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VISIT OF CHANCELLOR SCHMIDT OF THE 
FEDERAL REPUBLIC OF GERMANY 

10TH-12TH MAY 1979 

NOTE OF A DISCUSSION BETWEEN THE CHANCELLOR OF THE EXCHEQUER 

AND THE MINISTER OF FINANCE, OF THE FEDERAL REPUBLIC OF 

GERMANY, AT 11, DOWNING STREET AT 16.00 ON THURSDAY, 11TH MAY 1979 

P r e s e n t : 


C h a n c e l l o r of the Exchequer 

Mr. K.E. Couzens 

Mrs. M.E. H e d l e y - M i l l e r 

Mr. M.J. M i c h e l l 


H e r r M a t t h o e f f e r , F e d e r a l 

M i n i s t e r o f F i n a n c e 


H e r r M. L a h n s t e i n , Under 

S e c r e t a r y of S t a t e 


Dr. V.'W. Heck, A s s i s t a n t 

Under S e c r e t a r y , F e d e r a l 

M i n i s t e r of F i n a n c e 


Dr. G. M a s s i o n , Embassy 

of the F e d e r a l R e p u b l i c 

o f Germany 


A f t e r an i n i t i a l exchange of c o u r t e s i e s , H e r r M a t t h o e f f e r 

opened the d i s c u s s i o n by a s k i n g about the Government's economic 

p r i o r i t i e s . The C h a n c e l l o r i n r e p l y emphasised M i n i s t e r s ' 

t o t a l commitment t o r e d u c t i o n s i n b o t h the u n i q u e l y h i g h l e v e l 

of U n i t e d Kingdom p e r s o n a l t a x a t i o n and i n p u b l i c e x p e n d i t u r e 

and the p u b l i c s e c t o r b o r r o w i n g r e q u i r e m e n t . Lower d i r e c t 

t a x a t i o n and i m p r o v e d . i n c e n t i v e s were r e q u i r e d t o r e g e n e r a t e 

the s u p p l y s i d e o f the economy and r e v e r s e t h e d e c l i n e i n 

i n d u s t r i a l performance. 
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H e r r M a t t h o e f f e r asked how f a r the Government's p o l i c i e s 

a l l o w e d f o r some Government s u p p o r t f o r i n d u s t r y and more 

g e n e r a l i n c e n t i v e s t o encourage i n v e s t m e n t . Government h e l p 

i n the FRG had g i v e n a good d e a l of encouragement t o s u c c e s s f u l 

medium and s m a l l e r s i z e d companies. A l s o , schemes l i k e the 

c o a l g a s i f i c a t i o n programme c o u l d not have succeeded w i t h o u t 

Government i n i t i a t i v e . The C h a n c e l l o r s a i d t h a t schemes f o r 

i n d u s t r i a l s u p p o r t were l i a b l e t o waste l a r g e amounts of p u b l i c 

money and the Government p r e f e r r e d t o c o n c e n t r a t e on m o t i v a t i n g 

the p r i v a t e s e c t o r i n o t h e r ways. 


The C h a n c e l l o r t h e n t u r n e d t o performance of the monetary 

a g g r e g a t e s . The UK money s u p p l y was r u n n i n g v e r y c l o s e t o 

the top of the 8-12 per cent r a n g e , w h i c h had remained unchanged 

f o r two y e a r s . H e r r M a t t h o e f f e r r e p l i e d t h a t i n the FRG the 

money s u p p l y was w e l l w i t h i n the 6-9 per cent t a r g e t . I n t e r e s t 

r a t e s p a i d by i n d u s t r y f o r l o n g term b o r r o w i n g were l i t t l  e 

o v er h a l f those p r e v a i l i n g i n the UK. 


D i s c u s s i o n then moved on t o Community m a t t e r s . The 

C h a n c e l l o r began by r e c a l l i n g a c o n v e r s a t i o n he had had w i t h 

H e r r / / i l l y B r a n d t some y e a r s p r e v i o u s l y when the l a t t e r had 

s u g g e sted t h a t the most s i g n i f i c a n t c o n t r i b u t i o n t o be made by 

the UK t o the v i g o u r o f the EEC l a y i n i m p r o v i n g the performance 

o f i t s own economy. The Government were d e t e r m i n e d t o see t h a t 

improvement come about. 


H e r r M a t t h o e f f e r then i n v i t e d the C h a n c e l l o r ' s views on 

UK p a r t i c i p a t i o n i n the European Monetary System (EMS). The 

C h a n c e l l o r s a i d t h a t the Government would n a t u r a l l y w i s h t o 

re-examine t h i s whole q u e s t i o n : w h i l s t our p a r t n e r s s h o u l d 

not expect e a r l y d e c i s i o n s , he r e c a l l e d t h a t i n the debate i n 

the House of Commons i n December he had i n d i c a t e d a g r e a t e r 

d i s p o s i t i o n than the Labour Government t o see the UK p a r t i c i p a t e 

more f u l l y i n the new arrangements. H i s e x p r e s s e d doubts had 
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been of a m a i n l y t e c h n i c a l k i n d , r e l a t i n g t o the adequacy 
o f machinery f o r making p a r i t y a d j u s t m e n t s w i t h i n t h e EMS and 
t o whether s u f f i c i e n t p r o g r e s s had y e t been made towards 
economic convergence i n the p a r t i c i p a n t c o u n t r i e s . T a k i n g up 
the f i r s t p o i n t , H e r r M a t t h o e f f e r s u g g ested t h a t p a r i t y 
a d j u s t m e n t s , w i t h g o o d w i l l , were no more d i f f i c u l t i n the EMS 
than they had been i n the snake. S i n c e December the exchange 
r a t e s of the EMS c o u n t r i e s had shown .remarkable s t a b i l i t y even 
b e f o r e the system f o r m a l l y came i n t o o p e r a t i o n . The u nexpected 
f e a t u r e had been the s t r e n g t h o f s t e r l i n g . I f the UK j o i n e d the 
exchange r a t e mechanism i n due c o u r s e would the Government want 
the u s u a l 2\ per cent margin f o r s t e r l i n g or the w i d e r m a r g i n 
a l l o w e d t o the I t a l i a n l i r a ? The C h a n c e l l o r s a i d i t was t o o 
soon t o be f i r m about d e t a i l s , but he r e a f f i r m e d the Government' 
w i l l i n g n e s s to l o o k s y m p a t h e t i c a l l y at the whole q u e s t i o n of 
UK p a r t i c i p a t i o n i n the exchange r a t e mechanism. 

D i s c u s s i o n then t u r n e d t o the R e g u l a t i o n to be d i s c u s s e d 

at the m e e t i n g the f o l l o w i n g Monday of the EEC F i n a n c e C o u n c i l 

c o v e r i n g the i n t e r e s t r a t e s u b s i d y f o r I r e l a n d and I t a l y . 

H e r r L a h n s t e i n r e c a l l e d the h i s t o r y of the d i s c u s s i o n s o f t h i s 

s u b j e c t s i n c e December. The U n i t e d Kingdom, though r e g a r d e d as 

a " l e s s p r o s p e r o u s country", was not i n c l u d e d i n the p r o v i s i o n s 

o f the p r e s e n t R e g u l a t i o n which a p p l i e d o n l y t o t h o s e 

p a r t i c i p a t i n g f u l l y i n the EMS, i n c l u d i n g the exchange r a t e 

mechanism. The I t a l i a n s and the I r i s h were a n x i o u s t o see the 

R e g u l a t i o n approved and he hoped the C h a n c e l l o r would be a b l e 

t o a c q u i e s c e i n i t  . R e p l y i n g , the C h a n c e l l o r s a i d he n a t u r a l l y 

d i d not want t o t a k e up a r i g i d l y h o s t i l e p o s i t i o n on the 

m a t t e r . He u n d e r s t o o d why the R e g u l a t i o n had t o be c o n f i n e d 

at t h i s p o i n t to I t a l y and I r e l a n d . N e v e r t h e l e s s , he would 

e x p e c t the F i n a n c e C o u n c i l t o r e c o r d i t s e x p l i c i t r e c o g n i t i o n 

t h a t t h e r e was room f o r f u r t h e r c o n s i d e r a t i o n o f our a c c e s s 

t o i n t e r e s t r a t e s u b s i d i e s i n the event t h a t the UK j o i n e d the 

exchange r a t e mechanism. W h i l s t t h i s c o u l d not form p a r t of 

the R e g u l a t i o n , i t would need t o be f o r m a l l y r e c o r d e d . 


- 3 -
CONFIDENTIAL 




CONFIDENTIAL 


R e p l y i n g , H e r r L a h n s t e i n a s s u r e d the C h a n c e l l o r of the g e n e r a l 

r e c o g n i t i o n t h a t the UK c o u l d not be e x c l u d e d f o r a l  l time from 

a c c e s s t o the f a c i l i t y . He s u g g ested t h a t when the F i n a n c e 

M i n i s t e r s meet i n f o r m a l l y i n B r u s s e l s on Sunday n i g h t p r o p o s a l s 

s h o u l d be put t o the F r e n c h P r e s i d e n c y f o r a f o r m u l a which would 

s a f e g u a r d the UK p o s i t i o n . Mr. Couzens s u g g e s t e d t h a t t h i s would 

need t o i n c l u d e an u n d e r t a k i n g t o r e c o n s i d e r the t o t a l f i n a n c i a l 

p r o v i s i o n f o r i n t e r e s t r a t e s u b s i d i e s i f the p r o s p e c t of f u t u r e 

UK p a r t i c i p a t i o n were not t o . i m p l y a r e d u c t i o n i n the a v a i l a b l e 

h e l p f o r the I t a l i a n s and the I r i s h . H e r r L a h n s t e i n , w h i l s t 

e x p r e s s i n g German sympathy, f e l t t h a t t h e F r e n c h would not d e p a r t 

from t h e i r e n t r e n c h e d o p p o s i t i o n t o a c c e p t i n g the UK as a " l e s s 

p r o s p e r o u s c o u n t r y " . I t might be b e t t e r t o l o o k f o r a f l e x i b l e 

f o r m u l a which would s a t i s f y everybody. 


The C h a n c e l l o r t h e n t u r n e d t o the problems p r e s e n t e d by 

the t r a n s f e r of Community r e s o u r c e s . R e c a l l i n g h i s 

p a r t i c i p a t i o n as S o l i c i t o r - G e n e r a l i n a p r e v i o u s a d m i n i s t r a t i o n 

i n d r a f t i n g the UK T r e a t y o f A c c e s s i o n , he had been s u r p r i s e d 

t o d i s c o v e r how the p o s i t i o n had worked out i n p r a c t i c e . 

Whatever the r e a s o n f o r the p r e s e n t i m b a l a n c e , t h e p r e s e n t and 

p r o s p e c t i v e s c a l e o f the UK net c o n t r i b u t i o n t o t h e EEC budget 

t h r e a t e n e d the Government's p u b l i c e x p e n d i t u r e p l a n s , burdened 

the b a l a n c e o f payments and c o u l d not be j u s t i f i e d any l o n g e r 

t o the B r i t i s h p e o p l e . I t was, moreover, a s e r i o u s impedement 

to the Government's p l a n s t o r e g e n e r a t e the B r i t i s h economy. 

Our p r e s e n t £800 m i l l i o n n e t c o n t r i b u t i o n was s i m p l y not 

commensurate w i t h our r e l a t i v e economic p r o s p e r i t y . R e p l y i n g 

t o an i n t e r v e n t i o n by H e r r L a h n s t e i n , the C h a n c e l l o r d i s a g r e e d 

t h a t the argument t u r n e d e s s e n t i a l l y on t h e t r e a t m e n t o f MCAs. 

Whatever the b a s i s o f c a l c u l a t i o n , the U n i t e d Kingdom remained 

a l a r g e net c o n t r i b u t o r b o t h i n terms of n a t i o n a l a c c o u n t s 

and i n r e s o u r c e terms when the c o s t o f i m p o r t e d food was 

p r o p e r l y i n c l u d e d . Compared w i t h the s i z e o f our c o n t r i b u t i o n , 

t h e t o t a l p r o v i s i o n f o r i n t e r e s t r a t e s u b s i d i e s was v e r y s m a l l . 

Moreover, he had been s t r u c k by the i n c o n s i s t e n c y between the 

aim o f s t a b i l i t y u n d e r l y i n g the EMS and t h e p e r s i s t e n t tendency 
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o f the EEC budget to i n c r e a s e economic d i v e r g e n c e . A s o l u t i o n 
was needed which was c o m p a t i b l e w i t h the w e l l - b e i n g of the 
Community. 

He r r M a t t h o e f f e r ' s r e s p o n s e was t o s t r e s s the i m p o r t a n c e 

o f h o l d i n g f i r m t o the 1 per cent c e i l i n g on the "VAT t r a n c h e " 

o f c o n t r i b u t i o n s t o the Budget. T h i s might w e l l be r e a c h e d e a r l y 

i n the 1980's and p r o v i d i n g the c e i l i n g was m a i n t a i n e d t h i s 

would a c t as a s t r o n g i n c e n t i v e t o r e s t r u c t u r e t h e Community's 

e x p e n d i t u r e . The C h a n c e l l o r , w h i l s t a c k n o w l e d g i n g t h i s , s u g g e s t e d 

t h a t m a i n t a i n i n g the 1 per cent c e i l i n g would of i t s e l f do no 

more than p r e v e n t the p r e s e n t i m balance from g e t t i n g worse. 

Even w i t h t h a t , and assuming p r o g r e s s on the CAP, the UK s t i l  l 

f i n i s h e d up w i t h a l a r g e d i s p r o p o r t i n a t e net t r a n s f e r o f 

r e s o u r c e s , t o w h i c h i t was e s s e n t i a l t o f i n d a s o l u t i o n . 

Herr M a t t h o e f f e r i n t e r j e c t e d t o say t h a t he had always been 

c r i t i c a l of the CAP, e s p e c i a l l y i n r e g a r d t o m i l k p r o d u c t i o n . 

But i n Germany, t h i s was a c o a l i t i o n problem. The F r e n c h were 

i n t r a n s i g e n t : the CAP was e s s e n t i a l t o P r e s i d e n t G i s c a r d ' s 

p o s i t i o n . The C h a n c e l l o r r e p l i e d t h a t the budget problem 

was q u i t e s e p a r a t e from the CAP and needed to be a d d r e s s e d as 

a s e p a r a t e i s s u e . Mr. Couzens added t h a t m a i n t a i n i n g the 

1 p e r cent VAT c e i l i n g c o u l d a r g u a b l y make i t more d i f f i c u l t 

t o r e s t r u c t u r e Community e x p e n d i t u r e away from the CAP and 

towards the R e g i o n a l and S o c i a l Fund. H e r r L a h n s t e i n s a i d 

t h a t h i s Government were c o n v i n c e d t h a t any r e a d j u s t m e n t had 

t o come from the e x p e n d i t u r e and not from t h e c o n t r i b u t i o n s 

s i d e o f the Budget. That i s why t h e y p l a c e d such i m p o r t a n c e 

on h o l d i n g to the 1 per cent VAT c e i l i n g . A b u d g e t a r y squeeze 

would be bound t o put a b r a k e on farm p r i c e p o l i c i e s . However, 

he agreed t h a t r e s t r a i n i n g CAP would not a u t o m a t i c a l l y p r o v i d e 

more r e s o u r c e s f o r d i s b u r s e m e n t t h r o u g h the R e g i o n a l and 

S o c i a l Fund. 


C o n c l u d i n g t h i s p a r t of the d i s c u s s i o n , the C h a n c e l l o r 

s a i d t h a t he c o u l d not see any means of r emoving the p r e s e n t 

d i s p r o p o r t i o n a t e UK c o n t r i b u t i o n u n l e s s the Community were 
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p r e p a r e d t o u n d e r t a k e some more fundamental r e c o n s i d e r a t i o n 

of i t s f i n a n c i a l s t r u c t u r e . T h i s was not a q u e s t i o n o f 

r e n e g o t i a t i n g the terms of membership; any more t h a n i  t was 

a c l a i m t o e s t a b l i s h a " j u s t e r e t o u r " . I t c o u l d i n v o l v e 

l o o k i n g a g a i n at the f i n a n c i a l mechanism w h i c h a p p l i e d at 

p r e s e n t o n l y t o the member-countries g r o s s c o n t r i b u t i o n s and 

not t o t h e i r net c o n t r i b u t i o n . 


H e r r M a t t h o e f f e r then t u r n e d p r e d i c t a b l y t o the l e v e l o f 

the UK c o n t r i b u t i o n t o T u r k e y , c o n t r a s t i n g i  t u n f a v o u r a b l y w i t h 

the v e r y much l a r g e r c o n t r i b u t i o n s o f f e r e d by F r a n c e and the 

FRG, and w i t h those o f the s m a l l e r c o u n t r i e s l i k e A u s t r i a and 

B elgium. I n r e p l y , the C h a n c e l l o r e x p r e s s e d a common a n x i e t y 

w i t h H e r r M a t t h o e f f e r t o c o n t r i b u t e t o t h e h e l p f o r Turkey. 

But t h i s was c o u p l e d w i t h a s i m i l a r a n x i e t y t h a t o f f e r s of 

h e l p had so f a r s i n g u l a r l y f a i l e d to- persuade Turkey t o f o l l o w 

a d i s c i p l i n e d economic programme t o put i t s own house i n o r d e r . 

The C h a n c e l l o r s a i d M i n i s t e r s would n a t u r a l l y l o o k at the 

p o s i t i o n a g a i n , but would have t o have r e g a r d t o t h e i r 

commitment t o reduce p u b l i c e x p e n d i t u r e . He a s s u r e d t h a t 

C h a n c e l l o r Schmidt would a l s o be r a i s i n g t h i s s u b j e c t w i t h the 

Prime M i n i s t e r i n t h e i r d i s c u s s i o n s . H e r r M a t t h o e f f e r and 

H e r r L a h n s t e i n both acknowledged the i m p o r t a n c e of T u r k i s h 

a c c e p t a n c e of a p r o p e r f i n a n c i a l d i s c i p l i n e . The FRG c o n t r i b u t i o n 

would c e r t a i n l y not be p l e d g e d b e f o r e t h e r e was an a s s u r a n c e 

t h a t T u r k i s h d i s c u s s i o n s w i t h t h e IMF were p r o c e e d i n g 

s a t i s f a c t o r i l y . W h i l s t t h a t s t i l  l seemed some way o f f , ne 

hoped i t would be p o s s i b l e f o r s w i f t and adequate a c t i o n t o 

be t a k e n once p r o g r e s s had been made. I n t h i s r e s p e c t , he 

emphasised t h a t o t h e r p o t e n t i a l c o n t r i b u t o r s would t a k e t h e i r 

l e a d from the UK. 


The m e e t i n g ended w i t h a b r i e f d i s c u s s i o n i n which 

M i n i s t e r s agreed upon the v a l u e and i m p o r t a n c e of c l o s e 
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c o l l a b o r a t i o n among the major i n d u s t r i a l i s e d c o u n t r i e s on 

i n t e r n a t i o n a l economic and monetary a f f a i r s . 


The d i s c u s s i o n ended c o r d i a l l y at about 19.15 p.m. 


(A.M.W. BATTISHILL) 

11th May, 1979 
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