CONFIDENTIAL

PM/84/101

PRIME MINISTER

European Community

5 Mr Lubbers has told our Ambassador in The Hague that
he would like to speak to you on the telephone before

———

Fontainebleau. If you can find time to speak to him
Eggg;;ga‘morning before he sees President Mitterrand
this would be very useful. Any pressure which steers
President Mitferrand towards proposing a solution

acceptable to us would be advantageous. I recommend that

you should stress the following points to Mr Lubbers:

— S—

EE the Community needs a fair and defensible

settlement of the budget issue at Fontainebleau,

which will put this problem out of the way and

YQ'UJLA . :
allow the Community to concentrate on its long-

term objectives. The United Kingdom will play

its part in arriving at a budget solution. We
have also made a contribution to the debate on
the Community's future development with the
recent paper "Europe - The Future'" (of which

Mr Lubbers has a copy).

On the budget imbalance and the United Kingdom
S

refund we must not go back on the position
S — .

reached in the last European Council and the
Foreign Affairs Council of 27 March. The

e ——————
United Kingdom is ready to reach a settlement

on the basis of the system as proposed by the

/Presidency

e
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Presidency at the last European Council:

one ad hoc year (1984) at 1,000 mecu and

the system thereafter (if there is a settlement

the new owné? resources will be available to

apply to the 1985 refund): and a fair compromise

between 1,000 and l4230 mecu on 1983 figures.
e —

We would be prepared to settle only on the

— -

figure to be inserted in the Presidency téxt,

—

if this would facilitate an agreement. Equally,

if others wish, we would be ready to settle the

threshold and rate of compensation abpve the

—_——————

threshold: this would, of course, have .to be

consistent with a fair compromise between 1,000

and 1,250 mecu.

i

GEOFFREY HOWE

Foreign and Commonwealth Office
19 June 1984
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QTRODUCTIQN

The e¢onomic situation ! hanged Little since last March when the European
Council last met. The most recent indicators have confirmed or accentuated

.
the three main featurss af the Community economy in mid=1584:
- the economic recovery fs & little stronger than was e=xpscted at tne end of
7583, it ts accompanied by a reduction in the main diseguilibria (inflation,
budget deficits, external accounts) and by a growing convecgentce in

Mmamber States' performances;

= however, the recovery is not strong enough ta bring any general

improvement 'n the employment situaticn 1N the immecdiate

future;

= continuation of the recovery depends partiy on the external environmens,

t.2. on deveicprents in a2 number of areas which affect the growth of the worid

i

ecanomy: Interest rates, ®xghange rates ang intarnationst indehtedness,

I. THE ETONOMIC SITUATION IN 1984 AND 1935

A. The growth rate of fnternational trage ts expacted to acceierate further
taking 193¢ as a whole and to remain strong in 1985. It is forecast to be
nearty 7% in volume terms in 1984 and more than &% in 1%85, notably under

the impact of growth in the OECD countries, which is expected to reach

4.5% in volume terms itn 1984 ang around 2, n 1983, dverall, taking the
three years 1982, 198« and f?SS, razsl grouth in the QECD countries as a2 group

should average aroung 3% per year as cor d with 0,22 in 1982,

World trade could thus expand at & significantly +a

This prospect depends essentially on

the industrialized countries, which in turn &




- growth in the American econamy being maintainesd at a satisfactory leval,

- interest rates and exchange ratz2s moving 1n such a way that they do not:
choka off the recovery, particularly the recsvery in investment, and do not
show sudden changes that would affect the return to a climate of greater

canfidence;

an improvemeant in the developing countries' terms of trade,

8. If these conditions ars met, the resovary should bs azhle to continue in
the Community in 1584 and be maintained in 1985, though at a lower rate.
because of the slowdown in ths growth of intermational trades. The Cammunity
sconamy s expectsd to grow at a rate of abaut 2.2% 1n 1984 and 2X in 1985
under the impact of tha growth of world trade ang the recovery . in some Member
States (Fedaral Republic of Germany: 3X in 1986 and 2.5% in 1985,

United Kingdom: 2.7X in 1984 end 2.7% in 1985): ¢his trand is likely to

spread to a greater 4r Lesser extent to the other Community countries,

However, twd comments must be made on this prospect of a2 continuing recovery

in the Community:

= firstly, apareciable thgugh 1% may he ‘oLLowigg the ragession whizh began
in 1979, arowth is likely to remain modest ca*:éred with past performance
(from 1989 to 1976, the growth rate of Community GOP averaged 3.6X a year
and, from 1971 to 19830, it was still 2.9%), This slowdown coincides with
g dectine in the potential rate of grauth1: estimates indicate that while
the Community’s potentfal growth rate was still in the 3.7X ta 4% range
hetween 1970 and 1974, it fall to arcund 2.9% 1n the period 1%77-80;

P W : : - . ; ;
Th1s is the growth rate that {s the=aratically possible in a given psriod,
representing the maximum rats of utilizatien of factors of production.
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second comment concerns the seif-sustaining nature of the recovery

the role of investment. Whereas the recovery in 1983 was largely
gemerated by the external sector, productive investment should play a
greater role in fuelling the growtn process in 1984 and 1985. In 1983,
investment volume had akready stoppsd declining throughout the Community
and was showing appreciable increases in the United Xingcom (4,7%) ang in
the Feceral Repubiic of Germany (2.9%). In 1984, it should grow by some

T, 4% in the Commumity 8s a whole and by J.8R in 1985,

¢. The inflation rate is expected to continue to fatl in 1984 and 1885, to 5%
this year and 4.3% next year, or half the average annuai inflation rate in

the period 1971=-80. As in 1984, this trend will probably be accomg2anied by

a narrowing ot differentials between EMS cauntries, with inflation rates
ranging between 2.9% and 10% in 1984 gnd, according to certain hypothases
nased on the determined cantinuation of policies simed at restering the

key eguilibria, betwssn ZX and 8.5% in 1583.

0. The main adjustments in intsrnal ang external diseguilibria {(incames,

aubtic deficits and external accounts) whicth were initiated in 1983 are expectsd
to continue in 158¢=85. In these arsas, there should also be a reduction in

divergences within the Community, though to a Lesser extent than in the csase

of inflation,

E. 1f ths prospective trend for 198¢-83 is relatively encouraging with regard
to inflaticn and, to a lesser extent, growth, it 15 very unsatisfactory with
regard to empleyment. [Despite the racovery, the unemziaoyment rate could

;-

continue te rise to resch 3n annuab aversge of 11.4% in 1985, as ageinst
18.4% in 1983,




ok -

This is Linked to the tact that growth in 1984=87 s Likely to be Llower (han
the average rstes observed during longer periods in the past, whils, sven {f
there is Little change in the tetal employea popuiation, the Labour force

will continue to Increase,

Thus, despite 3 Less sharp increase and indesd a stabilization of unemployment
in the Federal Repubiic of Germany and the United Kingdeom in 1584-85, the overall

trand of unsmploymant in the Community 1S very werrying.

The outliook for 1984=85 is thus for further conseclidaticn of the recovery
in the Community. The Community econcmy Js expested to return gradualily
to a more satisfactory growth rate as the stabilization and acjustment
pol.icies currently teing pursues produce reasulls, However, thougﬁ this
outiook may be moderateiy satisfactory, it rermains subject to constderables

inksrnat and external uncertatnties,

I1. #froblems facing U econgmies and economic policy priarities

The uncertainties as to the durabitity of the economic rescovery and as to

the chances of beginaing to reverse the trend of employment are closely

bound up with the structural weaknesses of the Eurspean economies.

Significant pregress has no doubt bm=en made in achieving stabilization

and adjuztment in recent years, 1owever, such progress, which would certainly

he facilitated by 2 sustainad recovery, must he maintained if there is to be

strong encugh growth, over a sufficientiy long period, to abtain a more

g-‘l
favourables trend in employment.

A, Experience and 2 corparison
ts a Link between j0b creation

angd the strengtn of zompetitive




A comparison between Eurcpean and American performances on
job creation i{s equally enlightening. The facts revealed
are well known, and the Commission has already presented
them to the European Council: from 1973 ta 1983, total
enployment fell in the Community from 104 million ta

04 million, whereas it increased in the United Statas from
83 million to mors than 100 miliion. ODuring the same
perigod, the ratia of Labour costs %o return on capital
tncreased by 2.4% 2 year in the Community but dscreasad by
3.43 1in the United Statss, while capital endowment per

peraon employed increased by 3% a year in the Community, but

oy only 0.3X in thes United States. Admittedly, during this
period average annual real growth was 1.6% in the Communtty,
whereas it was 2% in ths United States. However, the
prefitabiiity of companies has begun to improve, in soma cases
very appreciasbly, in certain Community countries during the Last
two years, reflecting the adjustment process that is

under way. Even so, the figures cited sbove (which should be
interpreted in the Light of demographic trands) illustrate just
how much the capacity to achisve growth that can create Lasting
smployment depends on an appropriats treand inm production costs,
parttcularly the relative costs of labour and capital,

The adjustment and stabilization efforts being undertaken must
therefore be continyed and, at the samas time, helped by Lower
inflation, the conditions must be created for sustainad stronger grawth,
Close consistency must conssquently be ensurad betwsen short=term
economic poltcies and policies to adjust production structures.

\

\

This means that econamic palicies must oe geared to two
opjectives: consclidsting the slawdown in 4nflation, or whare
apprepriate obtaining a sharner decelaration and increasing the

flexibility and dynamism of the economies of Member-States.

1. Short=tarm economic oolicies must continue to be aimed at
restoring the key sauilibria and pursuing tne f1ght against

intflation:




_a-

- monetary policies must ¢sntinue to ensure that the trend
of the monatary aggregates s such as to prevent the
ra-gamergsnce of inflationary espectations, while at the
same time seekimg to establish the canditions for getting

interest rates down to a3s Low a lsvel as possible;

budgetary poticies must pursue a8 threefold objective:
reducing the daficits which in several Member States ars
still claiming an excessive propertion of savings and

are keeping interest ratas high;, stabiliziag, then
reducing the snare of Qubtic expenditure;, and restrusturing
pubkic budgets in auch a way as to restore their role 1in
supporting and underpinning growth by modifying tanation
and by strangthening in particular measures to’'promote
investment, rassarch and training, Efforts in tnis area
are of overriding importance in cases where the trend of
deficits is handicapping the fight against inflation and

threatening the recovery;

the growth aof incomes must be consistent with the need to

keep the economies campetitive and flexible.

The second objective of economic policies must be to stirengthen
structures and introduce greater flexibility inte the ecanomies,

bath being necezsary if emalayment 1s to recover:

- even though investment is picking up eagain in the Cam..mus,
it must not bs faorgotten that the Community's economy is
emerging from a long peried = beginning in 1975 - during
which the tnuestment shars ir the Community declined steadily;

thig ¢aincided with the prematurs obsolescance of much af

the capital stock as 2 rasult of changes in relative prices

(ot shocksl and nclogy. Hence the nesg for improved
‘nwestment perfarmance cver an =xtended period if ground
ts 20 be made up in the adaptation and modernization of
predustive structures and if the potential growth rate of

the European econories is %o be gradually ratsed.




The Member-States must thersfore press ahead with the measures taken

to alter legislation, taxaticn and regulaticns so that they favour pro-
ductive activity. This objective will have to be attained through a set
of measures which in isoclation are often unsgectacular but whose combined
effect make & significant contribution tc the restoration of mare
stable } Llasting growthy This means essentially changing taxatisn ang
easing regulatory framework, premoting compstition ard securing

Better of productive stryctures.

Lastly, the gutlook an unemployment cpnfirrs the importance of the ral
wich must be playec by active smployment poiicies, Measures to reduce
and recrganize working time may heip to improve the employment

sftuation providea that they raspect the sonstraint of competitivensess,
that they enable the productive system to be used mors fisxibly amd

more efficiently, that they assist strusturel change snd that they ds not
create pottienscks inm labour supply. An ureguivacal stang by the
Community could give employers and unions valuable guidance hers, Ths

Pemper States must aiso reinforce their specific measur®s to increass
ol

youth employment and aileyiate the sroblem of long=term unemployment.
~astiy, the return t¢ higher growth is clesely linked to Lsbour markes
flexibitity, and 1T 1s impartant that changes he made in this arsa,
notatly in respect of the operation ar forward pltanmning of Labour

markets, and that vocaticnal training poiicies be given a Aigher priority,

L]
-

C. The Community can centribute to the success of these policies in

three ways:

=~ the effects of internal economic conesion, mometary stability and
collective discipline in economic policies rapresent a valuahle
achievement and have 2 vary direct bearing on the existencs of the
Community as a homogenecus and opsn entity: 1n this respact the
rote of the EMS is fundamental and its consolidation shouid be a

primary objective;
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exptoitation of the advantages of 2 lsrge integratad economic entit

such as the Cemmunity cam more than ever help the European economies

to adjust and tc achieve 2z lLasting return to competitiveness. 1In this
respect, the completion of 2 single, continental-size market Dy a range
of radical measures in fields such as the movement of goods anc services,
tachnical harriers and standards, taxation and comgany law, may make 2

direct contribution to the restoration of higher growth;

Lastly, the Community countries, lLargely united in the gursuit of

the reguired modernization of productive activities through faster

technological development, should take more systsmatic advantage of the
g

added stfectivensss offerec by common measures in the field of technolegy,
whether thasss pe closer coordination in the use af govecrnment pracurement,
the mutual recognition of standards in high-technology industries,

prea-competitive research, or trsining.

111, EXTERNAL UNCERTAINTIES

Several uncertainties originating from outaige the Community could affect the
ecomamic recovery. Thess include, of course, the implications for Europe

of a pessible reductisn in Gulf oil suppiies. The two main factors of
uncertrainty, nowever, sre the internationat monetary situation and the praoblenm

of developing countriss' indebtadness.

A. The intermational manstary situatrion is marxed by the increase in real
intarest rates and continusd existence of exchange rate relationships which do
not sufficientiy reflect economic fundamentals.

From 1987 onwards, real short- and Long~term imterest rates in the United State

were hovering around 4%. Aftsr easing slightly in 1983, they have risen

again since 2arly 1984, It is true thart in €urope interest rates have not risen
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te the same extent, sng full uss has been made of any scopa for
decoupling them in practice from United States intesrest rates, to assist
the recovery in Europe. Yet, tn the wider world context, higher
jntsrest rates could affect the economic recovery in three mainm ways:
thay increase the developing countries’ burden of indebtadness; they
raise the threshald sbove which investmant becomes profitable, and
thersfors jeopardize its growth; and, pushing up both prices and the
cost of sarvictmg the public debt, they make it more difficult to

pursue stapilizatien policies.

Tha recovery could slso be undarmined by the movement of exchang. nel..,

coupled with heavy current account deficits in some countries.

These “wa problems - the movement of exchange rates and the level of
intarest rates = stam partly from the mix of United States monetary

and fisczl policies, There is no doubt that this policy has brought
about rapid stabilization, and then a3 strong recovery, of the

United States econcmy, and hence of world trade (in 1983 the volume

af United Statss imports increased by 122). I+ ig also true that

at 4.4% of GDP in 1983, the United States public sector deficit is much
smaller than the general government deficit recorded in 3 group of
Community countries where efforts to establish a hmalthier public
finance situation must be continued as a matter of priority, - The
United States public sectar deficit 15, howaver, appreciably targer than
the deficits in the Fesderal Republic of Germany, France and the

Unitad Kingdom. Mareaver, it must be set against the structurally

very low savings ratta in the United States (5.8R of perscnal disposable
tncome im 1983) and against the fact that, combinad with high interest

rates and 2 heauvy current account defigcit, tt 1s bound to have something

of a crowding-out effect in the other economies.

On both gquestions (intarest rates and exchange rates), the Community
must push forvard uWith the efforts mads since the Versajllas summit
ta secure, through proper supervisory machinery, greatar coherence of

gconamic policies and to lay the foundatians for arganized monetary
=
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cogperatian betwsan the principal monetary entities, The work started
in 1982 is continutng within the Group of Ten. As the Commission has
advocated, the Community should adopt common positions and should be
able to make concrete proposals at the approgriate time on the main

subjects under examination.

The seccnd problem 15 that of intarnational indebtedness. This
being dealt with in a variety of fqrums, and was notably gissusssd:
the last economic summit 1n Londan. The Community must participate

in the overall strategy into which the specific sslutions most

appropriate to each particular situation can be fitesd,
This strategy covers the fallowing main questians:
~ first, an improvement in the financial position of ths develaping

cauntries dspends im Large messurs on & bettar international

enuironment 2s regards interest rates, exchsngs rates and tha

opening up of markets; the conclusions raached in work done

elsewnsare on hese sublects will therefore have a3 direct impact

indebtedness problems;

secand, tf the most heavily indebted countries are to achieve 2
healthier financtal pasition, economis recovery must continue in
the industrialized countries amd the dasveloping countries’ terms

ot trade must be improved;

» the Cammunity should -~ also in the context of the farthcaming
rnatianal meetings and in particular the IMF meeting in
- join tn the varicus spescific initiatives in the intsrnational

fiald which were outlined at the recent London summit and

osely correspond to its earlier policy thinking.




