the Commission, for the reasons set out in the attached
explanatory memorandum, wishes to present to the budgetary authority

a letter of amendment to the preliminary draft budget for 1986.
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EXPLANATORY MEMORANDUM

The purpose of this letter of amendment is to adjust the amounts

entered in the prelimimary draft general budget for 1986 for the correction
of budgetary imbalances for 1985.

It concerns only the revenue side; the expenditure side remains unchanged.

REVENUE

VAT own resources payments and financial contributions from the Member States
to finance the 1986 budget (Article 130 and Item 2000) were determined by:

- calculating the payments resulting from application of the uniform rate
(or GNP share);

- applying the adjustments required under the arrangements for the correction
of budgetary imbalances (Article 3(3)(b), (c) and (d)) of the Decision
of 7 May 1985 on the Communities' system of own rescurces (85/257/EEC,
Euratom).

The calculation of the correction of the budgetary imbatances is explained
on pages B/758 to B/762 of Volume 7 of the preliminary draft budaget and

is based on the United Kingdom's share of VAT payments and financis
contributions at the 1985 uniform rate according to the 19E5 t_zzet.

3
3
[17)
wn

Since the 198% preliminary draft budget was prepared a new fzctc

srisen which, for reasons of budget transparency, should be tzre~ into
account: the establishment and entry on 1 August cf the bsls~ces ct VAT
and financial contributions for 1984 and corrections for previous years (1).
This resulted in the United Kingdom paying a further 252,7 million ECU

and the other Member States a total of 151,7 million ECU less, s ret

extra payment of 101 million ECU.

Under Article 3(3)(b) (i) of the Council Decision of 7 May 1985 on the
Communities' system of own resources adjustments in respect of previous
years are to be taken into account in calculating the United Kingdom's
percentage share of VAT for the purpose of determining the correction.

While the United Kingdom's share in total VAT payments and financial
contributions for 1985 was 21,3433% under the 1985 budget, it increased
to 22,8287% when adjustments for earlier years were included.

(1) Article 10(4) of Council Regulation (EEC, Euratom, ECSC) N°® 2891/77
of 19 December 1977 and Article 10 of Council Regulation (EEC,
Euratom, ECSC) N°® 2892/77 of 19 December 1977.




Share of the United Kingdom in VAT payments and financial contributions in 1985
at the uniform rate
million ECU %
1985 1984 s Total 1985 Total
budget balances budget
(1) (2) (3) (&) (5)
United Kingdom -l 3.300,0 252,7 352,70 21,3633 22,8287(2
Other Member States 12.161,5 |[(=)151,7 12 .009,8 78,6567 175171302
TOTAL 15..461,5 104:,;0 15 562,53 100,0000 100,0000
(1) Including corrections for previous years. ;
' (2) Based on non-rounded fioures.
l
This new share means that the net correction for the United Kingdom should
be calculated as follows:
1. Share of the United Kingdom, in VAT and GNP
financial contributions in 198S (revised) 2z ,2287%
. UK share of aillocated expenditure in 1985 (unchanged) ComE Iz
3. Difference (1 - 2) 9,34677
4. Total allocated expenditure in 1985 (unchanged) 26.577.374.000 ECy
P (I A 2.521.4%4.000 ECU
6. Net correction: 0,66 x S = 1.664.186.000 ECU

In view of the margin of error, this figure has
been rounded to 1.664 million ECU.

This increases the net correction from 1.400 million ECU to 1.664 million ECU.

This sum is to be deducted from the VAT payments which the United Kingdom
would make at the uniform rate in the 1986 preliminary draft budget.

The correction will be financed by modulating the VAT rates of the other
Member States, as shown in the following table.



Calculation of the allocation and the financing of the correction by mcdulation of
the VAT rates or financial contributions for 1986

Normal

VAT/GNP Financing of 'Fontainebleau'l Corrected Modulated
payments shares the "fFontainebleau" correction, payments VAT
for 1986 in correction by scale rates
at the VAT/GNP in Total
uniform rate] for 1986} Adjusted withGermanyi column 4 1. %355 6=
of excl. }share reduce 2
1,2661% UK o5 I VAI/GN:ggzse
column 3 and ar
other shares
adjusted
million ECU % % % million ECU{million ECU %
& ) (3) (%) Gy (6) ge
2 646,091 2,89. 3,54 4,08 67,853 713,944 1,376%
OK 430,146 10 235 2,03 25,174 475,320 14,2780
ca 4.8,587| 2,00 2,45 2,83 67,111 495,658 1,376%
E 1.883,329| 8,40 10,30 11,87 197,475 | 2078802 1 o s
l
£ LEERi L. An g 24,56 28,77 478,659 | 5.036,847 | L3743
IRL 186,911 c,83 1,02 Ty 19,629 206,54 i, 3749
1 3.118,680 15353 17,08 19,68 227,55 3.646,205 11,3769
L 52,335 C,23 c,28 0,33 5,496 57,831 11,3766
NL 1.018,044 4,55 9,58 6,43 106,915 T124,95% |~ 71,3765
= 187,791 0,84 1,03 1,19 19,722 cur, 513 1,3749
UK 4,125,261 18,43 0 0 -1.664,000 2,461,261 0,743¢
EUR=-12 | 22.388,013| 100,00 100,00 100,00 0 22.388,013 -
Note: The figures in column S have been calculated on the basis 6f the scale in

column 4 to twelve decimal places and then rounded to the nearest thousand.
The figures in column 6 are based on these roundings.
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