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ERRATUM

1. Page 94: between the second paragraph

‘Whichever the alternative chosen, the budget is going to be seen as the key expression of
the broad lines of Community policy, and this will add to the importance of the machinery
for adoption of the budget.’

and the third paragraph

‘At present, the shares of overall public spending borne by national budgets and the Com-
munity budget respectively vary enormously according to the function concerned, as may
be seen from the table below.’

please insert the following:
C — Budgetary procedure

The Community’s three decision-making institutions are all closely involved in the preparation
and adoption of the budget. The fairly complex procedure is as follows:

— the Commission prepares a preliminary draft budget which it submits to the Council by
I September;

— the Council, acting by a qualified majority, prepares a draft budget which it forwards to the
Parliament by 5 October;

— the draft budget is referred back and forth between the Council and the Parliament.

A fundamental distinction is made between compulsory expenditure (expenditure necessarily
resulting from the Treaties or from acts adopted in accordance with them) and non-compulsory
expenditure. Currently, about 85% of the total is accounted for by compulsory expenditure,
much of which is determined by past Council decisions: for instance, the amount of EAGGF
expenditure in year n follows from the level of tarm prices fixed by the Council for the farming
year n—1/n. The final decision on compulsory expenditure lies with the Council.

On the other hand, the Parliament has the power to determine the amount of non-compulsory
expenditure, although within a specified limit: Article 203 of the Treaty fixes a maximum rate of
increase in such expenditure which is equal to the sum of half the growth rate in the Community
GDP and half the growth rate in the Member States’ budgets.

Final adoption of the budget is the prerogative of the President of the Parliament.



The texts laying down this procedure are in fact only apparently clear. The dividing line between
compulsory and non-compulsory expenditure is open to dispute. Moreover, since 1977 the
Parliament has had the authority to reject the whole of a draft budget and ask for a new draft
to be submitted to it. Everything is therefore set up for a possible trial of strength between the
Parliament and the Council, without any institutional provision for a solution to such a
confrontation. Indeed, there was a delay of over six months before the 1980 budget was adopted
and the 1981 budget was also the subject of dispute. Efforts are therefore currently being made
to find a better basis for dialogue between the Council and the Parliament, which would benefit
the Community as a whole.

D — The size of the budget

The Member States” national budgets currently perform the following functions: they use
current expenditure to supply a variety of services to the national economy. and capital expendi-
ture and certain subsidies to orientate the future development of the economy; by virtue of the
volume of resources involved and the balancing mechanisms employed, they serve as instru-
ments of short-term economic management; finally, through the provisions that they make
regarding various transfers, they promote a certain redistribution of incomes.

The following three questions are central to any debate on the desirable size of the Community
budget:

— how should the financing of public spending be shared between national budgets and the
Community budget?

should the Community budget play a role in short-term economic policy?

should the Community budget be used as an instrument for redistribution among Member
States?

2. Page 95: for

C — Community lending instruments

read

E — Community lending instruments
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Introduction — What kind of economic community?

Ten European countries, with a combined population of 260 million, are engaged in an
unprecedented experiment — the establishment of an economic community aimed at
strengthening their economic potential so as to raise the standard of living of their peoples
and improve the organization of their relations with the rest of the world.

That this experiment is viable and meets a need deeply felt in the Member States is
demonstrated by the fact that not only has it stood the test of time over a quarter of a
century, but the original membership of six (Belgium, Federal Republic of Germany,
France, Italy, Luxembourg and The Netherlands) has been expanded to ten, with the
accession of Denmark, Ireland and the United Kingdom in 1973 and that of Greece in
1981.

Seen in terms of its historical origins, the construction of Europe is primarily a political
undertaking. The speech made by Robert Schuman on 9 May 1950, in a world
conditioned by the cold war and dominated by the two super-powers, called for action to
promote Franco-German reconciliation and to give Europe—or at least those European
countries willing to take part in the experiment—the renewed strength and dynamism that
it needed to preserve its cultural identity and once again play its part in world
affairs. Whereas the first of these objectives has been attained, the second represents a
continuing commitment.

Economic thinking was moving in the same direction at the time. One analysis after
another had stressed the value of the removal of barriers to trade and the re-establishment
of much closer economic relations in Europe as means towards economic recovery. With
the Marshall Plan and the formation of the OEEC, the United States had also promoted
the renewal of economic relations and coordination of national policies — or at least
consultation.

In today’s world, with the rapid advance of technological development placing a premium
on large-scale production, the emergence of new economic powers and the urgent need—
despite the difficulties—of more satisfactory relations with the developing countries, the
formation of a vast integrated economic entity in Europe remains the most solid assurance
of lasting prosperity for its Member States, while for the rest of the world it is a key factor
in the establishment of a new international economic order.



However, economic arguments and the dynamics of economic forces are not enough in
themselves to make countries embark upon the course of true integration; it was an
awareness of economic needs coupled with a political will that inspired the Treaty of Rome
(25 March 1957), an original formula for the creation of an economic community which had
no precedent in history. It is awareness of today’s economic needs coupled with sustained
political will that will enable the Community to continue to make progress.

However, although the ambitious Community scheme had its origins in a broad political
outlook, the action specified or called for in the Treaty had to be limited in practice to the
economic field; in view of the political context, both domestic and international, it was
impossible to go further, for instance into such areas as defence policy and foreign
policy. The incompleteness of the structure envisaged is therefore intentional; this
limitation is very realistic (any attempt to do everything at once would have made it
impossible even to make a start) but, as the following pages will amply demonstrate, it
imposes considerable constraints on implementation of the programme planned.

In view of this emphasis on economic action, it is logical to begin by identifying the various
possible formulas available as means of promoting trade between countries, i.e. the various
degrees and stages of economic integration.

Section 2 considers the various possible types of relations between the Community
institutions and the national authorities, again from the viewpoint of economic policy; a
summary table listing the main transfers of competence from the latter to the former under
the Treaty or subsequent decisions is provided for ready reference.

It is necessary to take account of the extraordinary pace at which the world is changing and
Section 3 contains a review of the developments that have occurred over the past quarter of
a century in the context in which the process of European integration is taking place.

Section 1. Degrees and stages of economic integration

For medium-sized or small economies like those of countries in Europe, there is no lack of
economic arguments in favour of developing trade relations with the outside world,
beginning with the need—dictated by geographical or geological factors—to import certain
products, such as energy, raw materials and tropical agricultural produce.

Participation in some form of international division of labour is also desirable in order to
benefit from the economies of scale that can be achieved with large production units or with
mass production; in many cases, modern technology calls for dimensions matching or even
far exceeding the scale of a country’s domestic demand. If it is to enjoy the additional
stimulus of competition, a country must either have several such production units on its
territory—which means that it will need to export—or open up its domestic market to
foreign competition.

There is such a variety of fields offering scope for technological development that it is
virtually impossible for any one country to sustain a research effort covering the whole
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range, so that it becomes necessary to import technology, either by purchasing plant and
equipment or by securing patent rights and licences.

Importing also affords consumers a wider choice of goods on the market.

All these factors argue in favour of trade relations with other countries. Such relations
can take any of a variety of forms, which are outlined below, according to the degree of
integration that they involve.

The list begins with the most widespread form of relations: foreign trade with barriers,
which may be quota restrictions, customs duties or non-tariff barriers. Although there
have been no quota restrictions since 1958 between the countries which are party to the
General Agreement on Tariffs and Trade (GATT), the other barriers subsist, although
they have been lowered under agreements concluded at the end of the Kennedy Round
(1968) and the Tokyo Round (1979).

A more ambitious stage leads to the establishment of a free-trade area or a customs
union. Customs duties, which are abolished between member countries, are maintained
in trade with third countries; where they continue to differ from one member country to
another, the arrangement is that of a free-trade area, whereas, if the same duties are
charged by all member countries, it becomes a customs union in the full sense.

The more significant effects of the establishment of such a free-trade area or customs union
include: changes in the geographical distribution of production, development of intra-
Community trade (trade creation) and possibly a reduction in extra-Community trade
(trade diversion).

Each member country can be expected to make a net gain, in the longer term at least.

However, creating an area within which goods are allowed to move freely is not sufficient
in itself to achieve maximum efficiency of the productive system, which requires
specialization by manufacturers based on a real international division of labour, and hence
the location of companies or production units where they can realize their full potential in
terms of efficiency.

This calls for mobility not only of goods but also of the factors of production themselves,
namely labour and capital, so that it becomes necessary to take action going beyond the
scope of mere removal of obstacles to movements of finished products.

Disparities in regulations, particularly in taxation systems, from one country to another
perhaps represent the greatest obstacle to the achievement of an ideal geographical
distribution of the factors of production.

Hence the motivation for the creation of a common market. Following upon the abolition
of quotas, customs duties and technical obstacles to movements of goods, action is taken to
introduce freedom of movement for persons (through the adoption of a variety of measures
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concerned, for instance, with reciprocal recognition of qualifications), free movement of
capital (through tax harmonization and abolition of all exchange controls) and freedom of
establishment throughout the territory of the common market.

Is such a structure sufficient for the purpose?

There are two very strong arguments in favour of a much more elaborate structure. The
first is that this conception of the common market, in which the factors of production enjoy
freedom of movement and there is a minimum degree of tax harmonization, fails to take
account of the substantial extent to which the State intervenes in the running of its national
economy. Without harmonization—and even unification in some areas—of the role of
public authorities in their respective economies, there are bound to be differences from one
country to another in the relative influence of the various factors entering into industrial
decision-making, which will be reflected in choices of locations, specializations and
production methods.

The second argument is that, since the opening-up of markets makes the economy of each
member country more sensitive to developments in the others, it is necessary to have
arrangements ensuring that all member countries pursue compatible short-term economic
policies.

In order to attain the twofold aim of harmonizing (and in some cases unifying) public
intervention in national economies and securing a minimum level of consistency in short-
term economic trends, it is necessary to go beyond the common market and harmonize
economic policies to the requisite extent, in other words to create a true economic and
monetary union.

It should be made clear that harmonization does not require identical measures to be
adopted throughout the territory of the Community; on the contrary, structural and
behavioural differences between the economies of individual countries can justify the use
of a variety of instruments. However, harmonization does require arrangements to check
that such instruments are consistent, and it also calls for agreement on the aims
envisaged. Another consideration is the great speed with which certain economic
decisions have to be taken. These various requirements point to the usefulness of
progressing beyond the stage of an economic union as such and establishing a minimum
degree of political union. This is therefore the logical culmination of any move towards
economic integration. It does not mean the complete extinction of the national State, but
the creation of a Community political authority to which certain powers are explicitly
devolved. :

The Treaty of Rome contained detailed provisions for the organization of the common
market as well as a number of arrangements laying the foundations for economic union;
further progress has been achieved through subsequent decisions, based on Article 235 in
particular, as will be seen in the chapters that follow.

8
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Section 2. The various types of Community action and transfers bf
powers from the national authorities to the Community
institutions

Community action outside those fields that remain the exclusive preserve of national or
regional authorities can take any of four main forms corresponding to a graduated scale of
integration, beginning with exchanges of information and ranging through consultation and
coordination to a common policy.

At the lowest level, information can be exchanged among partners, so that each is aware of
the others’ intentions and the action that they are contemplating with a view to attaining
certain objectives. With this procedure, each Member State, while retaining freedom in
its decision-making, is able to take account of the circumstances and intentions of the
others when planning its own policy.

The consultation procedure is a little more ambitious. Before taking decisions, a
government is required to seek opinions on its intentions from the Community institutions
and the other governments. The purpose of this is to examine the compatibility of
proposed decisions with general Community policy, measures already adopted by other
Member States and any measures in the same field that other Member States may be
considering. It is therefore a means of checking the overall consistency of the plans of the
various governments.

Coordination goes a good deal further than consultation, since it leads to decisions which
are binding on all Member States. It makes for much greater coherence in the various
measures adopted, since they result from joint decisions (whether passed by a majority or
unanimously).

However, although such decisions are taken jointly, they are still implemented at national
level, so that coordination leaves national frontiers intact and the nature and scope of
action taken can differ from one country to another.

The common policy is the most fully integrated formula; it is applicable throughout the
Community and overrides national frontiers.

The transfer of powers

The situations that the provisions of the Treaty of Rome (and subsequent treaties or
agreements, where relevant) have created as regards the allocation of powers between
national authorities and the Community institutions break down into four main categories:

(i) powers of national authorities unchanged; in this situation the Community institutions
have no influence over instruments used at national level (although they can organize
-Community action which overlaps with national action, the clearest example of this
being provided by the European Social Fund);

(ii) powers of national authorities modified, by provision for discussion between partners,
which may take the form of exchanges of information or official consultation;
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Transfers of powers from national authorities to the Community institutions

Instruments

Powers of
national authorities

Role of Community institutions

Influence on national
decisions

Own
decisions

Public finances
Current expenditure

Public investment

Transfers to individuals

Operating subsidies to undertak-
ings

Capital subsidies

Transfers to the rest of the world

Indirect taxes

Unchanged (but non-discrimina-
tion between suppliers)

Modified (discussions)

Unchanged (provided no dis-
crimination between nationals of
different Member States)

Limited (monitoring by the Com-
mission)

Limited (monitoring by the Com-
mission)

Unchanged

Limited: prohibition of dis-
criminatory taxes (Arts 95 to 98)

monitoring of tax reductions (Arts
92 and 93)

general introduction of the VAT
system (decision based on Art. 99)

Directives (adopted or proposed)
on procedures for award of public
contracts

Moves toward consultation, parti-
cularly in transport and energy

Verifying compatibility with the
common market (Arts 92 and 93)

Verifying compatibility with the
common market (Arts 92 and 93)

Monitoring of non-discrimination
and tax reductions

Proposals for  harmonization
(based on Art. 99) (moves towards
alignment of VAT rates)

Social Fund

EAGGF

The Commission has proposed
principle of development to
industry

European Development Fund

ECSC levy

Own  resources
22.4.1970)

(Treaty  of
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Direct taxes on personal incomes
Corporation tax

Customs duties:

- intra-Community

- third countries

Social security contributions

Property tax and estate duty

Transfers from the rest of the
world

Loans to undertakings

Loans to the rest of the world

Borrowings from the home market

Borrowings from the rest of the
world:
- intra-Community

- third countries

Balance on current transactions

Balance on revenue and expendi-
ture

Unchanged

Unchanged

Abolished: duties abolished
(1.7.1967)

Abolished: introduction of the
common external tariff (1.7.1967)
(special cases of the associated
States in Africa and Madagascar,
and Greece; generalized prefer-
ences for developing countries
from 1.7.1971)

Unchanged

Unchanged
Unchanged

Limited (insofar as loans are con-
strued as State aid— Arts 92and 93)

Unchanged
Unchanged

Unchanged
Unchanged
Modified

Modified

Proposals for harmonization

(based on Art. 99)

Social security scheme for migrant
workers

Verifying compatibility with the
common market

L
Council opinion on short-term
economic policy

Council opinion on short-term
economic policy

Fixing of CET and rates for
agricultural levies

ECSC loans
EIB (European Investment Bank)
loans

The ECSC and EIB can borrow on
the markets of Member States or-
third countries
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Instrument

Powers of
national authorities

Role of Community institutions

Influence on
national decisions

Own
decisions

Regulations directly affecting cer-
tain economic parameters

A — Money and credit

Direct monetary instruments (re-
discount rate, open-market trans-
actions, etc.)

Regulation of bank lending

Regulation of capital transactions

Exchange controls:
— vis-a-vis Member States
— vis-a-vis third countries

B — Other regulations directly af-
fecting certain economic para-
meters

Regulation of prices

Regulation of salaries and wages

Exchange rate adjustments

Modified

Modified

Unchanged

Abolished
Unchanged

Limited
Abolished in the case of coal, steel
and agricultural products -

Limited: prohibition of discrimi-
nation based on nationality (Art.
48)

equal pay for equal work for men
and women (Art. 119)

Limited (prior consultation)

Moves towards consultation (Mo-
netary Committee, Short-term
Economic Policy Committee,
Committee of Governors of Cen-
tral Banks)

Moves towards consultation (Mo-
netary Committee, Short-term
Economic Policy Committee,
Committee of Governors of Cen-
tral Banks)

Possibility of authorization by the
Commission

Fixing of agricultural prices, moni-
toring of coal and steel price lists
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Regulation of imports and exports
trade agreements:

— intra-Community
— with third countries

Institutional framework and rules
and regulations

System of property ownership

Commercial legislation

Rules on competition

Regulation of working conditions

Technical regulations

Immigration controls
— Member States

— third countries

Economic information

Abolished (free movement)
Abolished (common commercial

policy)

Unchanged

Modified (moves towards approxi-
mation)

Modified by the precedence taken
by the Community rules

Limited:

prohibition of discrimination ba-
sed on nationality (Art. 48)
maintenance of  equivalence
between paid holiday schemes
(Art. 120)

Limited

Abolished (free movement of
workers, freedom of establish-
ment)

Unchanged

Unchanged

Directives for the approximation
of provisions directly affecting the
functioning of the common market
(Art. 100)

Studies and opinions to promote
close cooperation

Directives for the removal of tech-
nical barriers to trade (Art. 100)

Medium-term programme

Formulation of a
commercial policy;
with third countries

common
negotiation

Monitoring application of Arts 85
and 86

Statistical Office of the European
Communities




(i) competence of national authorities limited :
— either by a binding requirement for coordination or harmonization among Member
States,
— or by the need for Commission authorization;

(iv) powers of national authorities abolished; here, decision-making powers lic with the
Community institutions (either under the general procedure, with a proposal from the
Commission followed by a Council decision, or under the special procedure for
decision-making by the Commission in the cases specified in the Treaty, or when
powers are delegated to it by the Council).

The table gives a general list of the instruments of economic policy showing the theoretical
allocation of powers as determined by the Treaty and other texts.

Section 3. Developments in the internal and external context in
which the construction of Europe has proceeded

Having been conceived and initiated at a time when the Member States’ economies had
emerged from the reconstruction phase and restored activity to a level comparable with
that of the pre-war period, the construction of Europe proceeded for over 15 years in a
climate of growth and prosperity (for which it must take its share of credit), but in more
recent years it has had to contend with internal economic difficulties (exchange rates and
inflation) and stronger competition from other countries. These changes, both internal
and external, in the context conditioning the development of the Community reflect the
significant shifts that have occurred in the relative importance of certain problems, which
are outlined below and should be borne in mind when reading the chapters that follow.

The collective GDP of the Community has roughly doubled since 1958 in terms of constant
prices, bringing a sharp rise in purchasing power. A quarter of a century ago the first
priorities were to improve efficiency and raise the standard of living; today, although they
have not disappeared, they have to take their place alongside the objectives of reducing
unemployment and curbing inflation.

On the external front gradual liberalization has brought rapid growth in world trade, a
considerable share in which has been taken by the Community. However, the conditions
under which international economic relations are conducted have become more and more
complicated: the international monetary system has deteriorated to the point of virtual
collapse; the emergence of newly-industrialized countries has confronted the traditional
industries with stiffer competition; the impact of two massive increases in oi} prices have
thrown balance-of-payments positions into deficit.

In the early stages of its existence the Community was predominantly introverted in its
preoccupations and in the means of action that it acquired, but it has been induced by the
pressure of external events to concern itself increasingly with the technicalities of securing
its position in the international context and to gear its internal decision-making accordingly.
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The following chapters consider the achievements of the European Economic Community
and its problems in the light of its activities in five main areas:

(i) progress towards economic efficiency and rational industrial structures;

(i) efforts to ensure an even pattern of development: economic and monetary union; the
European Monetary System;

(iii) action making for a caring economy and Community solidarity;
(iv) development of relations with the rest of the world;

(v) institutional, budgetary and planning structures.

The conclusion considers the tasks that lie ahead.
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Chapter I — Establishment of an efficient community: structuring
of productive activity

Improving the efficiency of Member States’ economies is one of the basic aims of the
Treaty of Rome, since it is essential to the achievement of ‘economic and social progress’
and the ‘constant improvement of the living and working conditions of their peoples’
(preamble).

There are two aspects to the concept of efficiency: as well as the strict definition describing
optimum use of factors of production in order to obtain a required output (cost-
effectiveness), it contains the notion of guiding production in directions that suit, the
interests of society in individual Member States or the Community as a whole according to
criteria which take account of personal preferences and various collective interests (such as
national security and independence).

In the decentralized, market-based economic systems that prevail in the countries of
Western Europe, efforts towards the achievement of such efficiency are conventionally
based on two approaches :

(i) the formation of a large market affording free movement of goods (giving consumers a
wide range of choices) and of the factors of production (which will gravitate towards
the places where they can be employed most efficiently);

(ii) public intervention in various forms, aimed in particular at accelerating certain
changes, regularizing others or stimulating production of certain goods.

These two approaches are to a large extent mutually complementary; the first provides a
general framework in which the productive system can operate, while the second serves to
rectify any imperfections or fill any gaps in the framework. All Western countries use
both, although to differing degrees, and they were therefore legitimate subjects for
treatment in the Treaty of Rome. This chapter examines the following in turn:

(1) the formation of a large market, through the operation of the ‘four freedoms’;
(ii) the agricultural sector, for which the Treaty specifically lays down a common policy;

(iii) industry and services, and then energy, sectors which receive much less explicit
coverage in the Treaty, but are attracting public intervention with increasing
frequency;

(iv) research policy, which deserves separate consideration in view of its specific nature.
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Section 1. Formation of a large market

The arguments in favour of the formation of a large market break down into three strands:

(i) The consumer (or, more broadly, the customer, including a business buying its raw
materials or capital equipment) enjoys a wider choice when more potential suppliers
are available.

(ii) Modern technology—particularly in industry, but also in many services—offers
economies of scale. At least up to a certain point, unit costs are lower in large plants
than in small plants (this holds in steelmaking, chemical engineering, oil refining,
etc.); they are also reduced by the lengthening of production runs (in the motor
industry, aircraft construction, mechanical and electrical engineering, etc.). The
availability of a large market improves opportunities for achieving the size of plant or
length of production runs that make for minimum costs.

(iii) Mobility of the factors of production (capital and labour) helps to ensure that they are
employed in the industries and regions where they can operate with greatest
efficiency.

The first and second of these arguments call for arrangements allowing free movement of
goods throughout the territory of the Community; the third goes further, requiring
freedom of movement for persons and capital, and freedom for any national of a Member
State to set himself up or establish a business anywhere in the Community. Specific
provision for such arrangements, which are sometimes referred to collectively as the ‘four
freedoms’, is contained in Part Two of the Treaty, under Titles I and III.

However, abolition of obstacles deliberately placed in the way of free movement is not
enough in itself, since a wide variety of public decisions (not confined to taxation) can
obstruct the establishment of a genuine economically homogeneous area. Such an area is
one in which choices of suppliers in decisions to buy goods or services and choices of sites in
decisions on the location of production units are not influenced by the existence of political
frontiers and economic disparities other than those deriving from geographical conditions
and the legacy of the past, for instance as regards the state of infrastructures and the effects
of regional planning.

As well as the removal of obstacles, it is necessary to have arrangements for monitoring or
coordinating these various public decisions, especially those having a bearing on taxation
and technical barriers to trade.

A — Free movement of goods

The Treaty’s direct provisions on free movement of goods called for the following action:

(i) the prohibition between Member States of customs duties on imports and exports and
of all charges having equivalent effect (Article 9);

(ii) the adoption of a common customs tariff in relations with third countries (Article 9);
(iii) the opening-up of public contracts to non-national suppliers.

18
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The abolition of tariff barriers was planned to take place over a maximum of 12 years. In
the event, it did not take that long and was completed on 1 July 1968 (quotas for industrial
products having already been abolished on 31 December 1961). With the new intake of
Member States, the process of reducing import duties was again carried out in stages, over
a five-year period ending on 1 July 1977.

The completion of tariff dismantling ahead of schedule was a tribute to the adaptability of
the Member States” economies. However, the rapid growth rate that they were enjoying
at the time was conducive to adaptability and it cannot be taken for granted that the same
will occur with the next enlargement, when the general economic context will be much less
favourable.

The abolition of customs duties between countries creates a free trade area, but the Treaty
of Rome went further, with provisions for setting up a full customs union based on the
introduction of the Common Customs Tariff (CCT), the effective date of which was also 1
July 1968.

In order to honour GATT commitments, it was stipulated in the Treaty that the CCT duties
would be ‘at the level of the arithmetical average of the duties applied in the four customs
territories comprised in the Community’ (Article 19). By the time the CCT came into
effect, however, international negotiations aimed at promoting a general reduction in the
level of customs protection had been held (cf. Chapter IV); these were the Dillon
negotiations (1960) and the Kennedy Round, which resulted in reductions of 7% and
37.5% respectively in the level of the CCT originally planned.

In the minds of the public, the abolition of quota restrictions and customs duties should
lead to the abolition of controls at the frontiers, but reality is not so simple and there are
still three main obstacles:

(i) taxation differences;
(ii) technical barriers;
(iii) the incomplete state of the customs union.

Because of the first two of these factors, it has been necessary to maintain certain tax
procedures and controls at border crossings; because of the third, customs clearance
formalities which should have disappeared over ten years ago remain in force.

(a) Taxation differences

The situation in which tax systems or rates of taxation differ from one country to another is
a potential source of distortion of competitive conditions prevailing in the Community as a
whole. A producer in country A who has to-pay VAT at 15% may consider that he is at a
disadvantage compared with a producer in country B where the rate is only 10%, but in fact
the realities of competitive conditions are more complex, depending on the overall tax
system, not on any individual tax. Since the overall level of taxation is roughly the same in
all EEC countries, a relatively low VAT rate will be offset by a relatively high rate of other
taxes, such as income tax, and this is bound to have an effect on nominal incomes.
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A complete answer to this problem would require total harmonization of tax systems. A
very important first stage has been completed with the gradual adoption by all Member
States of the value-added tax (VAT) system; it took some time to arrive at a common
definition of the fiscal concept of value-added (which is not strictly identical to that
accepted by economists), but this has now been established. Disparities between VAT
rates remain, however, and they are substantial in some cases. Harmonization of the
rates at which this indirect tax is charged would require some countries at least to
undertake a radical revision of the balance between direct and indirect taxation; for
instance, alignment of the proportion accounted for by direct taxes with the current level in
the Federal Republic of Germany would lead to a reduction of almost 20% in rates in the
Netherlands, but an increase of over 50% in France. Such changes would confront
governments with serious difficulties. Moreover, unification of the rates of indirect
taxation would necessarily mean that direct taxation would be the only remaining channel
for differentiation of the overall tax ‘take’ (as a proportion of GNP) reflecting the various
Member States’ different conceptions of the scale (and uses) of public spending. Given
the pressures for approximation of corporation tax with a view to reducing the influence of
tax considerations as a factor in the choice of location for company headquarters, the
outcome could be a situation in which personal income tax would be the only area still
offering scope for adjustment.

Clearly, the scale of the difficulties is such that there is no prospect of complete
harmonization of rates in the near future.

In the words of the Commission:

‘The harmonization of rates, which does not necessarily entail complete uniformity in all

3

cases, will have to be carried out in several stages ...".

Pending such harmonization or at least significant approximation of rates, the problem
created by the lack of uniformity has been dealt with by adopting the principle whereby a
product attracts VAT in the place where it is bought; this means in practice that a product
crossing a national frontier is subject to tax in the country of arrival at the rate ruling in that
country, not in the country of departure (and of production). In contrast to the usual
procedure, the tax is not collected at the time of production, but on crossing the frontier;
hence the need for specific formalities.

(b) Technical barriers

This is the term used to describe obstacles to the movement of goods arising out of
differences between regulations or standards applicable to products sold on the markets of
the various Member States. Many of these regulations are motivated by safety considera-

tions (minimum requirements to be fulfilled to ensure safety in the use of machinery,
" preliminary tests on pharmaceutical products to check that they are harmless), but others
are prompted by the need for uniform standards (on such matters as the size of vehicle
registration number plates, the sizes and shapes of electrical plugs, etc.). Only rarely are
the terms of standards dictated on purely objective grounds, so that standards and
regulations are bound to vary from country to country, with disruptive consequences for
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international trade. It is therefore necessary to establish harmonization among Member
States, both by aligning existing standards and, in new fields, adopting common standards
from the outset. With the modern world’s rapid rate of technological progress, this is a
perennial task.

(c) The incomplete state of the customs union

Of the customs union as such it has to be acknowledged that, although more than a decade
has passed since its creation, obstacles to the free movement of goods between Member
States are still being maintained by the continued application of a wide range of national
procedures and formalities, which vary from one country to another. The persistence of
these disparities is accounted for by the fact that the Community regulations are still
incomplete and sometimes too complex or imprecise, by the cumbersomeness of the
institutional decision-making machinery and by the lack of a uniform system of sanctions to
deal with breaches of the Community rules.

The formation of a single market worthy of the name is being seriously hampered by the
‘economic frontiers’ that these three factors are allowing to subsist. The delays and costs
involved in crossing these frontiers can be considerable, but the most serious aspect is the
distinction between the home market and the external market that remains in the minds of
managements. :

Much therefore remains to be done in order to fulfil the absolutely vital requirement of
making the free movement of goods a reality in practice, and not merely in law.

B — Free movement of workers

Freedom of movement for workers is the subject of a specific stipulation in the Treaty
(Article 48). In practice, it is hampered by a whole range of barriers, some of a broadly
psychological order, others set up by a variety of rules and regulations.

The psychological barriers—deriving from differences of language and cultural traditions—
are well known. Insofar as they reflect Europe’s cultural diversity, they are among the
things that have to be accepted in the cause of preserving the rich heritage of our continent.

On the other hand, most of the obstacles stemming from differences between rules and
regulations deserve to be removed or at least substantially lowered. The Community has
taken action to deal with the most serious obstructions to freedom of movement in four
main areas:

(i) Social security cover of workers. Originally, if a worker returned to his country of
origin following a stay in another Member State, the rights acquired during that stay
were not honoured. In international relations, this problem has been settled in
bilateral agreements (that between France and Algeria is an example); the Commun-
ity has solved it by adopting the rule whereby migrant workers acquire and retain
social security rights on the same basis as those who remain in their country of origin.
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(ii) The right to take up paid employment. Whereas it is generally necessary to have a
work permit in order to be allowed to take a job in a foreign country, since 1968 any
national of a Member State of the Community has been free to take paid employment
in any other Member State (and entitled to automatic issue of residence permits, valid
for five years, for himself and his family).

(iii) Working conditions. The principle of equality of rights of association and participa-
tion in elective bodies has been established.

(iv) Recognition of qualifications. Recruitment of workers is generally influenced by and
sometimes conditional upon the possession of qualifications. Efforts are being made
to promote comparability of qualifications and recognition by each Member State of
qualifications obtained in the others.

C — Free movement of capital

If a common market is to be fully operational and the marginal efficiency of capital as a
factor of production is to be equal in its various possible applications, it is necessary to have
free movement of capital, at least in so far as it is to be used for productive investment (the
case of public borrowing is somewhat different).

The principle of freedom of movement for capital is established in the Treaty (Article 67),
but is qualified by the words ‘to the extent necessary to ensure the proper functioning of the
common market’, which are not found in the corresponding provisions on goods and
workers. The use of this more guarded wording is a recognition of the multiplicity of ways
in which movements of capital, as a factor of production, affect the performance of an
economy. Free movement is desirable not only as a means of improving the overall
efficiency of the Community’s productive system, but also as a factor capable of influencing
the general balance of its economy. This means that the approach to capital movements
must be consistent with overall short-term economic policy; this point is taken up again in
connection with economic and monetary union (Chapter II). Finally, intra-Community
arrangements are complicated by the possibility of inconsistencies in the attitudes adopted
by Member States to capital movements between themselves and third countries.

A fundamental Directive, dated 11 May 1960, which is still the basis for Community action
in this field, contained four lists of capital movements to be liberalized, calling for
unconditional liberalization of those in lists A and B, and conditional liberalization of those
in lists C and D:

List A: direct investments, personal capital movements, movements associated with trade
in goods;

List B: operations in securities dealt in on stock exchanges;
List C: issues of securities on capital markets;

List D: movements of short-term capital between banks.
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In fact, for reasons associated with short-term economic policy, no progress has been made
over the past 20 years. However, the market has made light of the legal obstacles. In the
absence of action by the public authorities to create the conditions for the formation of a
genuine Community capital market, the private sector has effectively formed its own, the
Eurocurrency market, whose coverage extends well beyond the boundaries of the
Community; we shall return to this subject in the next chapter.

D — Freedom of establishment

A true common market can be said to exist only when nationals of any Member State are
free to establish themselves in any other Member State and to set up and manage
undertakings there, provided of course that they do so in accordance with the laws of the
country to which they move. Provision for this is made in Article 52 of the Treaty. By
the same token, there must be freedom to provide services anywhere in the Community
(Article 59).

E — General assessment of the extent to which the large market has become a
reality

Full application of the ‘four freedoms’ (free movement of goods, workers and capital,
freedom of establishment) should lead to the creation of a genuinely homogeneous
economic area the main characteristic features of which are equal efficiency of the factors
of production and a single system of prices throughout its territory, i.e. an area in which the
only factors accounting for price disparities would be differences in the cost of transporting
goods from the producer to the consumer or variations in quality. What is the present
state of progress?

As has been demonstrated above, the four freedoms have yet to come fully into play: some
barriers to trade in goods still survive, the bulk of investment capital is still placed on
domestic markets, freedom of establishment is not yet universal and, despite the virtually
total disappearance of regulations obstructing movements of workers, the effects of the
psychological barriers are such that there has been very little mobility over the past 15
years; the current levels of unemployment around the Community undoubtedly represent a
further disincentive.

Insofar as an idea of the extent to which this large market has become a reality can be
obtained from an examination of a series of indicators, the following observations are
significant:

(i) Intra-Community trade has risen faster than output (and slightly faster than total
foreign trade in the individual Member States). Whether the volume of this trade is
expressed in percentages of GDP or total exports, the trend is clear (see table
below). Trade in goods on the large market is a reality confirmed not only by the
statistics but also by statements from industrial leaders and the evidence of goods on
display in shops throughout the Community.
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(ii)

(iif)

Average productivity is still far from being uniform in the Community. In terms of
GDP per member of working population, it can be twice as high, or more, in one
country than in another.

It should be pointed out, however, that the spread in levels of productivity can be
almost as great between regions in the same country (where a single market is
supposed to have been formed long ago). This can be found in the various countries
of Europe just as much as in the United States, which is often held up as the archetype
of a large market. There are therefore profound reasons for these disparities, to
which we shall revert when discussing regional policy.

Even allowing for the notorious difficulties of price comparisons between countries,
the meticulous studies carried out by the Statistical Office of the European
Communities give the impression that there are still substantial variations which
cannot be explained purely in terms of differences in taxation or marketing
methods. This suggests that producers have yet to penetrate all their potential
markets and that barriers protecting national frontiers still represent a significant
factor restraining exporting dynamism.

Intra-Community exports

% of total exports % of GDP

1958 J 1980 1958 1973 l 1980
BLEU 35 71 15.0 35 38
Denmark 58 50 14.0 10 13
FR of Germany 35 48 5.4 9 11
France 28 51 2.5 8 9
Ireland ’ 83 74 19.0 25 36
Italy 32 48 2.7 7 9
Netherlands 57 73 19.0 29 34
United Kingdom 20 42 2.8 6 9
EUR 9 ) 34 53 4.9 10 13

Source: Eurostat.

Section 2. Agricultural policy

There is an apparent paradox between the importance that all industrialized countries
attribute to agricultural policy and the actual importance of farming in their national
economies, measured in terms of the employment that it provides (8 million jobs out of 100
million) or its contribution to GDP (3.4% in 1978). The EEC is no exception, since
agriculture is one of the few areas (along with transport and external trade) for which the
Treaty stipulates a common policy. It has to be acknowledged, however, that awareness
of the paradox is growing and the common agricultural policy (CAP) is attracting
increasingly frequent and widespread adverse criticism.
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A calm assessment of the situation will be assisted by clarification of the reasons that have
led all developed countries to pursue an active agricultural policy, as a preface to a
description of the CAP.

A — Why agricultural policies in developed countries?

The answers are to be found in the characteristics specific to agriculture and its products,
and in history. Agriculture produces essential commodities, it is an industry dependent
on climate and it provides a way of life as much as an occupation; another specific aspect is
the phenomenal pace at which farming methods have developed over the past half-
century. These characteristics, taken collectively, can give rise to difficulties which call
for public intervention.

Since the bulk of output is intended for human consumption, agricultural products are
classed as essentials; hence the importance attached to the maintenance of a high level of
production on home soil which, if falling short of complete self-sufficiency, is at least
enough to cover a substantial proportion of demand, so as to avoid dependence on imports
and the risk of shortages. At the same time, however, since they are essential
commodities, demand for them rises more slowly than persenal income (or at least it does
above a certain threshold which the developed countries left behind them long ago), or
more exactly, the income elasticity of demand for foodstuffs is less than 1 and, since the
pattern of demand is tending increasingly to favour processed products, demand for
agricultural produce is becoming still less elastic, so that outlets are increasing at a much
slower rate than the national product.

If, as has been the case for some 30 years, labour productivity rises in agriculture at a rate
comparable to that displayed by the economy as a whole, domestic demand can be met with
a decreasing agricultural work-force. This may suggest that exports should be
developed. However, many of Europe’s theoretical export markets are either countries
which have needs but lack the means to pay for them (a large number of developing
countries come into this category) or countries like the United States of America or Canada
where extensive rather than intensive farming and stock-breeding methods are used and
costs are lower. The opportunities for massive exports are thus blocked by the insolvency
of some countries and the competitiveness of others, which could even represent a threat to
some of our own markets if they are left unprotected.

The first consequence is therefore a reduction in the labour force that is strictly needed in
agriculture, but here it becomes necessary to take account of the second major
characteristic of farming, which is—or at least was for a long time—a way of life as much as
or more than just a job. Farm work, especially on small or medium-sized holdings,
involves a very wide range of skills and gives great independence. Switching to
employment in another industry can involve thorough vocational retraining and a big
change for the family if they have to move from the country to a town. The older a farmer
is, the harder it is for him to cope with such a change. Because of this situation the labour
force in farming remains at a higher level than necessary and the per capita income is
relatively low, certainly below the average for the rest of the economy. There is therefore
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justification for action by public authorities to encourage farmers to seek alternative
employment while at the same time promoting the reorganization of holdings (structure
policy) and to raise the intrinsic incomes earned from farming (incomes policy). .

Finally, it should be added that, with certain products in particular, the influence of the
climate can make for considerable variations in the size of crops from year to
year. Because demand is fairly steady and therefore inelastic, there is a tendency for
prices to fluctuate quite widely, and incomes with them. In such circumstances it may be
considered necessary for public authorities or the profession itself to take action to stabilize
prices and markets (organization of markets, storage).

Such are the general characteristics of the farming industry which justify the maintenance
of an agricultural policy. However, mention should be made of the major changes that
have occurred over the past 25 years: the numbers employed in farming have fallen sharply
and in several Member States are getting close to the minimum size of labour force needed
to farm the usable land available; the structure of holdings has changed radically as small
farms have been. merged to form larger units. Moreover, the Community has been
enlarged and will gain further new members in the future. Problems that were acute 25
years ago have been solved up to a point, while others have arisen and more can be
expected. The CAP has been in operation for some 15 years and it seems only logical
that, like any other instrument designed by man, it should be developed and adjusted in the
light of experience and requirements.

B — The common agricultural policy in operation

The Treaty of Rome explicitly establishes the principle of a common agricultural policy, to
which it assigns the objectives of increasing productivity, ensuring a fair standard of living
for farmers, stabilizing markets, assuring the availability of supplies and ensuring
reasonable consumer prices (Article 39). These objectives are to be pursued simul-
taneously, but since sgme conflict with others to a certain extent, decisions have to be taken
as to priorities. The Treaty is less explicit on the subject of the means to be employed, but
it does mention three important aspects: market organization, pricing policy and the
setting-up of a Community fund.

In view of the large numbers employed in agriculture and their relatively low incomes 20
years ago, the Community initially gave priority to the objective of raising the level of
earnings from farming, which was also the main concern of most of the Member States at
the time. However, in its awareness of how important it was to keep in view the long-term
aim of structuring the agricultural industry in such a way that it would itself generate
earnings more in line with incomes from other occupations so that the need for aid from
public funds could be reduced or even eliminated, the Commission was already stressing in
1962 that it was necessary to strike a balance in simultaneously pursuing an incomes policy
to deal with the immediate problems and a structure policy to lay the foundations for the
solutions of the future. It will be seen that this balance has never been adhered to in
Community policy, which has concentrated on incomes policy while structural action has
largely been carried out at national level.
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Incomes can be improved either by granting direct financial aid to farmers with low
incomes or by raising prices. The second method was the one adopted; in fact it had been
more or less in operation on the Continent, although the second had been used in the
United Kingdom, where the farming population was already small. With the method
chosen, the financial burden lies mainly with the consumer, whereas with subsidies the cost
has to be met by the taxpayer.

When prices are maintained at a relatively high level, it is necessary to apply certain
measures at the frontiers: to avoid competition from cheaper produce from third countries,
charges have to be made on such produce when it enters the Community (levies); to enable
farmers to export on a world market where prices are lower, it is necessary to grant them
aid (refunds).

The system therefore rests on two main pillars:
(i) price guarantees for Community producers,

(ii) a system of ‘locks’ at frontiers to adjust price levels.

The level of prices within the Community is fixed annually, with the implicit aim of securing
a certain level of income for producers on the basis of calculations that take account of their
production costs and the average yields achieved with methods in general use.

Under this system, with prices fixed in units of account, there is in principle a single pricing
system (adjusted for transport costs) throughout the territory of the Community and a
common market in agricultural products, with farmers’ incomes supported by Community
preference arrangements. This support is supplemented by a financial mechanism, the
European Agricultural Guidance and Guarantee Fund (EAGGF), which is part of the
Community budget.

While they share the same general principles and are applied uniformly throughout the
Community, the common organizations of markets differ somewhat according to the type
of product:

(i) Most of them are based on intervention measures, with guaranteed prices for the main
cereals, sugar, milk products, beef and veal, and more flexible measures, such as aid
for storage of pigmeat, table wines and some kinds of fruit and vegetables.

(ii) In the case of about 25% of agricultural output (other fruit and vegetables, flowers,
eggs and poultry), there is only protection from external competition, while prices
within the Community are allowed to fluctuate freely so that supply and demand

- balance out.

(iii) In some cases, there are flat-rate acreage or land payments, or supplementary product
subsidies.

The CAP was introduced gradually from 1964 and was fully operational in all its essentials
by 1967 or 1968.
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The EAGGF has two sections:

(i) The Guarantee Section, which finances all expenditure arising out of implementation
of the common organizations of markets: interventions aimed at stabilizing the internal
market (7 000 million EUA ' in 1980, including 4 900 million on milk), export refunds
(5 600 million EUA in 1980).

(ii) The Guidance Section, which finances schemes to improve agricultural structures
(approximately 600 million EUA currently).

C — The results of the common agricultural policy and changes in the nature of
the problems

The CAP is the Community’s principal common policy and absorbs by far the largest
proportion of expenditure in its budget. It is therefore important to try to evaluate it,
examining the extent to which the five objectives laid down in the Treaty have been
attained.

Labour productivity in agriculture has improved strongly, rising by an average of 8.8% a
year between 1961 and 1971 and at a slightly slower rate in the last decade.

Farm incomes have increased, along with other incomes (2.8% a year from 1968 to 1976),
and in individual Member States they have been brought more into line with earnings in
other industries. On the other hand, there are still appreciable differences between
countries or regions. The CAP is responsible for both these aspects of the situation: for
the first through the price maintenance policy, for the second because the machinery used
to support incomes is such that it cannot take account of the existence of real, substantial
differences in productivity.

The availability of supplies has been secured by protection of Community produce, with
almost total self-sufficiency in most products (with the exception, naturally, of tropical
produce and, less naturally, of protein feedingstuffs).

The factors entering into a judgment of the situation regarding prices to the consumer are
more complex. Stability has been achieved, both in relation to the general level of prices
and in terms of annual movements. The prices of many products (e.g. wheat) are still
above world prices, but it has to be remembered that world prices are often of very limited
significance, since they relate to only a small proportion of world production and would rise
sharply if the whole Community decided to reduce its own output substantially and rely
heavily on imports; a single country could hope to benefit from low world prices, but a
group as large as the EEC could not.

11 EUA = 1 ECU (5.10.1981) = BFR/LFR 40.72; DKR 7.84; DM 2.43; APX/DR 61.62; FF 6.10; HFL>2.69; IRL
0.68; LIT 1291.60; UKL 0.59; USD 1.09.
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Finally, market stability—defined as the maintenance of stable prices while avoiding lasting
shortages or surpluses—has been largely achieved. Allowing for general inflation, prices
are stable and there have been no shortages. However, the guaranteed prices have been
set at levels that have led to lasting surpluses of some products, giving rise to heavy storage
costs; the main problems are with milk products, of which there is a very large number of
small producers, and sugar, the producers of which are relatively few in number and have
very well organized associations. '

In a general retrospective review, the Commission has stated:

‘The CAP has had to contend with serious difficulties: (a) the unlimited system of
guarantees has led to serious imbalances between supply and demand on several major
agricultural markets, milk being the biggest problem; (b) neither the price guarantees nor
the refunds have made any distinction between producers and both have given more help to
the richest regions than to the least-developed regions of the Community; (c) although the
financial impact of the CAP is not excessive in relation to the GDP of the Community, it
has tended to increase too quickly in real terms and the manner in which funds are spent,
on milk surpluses for instance, has been rightly criticized.’

Adjustments are therefore necessary, particularly in view of the fundamental changes that
have occurred in the situation:

(i) Between 1960 and 1978, in the Community of Nine, the number of people having their
main occupation in agriculture fell from 17.1 million to 8.1 million; although a further
decline is foreseeable, the labour force is now only a little above the minimum size
necessary.

(ii) The same period provided clear evidence of a developing process of concentration,
with the average size of holdings of more than one hectare rising from 12
to 17.7 ha.

(iii) Enlargement of the Community will see the accession of three countries in whose
economies agriculture is still a very large employer (30% of the working population in
Portugal, 27% in Greece and 20% in Spain) and displays a Mediterranean pattern of
production, with wine, fruit and vegetables accounting for relatively high proportions
of output.

There is therefore reason to think that, in broad terms, less emphasis will be placed on the
objective of raising incomes, which has predominated in the past, but that, in an
increasingly troubled and uncertain world, more should be done to ensure reliable
availability of supplies (which has hitherto been obtained as a sort of by-product of income
support). In addition, special arrangements for the new Member States will probably be
needed for some time.

! It should be added that the unity of the market has been seriously disrupted by monetary instability. As a means
of preventing monetary movements from causing excessive fluctuations in farmers’ incomes (rising in response to a
devaluation, and vice versa), corrective procedures based on monetary compensatory amounts were devised in
1971 and introduced as a temporary measure which was to be phased out. However, these procedures are still in
operation and administering them is an extremely cumbersome, complex and disruptive process.
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Section 3. Industrial policy

The measures adopted to promote the formation of a large market (discussed in the first
section of this chapter) are designed to provide a general framework for decision-making
by companies and this in itself is enough to make them likely to affect production
structures. However, practices at national level go much further in their deliberate efforts
to influence the trend in structural development, which may be observed in three areas:

(i) First, the view taken of restrictive agreements and mergers (competition policy).

(ii) Secondly, specific action in favour of selected enterprises or industries, aimed in some
cases at stimulating their development and in others at assisting them to cope with the
problems of adjustment or even decline. Such action generally takes the form of
special tax arrangements or subsidies, but may also include publicly financed capital
projects (such as development of a port to serve a large steelworks or chemical plant).

(iii) Finally, the attitude towards dealings with other countries (movements of goods and
capital), in which the CCT is only one aspect—and probably no longer the most
important.

In all these areas, intervention by national governments is substantial, but differs from
country to country both in the stated principles underlying such action and in the choice
and scope of the instruments used.

Unlike agriculture, industry and services are not the subject of a common policy laid down
in the Treaty of Rome. Its provisions are more limited in this respect than those of the
ECSC Treaty, being confined to laying down a policy on competition and controls over
State aid. However, events have demonstrated the desirability of more extensive
provisions. '

A — Competition policy

Competition policy is concerned with the behaviour of enterprises and State aid.

(a) Control of restrictive agreements and mergers

In 1957 most of the Member States had policies on competition, but the procedures and
strictness of controls varied widely from one country to another.

The operation of a genuinely homogeneous economic area could not have been achieved
by merely allowing such diverse national practices to continue, but the differences between
national laws and approaches were too great for it to be possible to replace the national
rules by uniform Community regulations. The solution adopted was therefore organized
coexistence of national and Community competition policies.

The EEC’s rules on competition are contained in Articles 85 and 86.
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Atrticle 85 lays down the general principle of a prohibition on restrictive agreements which:
(1) are agreements between undertakings,

(2) have as their object or effect the prevention, restriction or distortion of competition
within the common market, and

(3) may affect trade between Member States.
This article also enumerates situations in which this automatic prohibition is inapplicable.

In the early stages the Commission placed a broad interpretation on this article and in 1962
stipulated that all agreements should be notified. It then received some 37 000 notifica-
tions and gradually came to the conclusion that it was impossible—and fruitless—to process
such a number of cases. Action was accordingly taken to reduce the volume: Regulation
No 67/67 exempted certain exclusive dealing agreements (taking 13 000 out of a total of
31 000 such agreements off the files), a Decision adopted in 1968 exempted cooperation
and exclusive dealing agreements (12 000 cases) and, under a Regulation introduced in
June 1970, agreements affecting less than 5% of the market and involving sales of less than
15 million units of account were held to be of negligible effect.

The emergence of case-law was a very gradual process and it was not until towards 1972
that the prospect of sanctions applied by the Commission on the basis of Article 85 began to
have a significant influence on the behaviour of enterprises. '

Article 86 prohibits abuses by one or more undertakings of a dominant position within the
common market or in a substantial part of it, in so far as they may affect trade between
Member States.

It should be stressed from the outset that only existing abuses are sanctionable pursuant to
Atrticle 86, which therefore in no sense gives the Community institutions powers to control
the process of concentration in advance. There is a fundamental difference here with
Article 66 of the Treaty of Paris, which lays a duty on the Commission to express its
opinion, in advance, on the legitimacy of a merger transaction contemplated by two or
more undertakings operating in the coal or steel industry. The scope of Article 86 as an
instrument of industrial policy is therefore limited.

Here again, moreover, it was not until about 1970 that the Commission’s first decisions
were made public.

It is axiomatic in this field that it is necessary in practice to seek a happy medium between
the benefits that may be afforded by economies of scale and the disadvantages stemming
from a reduction of competition, either through the abuse of dominant positions or, more
subtly, through a diminution of industrial dynamism. Thinking on the advantages of
large-scale production has changed over the past quarter of a century; in the late 1950s it
was widely believed that increased size meant greater efficiency and there was much talk of

! The impact of Article 85 cannot be judged according to the number of cases in which sanctions have been applied,
since its provisions are intended to be_essentially dissuasive rather than punitive.
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the need for companies to attain ‘international dimensions’. Subsequently, opinion
shifted in the light of more thorough research and it came to be thought that some of the
advantages of size could be offset by losses of managerial flexibility and especially of
corporate adaptability to a rapidly changing economic context at home and particularly
abroad. This development might have been expected to lead to stricter application of
Article 86, but the influence of another factor—the increased exposure of Community
producers to competition from third countries consequent upon the progressive opening-up
of the Community economy to the rest of the world (cf. Chapter IV)—reduced the need for
internal intervention. Nevertheless, it is essential to maintain vigilance.

Taking an overall view, Article 86 has, to date at least, been used only in rare cases and on
a modest scale as an instrument for shaping productive structures in the Community. At
the same time, however, its permanent presence as a sword of Damocles hanging over the
heads of enterprises is undoubtedly a real influence, although impossible to evaluate
accurately, preventing too many enterprises from yielding to the temptation to create
dominant positions and take unfair advantage of them.

(b) Control of State aids

States all over the world support their home industry with aid, but since the purpose of this
aid, which may or may not be acknowledged, is to strengthen its position against foreign
competition, an economic community cannot allow its individual member countries a free
hand in this regard.

Hence the presence of Article 92, which states that, with the exceptions that it lists, State
aid which distorts competition is incompatible with the common market.

However, it would not have been politically realistic to apply as strict rules to the Member
States as to enterprises and a door is left open in paragraph 3, which states that the
following may be considered to be compatible with the common market: ‘aid to facilitate
the development of certain economic activities or of certain economic areas, where such aid
does not adversely affect trading conditions to an extent contrary to the common interest’
or ‘aid to promote the execution of an important project of common European interest’ or
‘such other categories of aid as may be specified by decision of the Council’.

Thus the Treaty sets out a fairly clear principle, but at the same time mitigates its
implications so as to avoid the dangers of an unduly static conception of competition.

It is therefore impossible to apply Article 92 in isolation from a certain view of the type of
industrial development that is desirable for the Community. We shall return to this point
later, but a few examples can be given at this stage of how it has been applied to sectoral
aid. '

! Regional aid is discussed in Chapter III.
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In data processing, both France and the Federal Republic of Germany have subsidized
their domestic industries heavily. The Commission, which is responsible for enforcing
Article 92, has taken the view that such subsidization is compatible with the common
market, reasoning along the following lines: data processing will play a crucial role in
economic and social life over the coming years and a measure of control over its
development is therefore vital to the Community, but its companies in this field are still too
small to compete effectively on a world market dominated by a number of firms based in
third countries. Although a large-scale Community plan of action would be the best
response to this external challenge (see below), until or unless it materializes, it is healthy
to have a number of national firms which are developing their own technology and in
control of their commercial affairs.

The Commission’s authorization of certain forms of aid to the press in Italy was granted on
quite different grounds, namely that this was an industry in which there could be no real
competition.

The case of industries in difficulty poses its own particular problems. Governments
consider themselves under an obligation to take action, especially in labour-intensive
industries whose plants are the main source of employment in certain areas. However, in
so far as it keeps non-viable producers in business, such action is likely to distort
competition within the common market. The Commission therefore endeavours in such
cases to ensure that State aid serves to facilitate structural changes rather than obstruct
them. To take the example of textiles, in a communication forwarded to the Member
States in 1971 it indicated the principles with which arrangements for aid to this industry
should conform:

(i) t must make for adaptation in the industry by assisting joint research and development
activities, eliminating surplus capacity, helping some companies to convert to non-
textile business or promoting horizontal or vertical concentration; it should not have
the sole purpose of sustaining uncompetitive production.

(ii) Investment aid should be justified by serious employment difficulties and should be
confined to branches confronted with serious problems of adaptation; it should not
lead to any increase in productive capacities in such branches.

A similar strategy has been adopted for the shipbuilding industry.

Article 92 is therefore applied with flexibility and consideration for differing circumstances.
In fact, the Commission, as the Community authority, is torn between its desire to
accommodate the legitimate or understandable concern of Member States not to allow the
social situation in certain industries (or regions) to deteriorate and its own concern to
prevent renewed compartmentalization of the common market and to ensure that
uncompetitive operators are not kept in business while others manage to remain
competitive without subsidies, to the detriment of the overall efficiency of Community
industry. This is a classic example of how short-term national interests can clash with the
Community’s medium-term or long-term interests. Any solution is bound to be a
compromise, but the EEC would be better placed to reach more effective compromises if it
had a real overall industrial strategy.
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B — The steel industry

It is worth taking a special look at developments in the steel industry. Along with coal,
steel is one of the two industries with which the construction of Europe began, under a
Treaty which gives the Community institutions more powers than those conferred under
the Treaty of Rome. In view of its longer and deeper experience of Community
integration, it is a significant case.

Steelmaking requires heavy investment (almost 1 000 u.a. per tonne of annual output),
with a long gestation period (5 to 8 years for a new plant) and a long life-span (20 to 25
years), and steelworks have become much larger (the ‘optimum’ plant capacity today is 10
million tonnes compared with 1 million tonnes 30 years ago, while overall production is 130
million tonnes in the EEC and 700 million worldwide). Since steel is a bulk product,
transport (of ores, coal and coke, and finished products) is of vital importance, so that the
relative fall in the cost of transport by sea has had a marked influence on the
industry. Finally, steel products are largely standardized, a fact which is conducive to the
existence of a real world market.

In order to take account of these characteristics, the Treaty of Paris made provision for:

(i) a measure of control over investment, through the powers given to the Commission to
deliver opinions on investment projects;

(ii) a degree of market regulation, through price transparency;
(iii) some protection against external market disturbances;
(iv) control of mergers, through the compulsory requirement for prior authorization.

The legal instruments are therefore available for satisfactory public structuring of the steel
market. Does the record show that they have been put to good use?

During the period of sustained economic expansion (which saw an average annual growth
rate of about 5%, both in the Community market and in world demand), the market was
able to function satisfactorily, despite the very sharp rise in Japanese output and exports
and the emergence of new producers in the developing countries. However, the slow-
down in economic progress has confronted the steel industry in the Community with
serious difficulties: whereas the completion of investment programmes launched in the
early 1970s brought a big increase in total capacity, demand within the Community has
fallen slightly, exports to third countries have dropped sharply and imports from third
countries have risen. The consequences have been a decline in capacity utilization from
87% in 1975 to below 60% and a contraction of 15% (over 100 000 workers) in the labour
force between the end of 1974 and 1980.

The Commission proposed a plan (the ‘Davignon plan’) calling for the freezing of
capacities, limitation of competition (and price-cutting) among Community producers,
imposition of compulsory minimum prices for certain products, protection against dumping
by third countries, negotiation of agreements with third countries under which they
voluntarily limited their exports, and aid for redeployment of workers affected by
structural reorganization. Some governments were for a long time reluctant to accept
such a plan and it was not until the end of 1980 that it came into effect, on a temporary
basis.
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What was it that brought matters to this pass? Basically, inaccurate forecasts of demand
trends (even with continued expansion, there would have been surplus capacity) and the
Commission’s inability to lend direction to the various producers’ plans for expansion and
to persuade all Member States to undertake necessary structural reorganization during the
period of euphoria. This explains the wide differences in productivity from one country to
another (man-hours per tonne of steel: United Kingdom 13; France 11; Denmark 8§;
BLEU, The Netherlands and Italy 7; Japan 6). The countries that had carried through
reorganization programmes were accordingly reluctant to accept a plan aimed effectively at
freezing the situation, albeit theoretically for a fairly short period, but in fact for an
unforeseeable length of time.

These developments provide a clear illustration of how a legal framework, however well
formulated, is not enough in itself to provide adequate answers to the problems of a heavy
industry in a rapidly evolving world context.

C — A positive industrial policy?

Although the Treaty of Rome made no provision for a positive industrial policy, the need
for one quickly became apparent.

The provision of aid, on a temporary basis, to facilitate adjustment by industries in
difficulties is only one aspect of industrial policy — and not the most decisive in the long
term. Far greater importance is to be attached to aid granted to industries of the future,
those which supply goods and services that have a vast potential market or could have a
significant indirect impact on other industries or on aspects of how life in society is
organized, such as for instance the development of products capable of replacing others
which are already or are likely to become scarce or costly (new sources of energy) or the
creation of new services (data transmission and processing).

Government intervention in such sectors may be warranted in either of two circumstances:
when development needs to be stimulated, or when it needs to be controlled and
channelled. For instance, where industry is proving slow for a variety of reasons
(reluctance to accept risks, difficulties over raising finance, inertia, etc.) to pursue
developments in certain fields which seem to offer benefits for the national or international
community, ‘a filip’ may be considered desirable. The ‘technology assessment’ approach
has emerged more recently, reflecting a concern to control the rate of development, with a
view to avoiding excessively damaging repercussions on existing businesses and the regions
where they operate, and to take a prospective view of all the potential side-effects—both
beneficial and damaging—of the development of new technology. These are matters on
which the Community cannot afford to remain inactive.

There are two powerful arguments in favour of a more active policy, both of them related
to the size of the Community. The first is that, without a proper degree of coordination,
there is reason to fear that competing projects will be mounted simultaneously in two or
more Community countries, in opposition rather than cooperation with one another, thus
damaging their respective chances of success (which can only be to the detriment of the
Community, while the individual countries concerned stand to lose also) and the prospects
for matching competition from the United States, Japan or elsewhere outside the
Community.
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The second argument is that, whereas some promising projects are not proceeded with
because the volume of finance needed or the scale of the risk seems too much for one
country to bear, the perspective is different at Community level and the costs and risks may
appear quite acceptable. This, applies to large projects in such fields as aerospace,
offshore operations, data processing and telecommunications.

What has been done hitherto falls very far short of requirements. This is true both of
preparatory studies and of operational decisions. Although important sector studies have
been carried out and followed up by memoranda from the Commission to the Council,
there are still no coordinated overall views on the structural developments that should be
pursued in order to meet the pressures of a changing world, nor any reasoned appraisal of
the priority areas for Community action.

If the situation is unsatisfactory in regard to preparatory studies, there has been a positive
dearth of decisions: not one major project has been undertaken, as we shall see below,
when examining the structural changes that have occurred over the past 20 years.

D — Structural changes in the Community’s productive system

The results of 20 years of the Community can be assessed in terms of the development of
three phenomena: specialization, cooperation between enterprises belonging to different
Member States, and the launching of genuine Community projects.

There has been a very considerable trend towards specialization, although aspects of the
situation are open to misinterpretation. Statistical observation taking in two or three
dozen fairly large industries points to something of a reduction in specialization, since some
countries have moved into various industries in which they had previously had virtually no
presence, and this has led a number of over-hasty observers to claim that the common
market has had no positive influence on specialization (and therefore, according to some of
them at least, that it has served no useful purpose). However, a finer analysis, at a level
closer to the realities of production and marketing, taking in some hundreds of products or
groups of products, shows a completely different picture, with a very clear increase in
specialization. Thus, while there has been a lack of specialization in the form of shifts
between industries, there has been considerable specialization within industries.

The situation as regards cooperation between enterprises belonging to different Member
States is also mixed. Links between suppliers and their customers have increased in
number and scale. As mentioned in connection with competition, the number of
agreements between enterprises is very large. So is the number of subsidiaries, especially
sales companies, that have been formed. A vast interwoven network has thus been built
up among enterprises in the Community, helping significantly to make the creation of the
common market irreversible. By contrast, transfrontier mergers between enterprises are
still exceptional, at least between enterprises of similar size (although there has been no
lack of takeovers of small companies). The case of Agfa-Gevaert is always quoted
because there are hardly any others; the mooted agreement between Fiat and Citroen,
which is also rather exceptional, is an example of such a plan which came to nothing.
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As for the launching of industrial projects involving enterprises from several Member
States, the record is almost completely blank, apart from one major category of
exceptions. Airbus has proved a success, but the initiative for it did not come through
Community decision-making channels, although it would be absurd to use this as an
argument for claiming that it is not a Community venture. Nor does it constitute an
example of cooperation organized through Community machinery, however, and this
should give pause. We shall return to this subject in the conclusion.

The major exception, the one example of substantial cooperation between enterprises
belonging legally to Member States, has been provided by the subsidiaries of multinational
parent companies from outside the Community, hitherto mostly American. The most
advanced example of this is to be seen in the strategy of IBM, which has factories (and
research laboratories) in several EEC countries, none of which makes the whole of any
product, so that they are incapable of operating independently. In this way, the. parent
attacks the European market from within and gets the benefit of European research
capabilities while relaxing none of its control over the group as a whole.

Finally, there has been a discernible trend towards an ominous alternative to cooperation
between Community enterprises, namely cooperation between one or more EEC
enterprises and a foreign enterprise. This began with the United States of America and
has been seen more recently with Japan. The motives of European enterprises entering
into such arrangements are clear: if you are going to surrender part of your control over
your affairs, it is best to do so with a powerful partner who can quickly give you substantial
technological aid and open up a large market for you. The agreement between CII and
Honeywell-Bull is an excellent example of this behaviour, that between British Leyland
and Honda is another. Clearly, if such transactions became widespread, the notion of the
European Community would sooner or later disappear.

The overall situation is therefore clear — and to some extent disappointing. The creation
of the EEC has undoubtedly stimulated the structural reorganization and improvement of
the productive system, but these improvements have been largely confined within national
frontiers. Enterprises have taken only limited advantage of the opportunities made
available for transfrontier regrouping or reorganization and governments have missed
opportunities for developing new industries opened up by the change of dimension from
the national to the Community scale. Because of these missed opportunities, we failed to
do as well as we might have done during the period of economic growth, but it would be an
unforgivable mistake to carry on in the same way now that we need to use every weapon at
our disposal to survive against the fierce onslaught of competition from the other
developed countries and the newly industrializing countries.

Section 4. Energy policy

Energy is one of the most paradoxical aspects of the construction of Europe, which began
with coal, the main source of energy at the time when the ECSC was established. Energy
supplies are vital to the economies of the countries of Europe. To an outside observer, it
would seem self-evident that a common policy would be preferable to the juxtaposition of
national policies. And yet the Community’s achievements in this field are limited and
often criticized. What is the explanation for this lack of progress?
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To answer this question and take stock of the current situation, it is necessary to begin by
examining the historical background, since this is a field in which the situation has been
transformed radically, so that priorities have had to be changed on several occasions.

A — Developments in the general energy situation

The period from 1950 to 1980 saw two spectacular reversals of the situation.

Towards 1950 Europe was experiencing some difficulties over energy supplies, one of the
main reasons for which was a shortage of foreign currency. However, the circumstances
of the six original Member States varied widely: whereas the Federal Republic of Germany
and Belgium were relatively rich in domestic resources, Italy had virtually none. One of
the aims of the Treaty of Paris was accordingly to make German coal available throughout
the Community on equal terms to all buyers. These same difficulties over securing energy
supplies led to the formation of Euratom to promote a Community programme for the
production of nuclear power for civilian purposes.

By about 1960 the situation had changed dramatically. With the massive output from the
enormous oilfields in the Middle East, where prospecting and production costs were
exceptionally low, oil was in abundant supply at negligible prices for prospection and
production.

This oil not only met the rapidly increasing demand for energy, but encroached upon the
territory of coal, the use of which declined in absolute as well as relative terms. All
seemed well. There were admittedly those who pointed to the instability of the oil
market, with production costs low in some countries (Middle East) and higher elsewhere
(Venezuela, United States of America), and substantial benefits accruing to consumers
through the reduction in prices. These people warned of the danger that the countries
where oil was produced might take steps to secure more of the benefit for themselves.
These warnings went unheeded.

The tide began to turn after 1970. First, the formation of OPEC (Organization of
Petroleum Exporting Countries) brought changes in methods of calculating royalties and a
number of nationalizations. The fall in energy prices was brought to a halt. Then, in
three short months at the end of 1973, the price of crude rose by a factor of roughly
four. For the next five years it remained more or less stable in nominal terms (or fell in
real terms, given world inflation), but then shot up again (almost trebling) in 1979 and 1980.

These changes not only affected the energy field as such (modifying the structure of the
energy balance and disrupting trends in other energy sources used by EEC countries), of
which more later, but also had an impact on the entire economy: the low prices of the 1960s
were conducive to economic growth and a bias in economic structures in favour of
industries or technologies that consumed energy on a large scale; the oil crises of 1973 and
1979 exposed the dangers of these trends while at the same time making substantial inroads
into each country’s purchasing power through the increases in the cost of importing oil.
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B — Community action

The provisions on energy contained in the Treaties are less than consistent and rather
brief. Where the Treaty of Paris is concerned with organizing the market in, and
production of, coal and the Euratom Treaty with development of nuclear energy, the
Treaty of Rome makes no specific mention of oil or other sources of energy, which are
included in its general treatment of industrial products.

The earliest measures were concerned with solving essentially internal problems (quantities
and prices). The first aim was to ensure that the market in coal operated in such a way
that all Member States could be supplied; hence the application of rules on the
transparency of the market and the prohibition of discrimination according to the
nationality of buyers. The second was to work towards harmonization of prices
throughout the Community (which called for adjustments in national regulations or
taxation arrangements) in order to avoid distortion of competition between energy users.

The fortunes of coal mining have fluctuated from one phase to another:
(i) during the early years, attitudes were favourable to the development of coal output;

(ii) subsequently, the fall in the cost of imported oil effectively left no alternative to a
rundown of the industry, organized with government subsidies in the countries
concerned (Belgium, then France and later the Federal Republic of Germany) and
Community funds to finance redeployment of the workers affected.

Nuclear energy is a more complex subject. From the outset, application of the Euratom
Treaty was hampered by two difficulties: the imbalance between partners (in 1958 France
was alone in having sizeable research resources) and the overlap between the civilian and
military aspects (nuclear reactors produce plutonium, which is needed in the manufacture
of atomic bombs). Moreover, the fall in the cost of oil made the harnessing of the atom
for civilian applications seem less useful or less urgent.

In June 1962 an ‘energy working party’ drew up a ‘memorandum on energy policy’ which
was aimed at freedom of movement for energy products in a common market and
contained detailed proposals on diversification of external supplies, support for internal
production of coal in particular, rapid development of nuclear energy, storage, taxation
and import arrangements. This memorandum was in fact the first attempt to formulate a
real energy policy for the European Community; virtually nothing came of it.

Documents produced subsequently, particularly during the period from 1968 to 1973,
suffered much the same fate. The easy conditions on the world energy market were not
conducive to effort.

Then came the rude awakening in the shape of the oil crisis of late 1973/early 1974. The
Member States reacted—individually—by taking whatever action they considered most
likely to minimize the damage to their own interests, giving a demonstration of the lack of
Community unison to the rest of the world (other importing countries and exporting
countries) which was tantamount to an invitation to take advantage of the situation.
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The Commission attempted to meet the situation by putting forward a variety of
proposals. Before examining the response to these proposals, it may be as well to
consider the question of the usefulness of a Community energy policy and what it should
contain.

The fundamental problem for each country in the Community is to secure adequate,
regular and reliable energy supplies at the lowest cost.

National action towards this end can be usefully supplemented or substituted by
Community action along three main lines:

(i) through an effort in the areas of research, innovation and organization to reduce
specific consumption of energy in its various uses: since the problems are similar from
one country to another, some coordination of work and pooling of results (of research
and experimentation) can bring benefits to all Member States at no disadvantage to
any of them;

(ii) through a coordinated effort on the development of new sources of energy, another
area in which it can be profitable to pool research and results;

(iii) through a common stance in international relations, since although short-term benefits
are to be gained—sometimes—by individual countries using the advantages that
history has handed down to them in their exclusive interests, there is every likelihood
that in the medium or long term the pooling or coordinated use of all national
advantages would bring better results for each and every country by increasing their
bargaining power, which is a vital factor in international relations.

What has been done so far?

The first—and not inconsiderable—development to which attention can be drawn is the
great progress that has been made in the exchange of information on energy, including both
hard data (productive capacity, prices) and information on the policies pursued in the
various Member States, which can help to reduce the risk that action taken in one country
will clash with what is being done in another.

In the area of energy consumption and requirements, the Commission (in recommenda-
tions) and the Council (in a directive) have supported action taken in the various countries
to promote conservation. In addition, Community funds are provided to finance aid for
research.

On the production side, the Community has formulated (and periodically renews) a
Community system for intervention by Member States in support of the coal-mining
industry, grants financial aid for Community R&D projects on new techniques for oil and
gas exploration and exploitation (200 million u.a. over five years), is taking part, through
" its Joint Research Centre, in the development of energy generation by nuclear fusion and,
through the Joint European Torus (JET), in basic research on controlled nuclear fusion,
and contributing to various research projects on new sources of energy (105 million u.a.
over four years, including energy conservation). In recent years Community finance has
covered some 8% of total public expenditure on energy research in the Member
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States. Finally, since 1979 the Commission has had funds with which to grant partially
reimbursable loans for the industrial application of new techniques (up to an overall ceiling
of 95 million u.a. over five years).

In its dealings with the rest of the world, the Community is an active participant in very
many international discussions, such as those conducted in the International Energy
Agency, at Western summit meetings or in the course of the North-South Dialogue.
Although such talks are beneficial in that they make for better understanding, they have as
yet led to little in the way of decisions, and still less in terms of -action.

The activities outlined above are not insignificant, but they amount to extraordinarily little
in relation to the scale and urgency of the problem. For all the arguments in favour of a
Community approach, energy is still largely the preserve of national policies. Why should
this be so?

It would be too easy—and misguided—to put all the blame on uncooperativeness on the
part of governments. In fact, the situation is the result of a combination of three factors:
the wide differences in circumstances from country to country, reflected in the structure of
national energy balances (see table below), the close links between energy importing
arrangements and foreign policy, and the slowness of decision-making in the Community.
Member States see problems and their solutions differently and, fearing that the
cumbersomeness of Community procedures (for which they are of course partly respon-
sible) will seriously delay necessary action, take their own decisions separately, but without
always fully appreciating that, in so doing, they spoil the chances of improving the situation
for all countries in the Community.

Energy consumption in 1978 % dependence on energy imports

per oita (;f'tg‘e ) 1963 1973 1979
Belgium 4.7 46 52.0 88.0 93.2
Denmark 4.0 20 96.8 99.6 98.1
FR of Germany 44 271 23.7 56.5 60.4
France 34 184 53.6 79.6 81.7
Ireland 2.4 8 74.8 84.4 81.2
Italy 2.4 135 72.3 84.3 83.4
Luxembourg 12.6 - 4 99.7 99.6 99.2
Netherlands 4.6 65 67.7 22.0 7.6
United Kingdom 3.7 209 29.7 53.1 16.7
EUR 9 - 3.6 942 41.6 64.3 57.0
United States of America 8.6 1857 7.0 16.0 21.0
Japan 31 357 (50.0) 88.0 87.0

Section 5. Research policy

A curious feature of the European Treaties is the extent to which they differ in their
approach to the problems of research. Whereas the ECSC Treaty makes specific
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provision for the promotion of research relating to coal and steel (Article 55) and the
Euratom Treaty is concerned with the organization of all nuclear research in the
Community, the Treaty establishing the EEC does not mention the problems of research
and development explicitly (apart from the reference to agricultural research in Article
41). This lack of explicit provisions on Community R&D in the Treaty of Rome has
delayed the launching of projects decided upon on the basis of Article 235.

And yet research plays a crucial role in economic, social, military and political
development in our societies. Its contributions to the process of growth may be difficult to
identify with any accuracy and still harder to quantify, but no one would suggest that they
are not very real, and, moreover, the social and political ‘spin-off’ is enormous and can
sometimes be—or at least seem—awesome.

Although all European countries maintain research efforts, comparison of a few figures will

serve to show the scale of the problem confronting the Community.

A review of the worldwide research effort indicates that it breaks down in percentage terms
as follows (given the statistical difficulties of comparison, the figures should be regarded as
no more than very rough orders of magnitude):

USA 45%; USSR 24%; Western Europe 24%; Japan 7%; Rest of the world minimal.

Any interpretation of these figures should take account of the following factors:

(i) in the USSR, the research effort is not translated into innovation with the same
efficiency as in the other countries;

(ii) the figure for Western Europe represents the sum of national efforts between which
coordination is lacking, whereas competition and duplication are frequent.

Consequently, the relative impact of the United States of America (and Japan) on the fund
of scientific and technical knowledge and the use made of it to promote economic and
social development is greater than suggested by the figure quoted above, whereas that of
Western Europe is smaller. The implications of this are serious, since it means that the
world research effort and its applications are conditioned by the American scale of values
and the economic structure of the United States of America (the influence of size, placing a
premium on technologies that make for economies of scale).

Europe therefore faces a challenge and, in order to meet it, it can of course step up its
research effort, but above all it needs to make better use of it. This is where the
Community has a contribution to make, in four different ways: coordination between
national programmes, launching cooperation projects or joint projects, disseminating
scientific and technical information, and stimulating innovation.

The idea underlying the first of these four types of action is that a reduction in the number
of research projects launched on the same subject can be beneficial; this does not mean
eliminating all duplication, since some is necessary in such an unpredictable field, but
preventing it where it is redundant. It was with this in view that the Scientific and
Technical Research Committee was set up to compare notes on national public programmes.
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In the absence of a Community industrial policy, it is difficult to define priorities, despite
the assistance of the European Research and Development Committee. To make the best
of this situation, the Commission has been endeavouring since 1980 to formulate a forward
programme (FAST — Forecasting and assessment in the field of science and technology) to
provide a basis for the sharing of specializations between research teams or for
cooperation.

The lauching of cooperation projects is justified not only by its cost-saving potential, but
also by the fact that the dimensions of the Community provide scope for operations
spreading beyond national borders which are advantageous to the Community. This can
hold true at one or more of the following stages: research as such, development, industrial
production, and marketing (including sales to public bodies in particular). This was the
thinking behind the signing of the Euratom Treaty to develop peaceful applications of
nuclear energy but, as has been mentioned in the discussion of energy policy, the practical
results have been very modest; the Joint Research Centre is doing good work, but on a
small scale and less and less in the nuclear field, which now accounts for only 50% of its
programme (safety and nuclear measurements), the other subjects of research being new
sources of energy, environmental protection, operation of large plants and research in
support of the Commission’s sectoral activities (about 100 million u.a. a year). Other
fields would seem suitable for cooperation projects or joint schemes: data processing,
aerospace, telecommunications, oceanography, etc. A number of operations have been
launched jointly by two or more European countries: Concorde, Airbus and other aircraft,
cooperation on space projects through the European Space Agency (which seems, after
years of feeling its way, to be expanding steadily), and various small schemes organized in
the framework of COST (European Cooperation on Scientific and Technical Research).
All these operations have two things in common: they are conducted by different numbers
of countries not corresponding to the membership of the Community, almost invariably
outside its structures, and they are decided upon and organized independently of one
another, which makes them less readily acceptable to the Member States since it is virtually
impossible to arrange package deals. ' Altogether, the Member States of the Community
spend about 10% of their research funds on international cooperation (and a fifth of this on
Community research).

Only very small projects of these last two types have actually come to fruition.

The impression gained from a look back over Community research policy is therefore one
of procrastination and very limited concrete results. Preliminary discussions have
generally proceeded with a dilatoriness wholly out of keeping with the need for rapid
decisions in a continuously evolving field. Because of the constraints of budgetary
systems based on annual commitments, decisions have often been called in question by one
or other party. Finally, because of the difficulties of preparing the way for industrial
application of research results, efforts have been concentrated largely on fundamental
research or research in the public interest.

To sum up, although it has no explicit basis in the Treaty establishing the EEC, research
policy has gradually taken shape in response to the demands of circumstances, but has yet

! Mention should also be made of projects in the fields of coal and steel that have been financed by the Community
under the terms of the ECSC Treaty.
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to take the place in Community life that is warranted by the vital role it has to play in laying
the foundations for the Europe of tomorrow.

Conclusion to Chapter 1

According to Article 2 of the Treaty of Rome it is the task of the Community to ‘promote
throughout the Community a harmonious development of economic activities, a continued
and balanced expansion...’.

How does the record stand up to scrutiny? A clear verdict can be returned for the first 15
years, a more qualified one for the subsequent period. Between 1958 and 1973 both the
overall GDP and the GDP per capita or per worker displayed rapid growth; during these 15
years the growth rate, although outstripped by Japan, was higher than in most other OECD
countries. It has slowed down considerably since, but the same is true of all industrialized
countries.

The efficiency of the Community has therefore been greatly enhanced. Can this be
attributed to the construction of Europe? This is a difficult question which has not been
answered definitively by any analysis produced to date. The bare figures, on the face of it,
indicate an answer in the affirmative, especially bearing in mind the boost given to the
development of neighbouring countries (Austria, Switzerland, Denmark before its
accession) by the development of the Member States with which they have close economic
links. Logical appraisal based on the descriptions given in this chapter leads to the same
conclusion: Community action has helped to remove all manner of obstacles to the
improvement of efficiency, while the formation of the large market has provided
opportunities to take advantage of economies of scale. It is true to say, however, that it is
through the removal of obstacles rather than through positive action that the Community
has made its influence felt; purposeful exploitation of the EEC’s potential still needs to be
developed and the Community therefore still has a major role to play in helping to improve
the efficiency of the productive system throughout the Member States.
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Chapter II — The objective of an economically homogeneous
community: progress towards economic
and monetary union

Over the past half-century the governments in all our countries have resorted to an ever-
widening range of forms of intervention, in support of four essential functions:

(i) supply of goods and services to the economy as a whole; this is an area conventionally
dealt with in the budget, but there has been an enormous increase in the variety of
goods and services supplied;

(ii) adjustment of primary income distribution, both through taxation and application of
other redistributive mechanisms;

(iii) structural reorganization of productive industries, whether to improve their efficiency
or to facilitate adaptation or conversion;

(iv) regulation of overall economic activity, aimed in particular at securing full employ-
ment, stable prices and economic growth, but at the same time promoting the
necessary maintenance of the balance of payments.

The first two of these functions will be covered in Chapter III, which discusses social policy
and Community action in the general area of solidarity. The third was dealt with in the
previous chapter. This leaves the fourth, the subject of this chapter.

The history of the past 30 years provides a record of increasing emphasis placed on
government intervention in all Member States, with a concomitant expansion of the range
of instruments available for the purpose. This is therefore an issue which cannot be
evaded at Community level. However, as will be seen shortly, the Treaty contains very
little on the subject, and then only generalities; it has therefore been necessary to innovate
in this area, in which progress by the Community is both essential and fraught with
difficulties.

This chapter examines in turn: the influence of the existence of the Community on the
nature of problems and the general principles of possible Community action; the progress
made over the past decade and more towards economic and monetary union (EMU); and
the European Monetary System (EMS) set up in March 1979, !

! A brief account of medium-term economic planning is given in Chapter V.
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Section 1. Macroeconomic regulation in an economic community

All governments use a wide range of monetary and budgetary instruments, in conjunction
with prices and incomes policy, in their simultaneous pursuit of the three fundamental
objectives of full employment, stable prices and balance-of-payments equilibrium.

To what extent do their problems change in character and call for specific solutions in the
context of an economic community?

A — Membership of the Community changes the nature of problems

The opening-up of an economy and, more especially, membership of an economic
community influences the conditions under which macroeconomic policy is formulated and
implemented.

(a) The opening-up of a country’s economy, with the consequent increase in movements of
goods, services and capital, renders it more sensitive to developments in the economies
of its partners.

(b) The opening-up of an economy lessens the efficacy of various of the economic
instruments at its disposal.

Monetary instruments are one example. Their essential purpose is to influence the
volume of credit, either by controls or, more indirectly, through variation of interest rates
(a counter-inflationary policy, for instance, will seek to curb the expansion of bank lending
by raising interest rates; however, the raising of interest rates will attract foreign capital,
producing effects diametrically opposed to those intended).

The efficacy of budgetary instruments is also impaired, although not in such a clear-cut
fashion and to a lesser extent.

To quote the Werner Report on economic and monetary union, ‘the increasing
interpenetration of the economies has entailed a weakening of autonomy for national
economic policies’.

(c) The conditions for balance between open economies. Economic relations between
open economies take the form of movements of goods and services and movements of
capital. Where they have different currencies, the exchange rate is a crucial economic
variable.

The fundamental question is this: how can balance-of-payments equilibrium be achieved?

As regards movements of goods and services, the net position can be maintained at a given
level (full equilibrium, or some other level as long as there is a regular flow of capital) only
on condition that the trend in nominal prices follows a similar pattern internally and
externally, which is in turn only possible when the pace of movements in the real incomes/
productivity ratio is the same in the two economic areas. Where this latter condition is not
fulfilled, the balance on current account will tend to shift away from the requisite level, a
return to which will require the influence of one of the following three mechanisms: a
change in the exchange rate, a reduction in real incomes in the area which is in deficit, or
capital movements.
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Within a single country, the first of these mechanisms obviously does not apply, so that the
inescapable equilibria between regions displaying different trends in productivity must be
maintained either by correspondingly different trends in real incomes or by compensatory
capital movements (e.g. budgetary transfers or social security transfers).

Between two or more countries, there are just three methods of achieving balance-of-
payments equilibrium:

(i) maintenance of consistent patterns of economic development in the countries
concerned, particularly in regard to trends in productivity, nominal incomes and
prices;

(ii) recourse to exchange rate adjustments;

(iii) capital movements.

For there to be consistency of economic development, it is essential to have at least close
similarity in price movements and desirable to have comparable rates of increase in
productivity.

Theoretical analysis thus leads to the following conclusions: any group of countries wishing
to form a real common markei, affording freedom of movement to goods, services and
factors of production, must maintain stable exchange rates—or have a single currency—
and they must therefore ensure real consistency in the development of their respective
economies, so that their economic policies must also be consistent, which means that all
countries must pursue the same objectives (although not necessarily always using the same
means of attaining them).

(d) International aspects. As will be seen in Chapter IV, the Community is very much an
integral part of the world trade system. In its relations with third countries, therefore,
the Community economy experiences the same problems, although to a lesser degree,
as those that the Member States find in their dealings with one another.

Relations with the wider world are further complicated by two additional factors: the
Eurodollar market, which is not subject to any controls, and the deterioration in the
international monetary system.

The early 1960s saw the spontaneous creation of a new market in response to a need felt by
international financial operators in the face of the slowness of public authorities to
liberalize capital movements. This was the Eurodollar market, which differs from
domestic monetary and capital markets in that it is not subject to control by any public
authority. This absence of control was not serious at first, but it has become increasingly
so as the market has grown (today, it is estimated at some USD 1 000 000 million).

‘The Euromarket has made monetary management much more difficult and complex, both
nationally and internationally. In fact one of the great imponderables of European
monetary policy is whether or not, and if so how, the central banks, with such a mass of
international liquidity lapping at their doorsteps, will be able to maintain their control of
the commercial banks’ liquidity positions and the volume of the money supply in their
respective countries.”

! Emminger, in L’Euro-dollar (several authors), Perspective de I’Economique series, Calmann-Levy, 1971.
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If they are to be conducted satisfactorily, international economic relations need an
international currency and rules. In other words, an international monetary system is
necessary. The system created at Bretton Woods in 1944 operated satisfactorily for a
quarter of a century, but although it was theoretically founded on gold, it was in fact based
on the US dollar (against which exchange rates were defined). This gave the American
currency certain exorbitant advantages, tolerance of which declined steadily, especially
when the United States of America allowed its trade balance to remain consistently in
deficit. This led to the gradual emergence of mistrust of the US dollar, the free floating of
several currencies and finally the abandonment of dollar convertibility. The countries of
the Community therefore had to define the position of their currencies vis-a-vis the US
dollar, deciding the exchange rate mechanism (fixed or floating rates) to be adopted and
the use to be made of the US dollar in their public and private intra-Community
settlements.

The formation of the common market and developments in the international environment
are therefore both factors reinforcing the need in the Community to make better provision
for coordination between national economic policies in order to avoid the adoption of
measures that are incompatible with one another, to enhance the effectiveness of measures
taken at national level and to build a common strategy for relations with the rest of the
world.

B — Broad outline of Community solutions that have been proposed

While the Treaty goes into great detail in its provisions on the establishment of the common
market, its treatment of policy on macroeconomic regulation is couched in the most general
terms. This is accounted for by a number of factors: the emphasis on considerations of
productive efficiency prevailing in 1956/57, the lack of a comprehensive theory on policy on
economic regulation, the differences between the policies pursued by the various countries
that signed the Treaty, and the reluctance of individual Member States to surrender their
sovereignty in this field. The Treaty accordingly confines itself to generalities; it requires
Member States to regard their conjunctural policies as a matter of common concern
(Article 103), to coordinate their economic policies (Article 105), to pursue the three main
objectives (Article 104) and to treat their respective policies with regard to rates of
exchange as a matter of common concern (Article 107).

However, the pressure of events made it clear that it was necessary to go further. Two
documents on the subject were of fundamental importance, the Commission’s memoran-
dum of 12 February 1969 (the ‘first Barre Plan’) and the Werner Report (October 1970),
which were followed up by a Council Decision in February 1971.

The first Barre Plan begins with a diagnosis which has lost none of its validity: ‘At the
Community’s present stage of development, the economic policies of the Member States
can no longer be considered without reference to the “Community phenomenon”, which
has ceased to be a marginal factor ... For measures taken in isolation on the national level
to be effective now, they must be more severe than they used to be ... Only concerted
action can prevent heavy cost (to a country adopting such measures) and damage (to the
other Member States) and enable the size of the Community to be properly exploited.’
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The memorandum contains proposals for meeting this challenge with action along three
lines:

(i) The first requirement is convergence of national medium-term strategies. The main
medium-term objectives to be defined by consultation among the Member States are
those concerned with the growth rates in production and employment, price trends,
the current-account balance of payments and the overall balance of payments. These
fundamental objectives are closely interrelated and should therefore be determined
simultaneously.

(ii) Secondly, it is necessary to apply concerted short-term economic policies within the
framework of these strategies. Hence the need to strengthen coordination of current
economic and financial policies so that any imbalances can be apprehended in good
time under the most favourable conditions for all Member States and action can be
taken to rectify them with maximum effectiveness.

For a multinational grouping going through the process of integration whose policy on
external tariffs is comparatively moderate, the role of prevention is even more
important than for a relatively closed national economy. It is in the common interest
of all the countries concerned for any imbalance, even if confined to only one of them,
to be avoided or corrected as quickly as possible, since the effects could be serious if it
spread to others. At the same time, it makes good sense to hold discussions on action
envisaged so as to take sufficient account of reciprocal influences and to ensure that
the policies adopted do not clash or trigger chain reactions.

(iii) Even with such consultation procedures, accidents can happen and it is therefore
necessary to set up machinery for monetary cooperation within the framework of
jointly defined medium-term and short-term economic policy objectives, this machin-
ery being designed to prevent any imbalance from getting worse rather than to correct
the effects of a crisis once it had erupted. A Member State in difficulties would be
able to call on its partners in the Community for immediate financial support, when
needed, to help it cope with its difficulties without compromising the operation of the
common market. Such support would not be sufficient in itself to rectify the
situation, but it would put the country concerned in a better position to take the
necessary action.

It is worth noting that the proposal calis for safeguards to ensure that such short-term
financial support would not be continued if the country concerned failed to take the
necessary corrective action.

The Werner Report (on the ‘realization by stages of economic and monetary union in the
Community’) incorporates an analysis of the implications of economic and monetary union
by the time it reached the fully operational state.

With a fully operational economic and monetary union, it would be possible to establish an
area within which people, capital, goods and services would enjoy freedom of movement,
an area free from distortions of competition, without creating structural or regional
imbalances as a result.

Within the monetary union currencies would be totally and irreversibly convertible,
margins of fluctuation in exchange rates would be eliminated, parities would be fixed
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irrevocably and there would be total freedom of capital movements. National currencies
might be retained, or a single Community currency introduced.

The only significant balance of payments in such a union would be the Community’s overall
balance with the rest of the world. By this stage, equilibrium would be maintained within
the Community in the same way as within a single nation, i.e. through the influence of
public-sector and private-sector transfers and mobility of the factors of production.

Such a union would be free—by definition—from balance-of-payments problems. On the
other hand, any disparities between prices in the various parts of the Community would
prompt movements of factors of production—capital in particular—making for medium-
term adjustments through the regional relocation of industry; in the short term, these
disparities could lead to closures of businesses and unemployment. Hence the fun-
damental importance of maintaining homogeneous price trends throughout the Commun-
ity. In so far as public action, whether budgetary or monetary, influences the general
level of prices, steps would have to be taken to ensure that such action was fully consistent
from country to country; the main conditions which would have to be fulfilled in a fully
developed economic and monetary union would therefore be as follows:

(i) the creation of liquidity throughout the area, monetary policy and credit policy would
be centralized;

(ii) the Community would have competence for monetary policy in relation to the rest of
the world;

(iii) the Member States’ policies concerning the capital market would be unified;

(iv) the essential features of public budgets as a whole, and in particular variations in their
volume, the size of balances and the manner in which they are financed or used, would
be decided at Community level;

(v) the Member States would no longer have exclusive control of regional and structural
policies;

(vi) the two sides of industry would be consulted systematically and regularly at
Community level.

Fulfilment of these conditions would necessitate major institutional reforms:
(i) the setting-up of a single decision-making centre for economic policy;

(ii) the establishment of a Community system of central banks.

It will therefore be appreciated that the economic and monetary union, once it had been
brought fully into being, would be far more than a mere juxtaposition of national
economies and national economic policies on which there would be periodic consultation or
even a measure of coordination. A great deal of ground has to be covered before reaching
the destination and this is reason enough in itself why progress towards the fully
operational state can be made only gradually and will take time; in fact, the idea that it
would be possible to make a great leap forward was clearly unrealistic from the
outset. What, then, is the state of progress to date?
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Section 2. The stages of progress towards economic and monetary
union -

It was towards 1968 that the need for coordination of Member States’ short-term economic
policies began to be seen as a pressing problem. Since that year there has been a
succession of measures, each falling short of what was required. The most recent—the
creation of the European Monetary System—marks a step forward, but it has yet to stand
the test of time.

A — The first ten years of the common market: few problems, little action

To a large extent, the first ten years of the construction of Europe were smiled upon by the
Gods; such economic fluctuations as occurred were relatively mild and when major
problems arose over employment, prices or the balance of payments, they affected only
one country at a time without causing significant repercussions in the other countries,
whose stability actually helped the country affected to resolve its difficulties.

The very general framework provided by the Treaty therefore seemed adequate during this
period, even though the Commission’s action programme was already stressing the need to
go rather further in 1962. This process began, basically, with the setting-up of
committees: in 1958 the Monetary Committee called for in the Treaty, in 1960 the Short-
term Economic Policy Committee and in 1964 the Budgetary Policy Committee and the
Committee of Governors of the Central Banks. A system of channels for exchanges of
information and consultation was therefore available and in 1964 discussions through these
channels led to the adoption by the Council of a very comprehensive Recommendation
inviting the Member States to adopt a strict stabilization policy; for the first time in the
Community’s history a common decision was taken to lay down priorities and general
quantitative standards.

In fact, there was little consistency in the manner in which these recommendations were
followed, but the problems were minor enough for there to have been no undesirable
consequences. It was possible for the comparative lack of action to continue without any
great mishaps until 1968.

B — The second ﬁecade of the common market: ten years of acute problems and
inadequate action

Towards 1968 the following more or less simultaneous developments began to make their
influence felt:

(i) the beginnings of an acceleration in inflation, which started from the annual rates of
between 3% and 4% of earlier years to rise steadily into double figures, with wide
differences from country to country;
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(ii) rising unemployment, coupled with the phenomenon known as stagflation;

(iii) the start of speculative dealing on foreign exchange markets, seeking to make gains
from upward or downward movements in parities; this type of speculation was
favoured by the growth of the Eurodollar market, which was beginning by 1968 to
become large enough to neutralize some of the instruments of economic policy and to
make it difficult for central banks to take effective action in defence of their national
currencies.

The first serious crisis came in France, in November 1968 when a devaluation was only just
avoided. The Commission’s reaction was to send the Council the detailed proposals
contained in the first Barre Plan.

No decision was taken by the Council and 1969 saw the devaluation of the French franc in
August and the revaluation of the German mark in October.

These two events, which seriously disrupted the common market (and prompted the
introduction of the monetary compensatory amounts — cf. Chapter I), were met with a
political reaction at the summit meeting held at The Hague in December 1969.

The final communique included the following statements:

‘They (the Heads of State or Government) have agreed that... a plan by stages should be
drawn up by the Council during 1970 with a view to the creation of an economic and
monetary union.’

‘The development of monetary cooperation should be based on the harmonization of
economic policies.’

‘They have agreed that the possibility should be examined of setting up a European reserve
fund, to which a common economic and monetary policy would lead.’

Here was official recognition of the term ‘economic and monetary union’, which has since
become so familiar.

The first practical decision taken was that progress would be made by stages, so that the
process would take time, to the disappointment of those who had been calling for a bold
leap forward.

On 9 February 1970 the agreement on short-term monetary support came into force; it
provided for total assistance of 1 000 million units of account, with the possible addition of
a second amount of up to 1 000 million.

The Commission’s document of March 1970 on the formulation of a phased plan for
progress towards an economic and monetary union and the Werner Report were followed
up by the Council’s Resolution of 22 March 1971, which gave a very clear definition of the
planned union in its final form, the main features being a Community economic policy and
irrevocably fixed parities, and went on to enumerate the measures to be carried out during
the first stage:

(1) substantial intensification of consultation and coordination in the area of short-term
economic policies, including monetary and credit policy;
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(ii) further harmonization of taxation;
(iii) liberalization of capital movements;

(iv) regional and structural measures;

(v) preparations for the organization of a European Monetary Cooperation Fund;

(vi) the gradual adoption of common standpoints in monetary relations with third
countries and international organizations;

(vii) the holding ‘from the beginning of the first stage and on an experimental basis... (of)
exchange-rate fluctuations between the currencies of Member States within margins
narrower than those resulting from the application of the margins in force for the US
dollar, by means of concerted action with respect to that currency’.

Here again, internal and external measures are combined.

This Resolution represented a considerable advance on the provisions of the Treaty of
Rome. '

When adopting the Resolution, the Council recorded its agreement to the setting-up of a
mechanism for medium-term financial assistance to supplement the agreement of 9
February 1970 on short-term monetary support; the resources made available for this
purpose amounted to USD 2 000 million.

The lack of incident during 1970 and the scope of the March 1971 agreements seemed to
augur well for the future, but the mood of confidence was to be short-lived. Two serious
crises occurred during 1971.

The first alarm came in May 1971. A flood of capital speculating on a revaluation of the
German mark forced the closure of the foreign exchange markets in the Federal Republic
of Germany, The Netherlands, Belgium and Switzerland. The Commission declared its
opposition to the revaluation or free floating of European currencies against the dollar,
proposing that the Member States should take the opposite course of formally affirming
their absolute determination not to change their parities while adopting a series of
measures in support of this resolve:

(1) regulation of the Eurodollar market, by means of joint central bank intervention;
(ii) regulation of liquidity within the Community;
(i) widening of margins of fluctuation against the US dollar.

These proposals went distinctly further than what had been agreed upon for the first phase
and sought to turn the crisis into an opportunity to take a big step forward by deciding to
make a frontal attack on the problem of the Eurodollar market and demonstrating
Community solidarity by distancing the Community monetary area from the US dollar.

In the event it proved impossible to reach agreement on a common formula and, from 10
May, the German mark and the Dutch guilder were floated, while Belgium brought its two-
tier foreign exchange market into operation. The French franc and the Italian lira
remained as they were.
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The second alarm, which was much more serious, came during the summer. On 15
August 1971, faced with a further deterioration in the United States balance of payments
and the possibility that some central banks might ask for their US dollar reserves to be
converted into gold, President Nixon announced a spectacular package of measures,
including the suspension of convertibility of the US dollar (which was already inconvertible
in practice), the imposition of a 10% import surcharge and tax reductions to stimulate
domestic investment and exports. These decisions prompted intense consultations among
the Member States (and with the applicants for accession).

The Monetary Committee reverted to the idea of creating some distance between
European currencies and the US dollar; this idea was accepted in principle, but no
agreement was reached on the methods of putting it into practice, so that the ensuing
situation was as follows:

(i) continued floating of the German mark and the Dutch guilder (and of sterling, the
Swiss franc and the yen); )

(ii) two-tier foreign exchange markets in France and Belgium (with Belgium’s commercial
franc floating);

(iii) floating of the Italian lira within fairly narrow margins.

Some degree of order was restored on 18 December 1971 by the Washington (Smithsonian
Institute) agreement which established new exchange-rate relationships in the form of
central rates or parities and made arrangements for the temporary widening of margins of
fluctuation to 2.25% above or below the new exchange rates. This differentiated
realignment of currencies was accompanied by the abandonment of the import surcharge
and discriminatory measures introduced or planned as part of the package announced by
the United States Government on 15 August 1971.

Although this agreement brought an improvement in the situation, it was far from being
the complete answer to all the Community’s problems: the widening of margins of
fluctuation that it allowed on a worldwide scale represented a potential threat of serious
disruption to intra-Community trade, there were no provisions aimed at restoring the
convertibility of the US dollar and nothing had been done about regulation of the
international capital market.

On 21 March 1972 the Council accordingly requested ‘the central banks of the Member
States, using to the full the margins of fluctuation allowed on a worldwide scale by the
International Monetary Fund, to reduce by stages the difference which exists at any given
time between the highest and the lowest rates of exchange of the currencies of the Member
States’.

Thus the ‘snake’ came into existence. The reduction of margins of fluctuation between
Community currencies was intended to facilitate operation of the common market. The
central banks were to take concerted action to keep fluctuations between Community
currencies within narrower limits than those allowed under the international agreements, in
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which the US dollar is the reference currency. ' The mechanism was therefore designed
to draw the Community currencies closer together so that they could float together within
the limits allowed under the Washington agreement (the snake in the tunnel).

The snake was joined by sterling.

Non-Community currencies (the Swedish krona and the Norwegian krone) also became
associated from the outset, but the snake led an increasingly hazardous existence:

(i) sterling was withdrawn in June 1972, the Italian lira in February 1973, the French franc
in January 1974, and the Swedish krona and Norwegian krone in 1977, so that the only
currencies still in the snake at the end of 1977 were the German mark, the Dutch
guilder, the Belgian franc and the Danish krone, in other words the currency of the
Federal Republic of Germany accompanied by those of two countries which have
particularly close trading relations with it (The Netherlands and Denmark) and
another which has similar relations with one of the latter (Belgium within Benelux);

(ii) there was a succession of parity changes, one against the US dollar in February 1973
and a total of 15 within the Community over a five-year period, some of them involving
only one currency, others more.

What caused this wasting away of the snake? Even in 1974 the Marjolin working group
was investigating the reasons for the lack of progress; its diagnosis was strikingly simple:

‘Europe is no closer to EMU than it was in 1969. In fact, if movement there has been, it
has been in the wrong direction. The relatively harmonious economic and monetary
grouping that was Europe during the 1960s has been coming apart in recent years; at no
time during the past 25 years have national economic and monetary policies been more
discordant, more divergent, than they are today.’

The lack of success was attributed to three main factors:

‘Adverse events, a lack of political will, and an inadequate understanding of the nature of
an economic and monetary union and of the conditions to be fulfilled if it is to come into
being and be able to operate.’

The adverse events were the international monetary crisis that had continued since the late
1960s and the abrupt rise in oil prices in 1973, neither of which had been completely
unforeseeable. The question of a lack of political will is discussed in the conclusion. On
the third factor, the working group commented: ‘It had been decided in 1969 to establish an
economic and monetary union over the following ten years, without having any clear idea
of what was being undertaken. At governmental level, no analysis, however rough, was
made of the conditions that needed to be fulfilled. There was insufficient awareness of the
essential difference between a customs union, as defined in the Treaty of Rome, and an
economic and monetary union.’

! Under the terms of these agreements, the French franc could fluctuate by + 2.25% against the US dollar, and so
could the German mark. Thus, if the French franc had fallen from its upper limit to its lower limit against the US
dollar and the German mark had done the opposite at the same time, the variation in the exchange rate between the
French franc and the German mark would have been 2 X 2.25 + 2 x 2.25 = 9%. This was scarcely compatible
with a common market.
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These last two points explain the extremely divergent economic trends recorded in the
various Member States, which had very mixed success in coping with the economic
difficulties that followed in the aftermath of the raising of oil prices at the end of 1973.

Until 1972, at least in the Six, the disparities between annual rates of increase in prices had
remained within tolerable bounds, even though the inflation rate was tending to become
excessive. From 1973 on, however, the differences became so large as to be incompatible
with exchange-rate stability, with the following divergences from the average for the
Community (of Nine) recorded in successive years: Italy 4% and Ireland 7% in 1973; the
Federal Republic of Germany — 4.5%, the United Kingdom + 3% and Italy + 7% in 1974:
the Federal Republic of Germany — 8%, France — 0.5% and the United Kingdom + 13%
in 1975; the Federal Republic of Germany — 6.5%, France 0%, the United Kingdom + 5%
and Italy + 8% in 1976. In 1977 the divergences were less marked (except in the cases of
Italy and Ireland). Over the five-year period, however, there was a cumulative difference
of approximately 25% between the Federal Republic of Germany and France and one of
17% between the Federal Republic of Germany and The Netherlands.

During these years, in fact, the problems tended increasingly to extend to a wider
international context, including most of the market-economy industrialized countries (the
West), and it was in this context that efforts were made to solve the most urgent problems.

During the second half of 1976, for instance, when the United Kingdom was experiencing
very serious economic difficulties (a sharp slow-down in expansion, persistently high
inflation, a substantial deterioration in the balance of payments, rising unemployment) and
the British Government was obliged to implement drastic corrective measures, its was
through the Group of Ten' and at the request of the IMF (under the General
Arrangements to Borrow, signed in 1962) that an international credit facility of 3 360
million SDR was arranged for the years 1977 and 1978 and an agreement in principle on an
international guarantee of sterling balances was concluded by the central banks.

The year 1977 saw further serious deterioration in the situation:

(i) inflation was rife in the Community, running at rates that varied widely from one
country to another;

(ii) unemployment was rising in all Member States;
(iii) there was no stability in exchange rates;

(iv) there was a tendency to look outside the Community for solutions to problems, but
without better success; the Eurodollar market, for instance, was still far from having
been brought under control.

At the same time, the international context had also deteriorated. The Bretton Woods
monetary system had run its course and nothing had really taken its place. The Jamaica
agreements ratifying floating exchange rates, it was remarked only half jokingly, were
something of an international monetary ‘non-system’.

! D, B, CDN, USA, F, 1, J, NL, UK, S, and subsequently CH.
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The situation was digturbing for the Community. In addition to the serious unemploy-
ment and inflation besetting all the Member States, there was the danger that increasing
problems over operation of the common market would effectively disrupt the Community,
which would in turn increase unemployment in all the Member States and add to the
difficulties of many regions.

A new initiative was needed. The Commission proposed one in the Jenkins Report,
which stressed the threefold need for:

(i) stronger coordination of short-term economic policies (convergence), with standards
of conduct, greater solidarity, and effective conditionality of financial assistance;

(ii) measures to complete the common market;
(iii) an overall strategy on industrial redeployment.

This initiative met with a political response. The European Council meetings in Brussels

(December 1977) and Bremen (July 1978) prepared the way for the agreement of
December 1978 on the European Monetary System.

Section 3. The European Monetary System

The European Monetary System was officially adopted at the European Council in
Brussels on 4 and 5 December 1978.

Two factors seem to have contributed decisively to the achievement of this agreement:

(i) the very firm political commitment displayed by the two big partners in the
Community, France and the Federal Republic of Germany;

(ii) the instability of the US dollar, which was an encouragement to the European
countries to adopt a more introverted attitude and at least establish a limited area of
stability in a troubled world.

The system came into effect in March 1979, with sterling remaining outside for the time
being (although used in defining the ECU).

A — The general principles of the system

From the technical viewpoint, the new system is the result of efforts to take account of the
lessons learnt from the failures of previous attempts. Its essential features are as follows:

(i) Creation of a European currency unit, the ECU, the value and composition of which
are defined in terms of a basket of Community currencies. ' Basically the ECU is to

! Initially, the value of the ECU coincided with that of the former European unit of account (EUA), but the
weighting of the various currencies has changed considerably since the creation of the EUA in April 1975,
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Weighting of currencies
Fixed amount
April 1975 13.3.1979 31.12.1980

BFR/LFR 3.80 8.2 9.6 9.2
DKR 0.217 3~ 31 2.8
DM 0.828 27.3 33~ 23
FF 1.15 19.5 19.9 19.4
IRL 0.00759 1.5 1.1 1.1
LIT 109.— 14.- 9.5 8.9
HFL 0.286 9.- 10.5 10.2
UKL 0.0885 17.5 13.3 16.1

100.— 100.—- 100.—

(i)

(iii)

(iv)

serve as the numeéraire for the exchange-rate mechanism, the basis for an indicator of
divergence between currencies and means of settlement between Community mone-
tary authorities.

Elaboration of an exchange-rate and intervention mechanism: each currency has an
ECU-related, central rate. ' Any adjustments of the central rates are to be arranged
by mutual agreement. Fluctuations around the bilatera] rates deriving from the
central rates are confined to + 2.25%, except in the case of the Member States whose
currencies are floating at present, which are allowed margins of fluctuation of up to
6%. The mechanism is completed by ‘divergence thresholds’ which are fixed at 75%
of the maximum spread of divergence;* when a currency crosses its divergence
threshold, the authorities concerned are required to take appropriate steps (various
economic measures, or even adjustment of central rates).

Credit mechanisms: the existing credit mechanisms will be maintained for the initial
phase of the EMS (two years) and are to be consolidated subsequently into a single
fund:

® a very short-term credit facility (up to 75 days, but renewable for three months), to
be established;

® short-term monetary support (14 000 million ECU);

¢ medium-term financial assistance (11 000 million ECU). *

Coordination of exchange-rate policies vis-d-vis the rest of the world.

! The ECU is defined in relation to each currency (ECU central rate); on 13 March 1979, the ECU stood at FF 5.7983
and DM 2.51066, making the corresponding bilateral central rates: FF 1 = DM 0.433 and DM 1 = FF 2.3085.

2 For instance, the divergence threshold for a currency with a weighting in the ECU of 20%, which is roughly that of
the French franc at present, is reached when it deviates from the ECU central rate by

2.25 X (100~20) X 0.75 _ { 350,
100

3 To serve as a means of settlement, an initial supply of ECU was provided by the European Monetary Cooperation
Fund against the deposit of 20% of the gold reserves and 20% of the US dollar reserves held by the central banks at
the time of the operation. This operation took the form of revolving swap arrangements.
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B — Assessment of the system

The new system undoubtedly offers significant advantages over the snake: it demonstrates
more realism, it establishes a better balance of responsibilities and it is backed by more
substantial intervention resources.

The greater realism is reflected in three features, the first of which is the system’s explicit
acceptance of the possibility of allowing margins of fluctuation wider than the norm to
countries which are experiencing economic difficulties and are therefore unable to comply
with the general rule.

The explicit acceptance of the possibility of changing central rates is further evidence of
profound realism. The Bretton Woods agreements showed similar realism. The snake
was clearly a little over-ambitious to exclude this possibility, at least formally.

Again, the inclusion of the divergence thresholds is a practical feature, since they signal the
stage at which it may be useful to initiate a joint approach to problems before they become
too acute; had they been part of the snake system, the unilateral withdrawals that occurred
without prior Community consultation may have been avoided.

The second major advantage of the European Monetary System is that it makes for a better
sharing of responsibilities between the economy with an appreciating currency and the
economy with a depreciating currency. Under the previous system, action to restore the
balance had been the exclusive responsibility of countries with depreciating currencies.

The third improvement lies in the very large increase in the resources available for
intervention in support of the system. With the previous system the funds available in
1973 or 1974 amounted to between 2 000 and 3 000 million dollars at a time when
fluctuations in the central banks’ reserves of as much as 5 000 to 6 000 million units of
account were being recorded in a single day. At roughly ten times the previous volume,
the sums available for public intervention are more in line with the potential scale of
speculation.

It may be added that the EMS has made a timely appearance during a period when the
excessive volatility of foreign exchange markets has been causing apprehension and there
has been growing disenchantment with the system of floating exchange rates which has not
produced the favourable results expected of it by its advocates. Should the return to
favour of fixed exchange rates prove to be lasting, both among Member States and among
their main partners, it will augur very well for the EMS.

While the EMS has brought these considerable improvements, it still suffers from serious
limitations which leave its future in doubt. Virtually no provision has been made for
action to bring about the convergence of economic policies and their results. Recent years
have admittedly seen considerable development of the machinery for consultation among
Member States through the various Community institutions (committees and councils), but
the text setting up the EMS only refers to a presumption of action and makes no specific
stipulations.
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In practice, the success of the system depends largely on fulfilment of the assumption that
the governments which have entered into a formal undertaking to make it work will in fact
do what is necessary to enable it to work, even if this means that they will have to take
politically sensitive decisions involving substantial sacrifices.

Since its introduction, the EMS has worked well. A minor adjustment of central rates was
carried out smoothly; the margins of fluctuation have not been exceeded. However, it
remains an ambitious scheme which requires a large measure of political agreement if it is
to continue to operate successfully. The key factor is not really monetary management at
national level, but basically the strength of the governments’ belief in the value of the
common market. Are they deeply convinced that the construction of Europe is not a
zero-sum game in which nobody can win unless someone else loses, but a joint venture
which is capable—if only potentially as yet—of generating a surplus, so that it only remains
to organize equitable methods of sharing the benefits?

There are various measures which would help to generate such a surplus, while at the same
time improving the prospects for successful operation of the EMU. These are in three
main areas:

(i) a dynamic structural policy, in industry in particular;

(ii) development of public transfers between Member States, but exclusively for the
purposes of attaining clearly defined objectives;

(iii) formulation of really effective medium-term economic planning.

These are all fields in which too little has been achieved to date (cf. Chapter I on structural
policy, Chapter V on the other two aspects).
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Chapter III — Building a community for the benefit of its people

The principle according to which improved economic performances is not an end in itself
but no more than a means of enhancing the quality of life is expressed forcefully in the
preamble to the Treaty of Rome, in the words ‘affirming as the essential objective of their
efforts the constant improvement of the living and working conditions of their peoples’.

The preamble goes on to state that the objectives assigned to the EEC are to be attained
‘by reducing the differences existing between the various regions and the backwardness of
the less-favoured regions’.

The aims are therefore stated unequivocally. The means are less fully expounded. There
is a litle in the Treaty dealing with social policy, but most of its provisions, on aims and
means alike, are worded in fairly general terms ; the Treaty makes no mention of regional
policy. Progress in these two fields, in which incidentally priorities have evolved over the
past 20 years, has therefore been a matter of gradual innovation and much remains to be
done.

Although there are many areas in which social policy and regional policy overlap with each
other, they are discussed here in two separate sections.

Section 1. Social policy

The basic premiss, expressed in Article 117, is that favourable developments in the social
field will be brought about both by improvement of the economic efficiency of the
Community and by an internal dynamic, the effect of which will be to cause national laws
and regulations to come into line gradually with those of the country where they are most
favourable.

The fields in which explicit provision is made for cooperation are listed in Article 118.
These are matters relating to employment, labour law and working conditions, vocational
training, social security, safety and health at work, and the right of association. Article 119
adds equality of pay for men and women.
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Thus, of the four fields which undoubtedly fall within the ambit of social policy—working
conditions, pay,social welfare and living conditions—only the first is fully represented in
the list. However, the pressure of events has meant that increasing interest has been taken
in the others.

A — Working conditions

The essential factor—the volume of employment—is closely bound up with the general
economic situation and action by the Community in that area has been discussedin Chapter I1.

This leaves working conditions as such, vocational training, problems associated with
changes of employment, and arrangements for migrant workers.

The Community takes action in these areas either through the European Social Fund or by
issuing recommendations or directives.

(a) The Social Fund has the task ‘of rendering the employment of workers easier and of
increasing their geographical and occupational mobility within the Community’ (Article
123). The original theory was that, given the anticipated influence of the establishment of
the Community in favour of specialization by companies and countries, it was necessary to
create easier conditions for the associated changes of jobs between different geographical
areas or industries.

In its initial form the Fund largely confined itself to the passive role of a redistribution
chamber and, moreover, it operated on a modest scale (264 million u.a. altogether from
1960 to 1972).

Under a Council Decision adopted on 1 February 1971, the ‘new Social Fund’ was set up
with powers to act in two fields:

Under Article 4 of the Decision, the Fund can take action when the employment situation
is affected, or in danger of being affected, by Community policies or calls for action to
improve the balance between supply and demand for manpower within the Community
because a large number of workers are obliged to change their jobs, to undergo retraining,
to acquire new skills in other industries or to move home within the Community. The Fund
requires the authorization of a special Council decision for any operation of this type.

The following have been recognized as eligible for assistance under the terms of Article 4:
(i) redeployment of workers leaving agriculture to take employment in other industries;
(ii) redeployment of workers changing jobs within the textile and clothing industries;

(iii) programmes to assist migrant workers and their families to adjust and integrate;

(iv) pilot programmes for the rehabilitation of handicapped workers;

(v) young people under the age of 25 who are unemployed or seeking employment;
(vi) women.
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The activities undertaken by the Fund under Article 5 are not specifically tied to Council
decisions. They are aimed at alleviating certain kinds of employment problems in the
Community, especially in backward or declining regions or in sectors of industry thrown
into difficulties by technical progress. Here, the Fund’s assistance is more structural in
scope and the main purpose for which it is granted is the reduction of long-term
unemployment and underemployment. In addition, assistance can be granted under
Article 5 to certain social categories, and in particular to

(i) handicapped persons capable of taking up a job or trade following medical
rehabilitation, or vocational training or retraining (in this case, assistance is limited to
projects giving handicapped people an opportunity to find jobs on the open market
rather than sheltered employment);

(ii) older workers (generally over 50) obliged to acquire new skills or find new
employment;

(iii) women over the age of 35 who are seeking employment for the first time or whose
skills are no longer in demand;

(iv) young people under the age of 25 who are unemployed because they lack skills or
because their skills are no longer in demand;

(v) workers in need of additional vocational training to keep abreast of technical progress;

(vi) employees of certain categories of companies in difficulties.

Finally, in addition to these forms of assistance granted under Articles 4 and 5 the new
Social Fund finances research and projects in the field of employment out of a flexible
budget.

Since the reorganization of the Social Fund, some 90% of its assistance has been directed at
vocational training activities (occupational mobility), of which over half has been used to
maintain workers’ incomes during the vocational retraining period. The remaining 10%
has financed redeployment of workers (geographical mobility).

N

The changing economic circumstances—and the deteriorating unemployment situation in
particular—have prompted a further shift of emphasis in the activities of the Fund. Since
January 1978, 50% of its resources have been allocated to projects covered by Article 5
whose purpose is to alleviate employment problems in the backward regions of the
Community; moreover, the percentage contribution has been increased.

The Social Fund is therefore used primarily as a means of helping to deal with problems of
adjustment '.

(b) The Community has tackled other employment problems on the basis of recommenda-
tions or directives. The following will serve as examples:

N

! For example, the commitments authorized for 1979 (767 million v.a.) broke down as follows: regions 41%; young
people 39%; handicapped people 8%; migrant workers, women, textile industry, agriculture 12%.
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(i) the formation in 1974 of the Advisory Committee on Safety, Hygiene and Heaith
Protection at Work, whose activities are an extension of work that has been
proceeding since 1952 in the coal and steel industries under the ECSC Treaty;

(ii) the adoption of directives on certain aspects of safety, and on protection against
radiation under the Euratom Treaty;

(iii) guidelines on improvement of the working environment and the setting-up of the
European Foundation for the Improvement of Living and Working Conditions (with
headquarters in Dublin);

(iv) a directive harmonizing laws on collective redundancies;

(v) proposals to assist migrant workers, who represent a substantial proportion of the
working population in several Member States.

Finally, mention should be made of the research on industrial safety, occupational diseases
and ergonomics financed out of ECSC funds.

Migrant workers as % of employees

1960 1975 1979
A B A B A B
Belgium 4.8 1.5 42 3.0 4.9 3.6
Denmark 0.7 14 0.7 1.5
FR of Germany 0.8 0.6 22 8.1 2.1 7.3
France 2.3 4.6 1.8 9.4 1.4 8.0
Ireland 0.1 0.2 0.1 0.3
Italy 0.2 0.2 0.2 0.2
Luxembourg 19.9 2.2 23.0 12.9 23.5 13.3
Netherlands 0.4 0.4 14 3.1 1.3 0.9
United Kingdom 2.8 4.5 2.8 4.5
- EUR 9 1.9 5.5 1.9 4.8

A: From other Member States.
B: From third countries.

B — Pay

All countries in the Community adhere to the principle according to which the level of
salaries and wages is settled by agreement between the ‘social partners’, i.e. management
and labour. Governments intervene only in certain areas, such as when they lay down a
minimum wage or set general guidelines on wage increases at certain times as part of their
economic policy (this being known as incomes policy). It is therefore quite natural that
the Community as such should have no involvement in wage fixing, apart from one
exception.

Article 119 lays down the principle ‘that men and women should receive equal pay for

equal work’. This is an important issue, given the increase in the proportion of women in
the total labour force, as indicated by the following percentage figures:
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1960 1975 1979
Belgium 26 35 371
Denmark 32 42 44
FR of Germany 35 38 39
France 35 38 39
Ireland -26 26 26
Italy 28 31 34
Luxembourg 25 28 30
Netherlands 23 28 30
United Kingdom 34 38 39
EUR 9 33 36 38
1 1978.

In January 1979, the Commission, while recognizing that progress had been made,
expressed the view that ‘the principle of equality of pay has not been fully put into practice
in any of the countries of the Community, even though some have come very close’ (COM
78/711) and called upon the Member States to take steps to ensure that this principle was
applied more fully.

Moreover, the concept of pay having been defined rather restrictively by the Court of
Justice, a Directive which came into force in August 1978 requires the Member States to
eliminate all legal and administrative obstacles the effect of which at the work-place is that
women suffer discrimination based on sex, either directly or indirectly, by reference to
matrimonial or family circumstances.

C — Social welfare

In 1958 all the EEC countries already provided substantial social welfare protection
(sickness insurance, family allowances, pensions, unemployment benefits, etc.), but
priorities differed widely from one country to another. Was it necessary to set out to
harmonize all these systems, bringing into line not only the cover of expenditure but also
the scale and nature of expenditure?

The two sides of this problem, one economic and the other social, are examined here in
turn. -

In economic terms, the financing of social security, however it is organized, can be
regarded as a component part of production costs. Depending on the basis used for the
assessment of social security contributions (wages, as in France, or income tax, as it used to
be in the United Kingdom), the burden may be unevenly spread among the various
branches of industry, according to whether they are labour-intensive or capital-intensive.

On examination, it was found that the six original Member States’ methods of financing
social security were similar and that there were only small differences in their total
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expenditure, expressed as a percentage of GDP. There was no serious economic problem
necessitating harmonization. There could have been a problem at the time of enlarge-
ment, if the United Kingdom had not decided to change its system gradually. In short,
modification of the national systems was not warranted by considerations concerned with
the economic operation of the Community.'

From the social viewpoint, the factors to be taken into account are the total amount of
benefits and the proportions allocated to the various types of benefit. The proportional
breakdown of benefits varied widely from one country to another, and they still do, as may
be seen from the table below. Family allowances were originally much higher in France
than in the Federal Republic of Germany, whereas old-age benefits accounted for a much
larger proportion of the total in the Federal Republic of Germany. Was harmonization
justified? The conclusion was reached that the differences stemmed from national
traditions and different assessments of priorities. Since standardization of behaviour
patterns and ways of life is no part of the objectives of European integration, the problem
was dealt with in a more flexible manner: no systematic harmonization, but increases where
benefits appeared abnormally low in some countries compared with the others. These
increases were left to the initiative of individual Member States, but the Commission
helped to provide a stimulus by organizing a large-scale, comprehensive information
service on what was being done in the various countries.

% breakdown of social expenditure by type of benefit

Industrial
Sickness accidents and Old-age Family Unemployment| Miscellaneous

invalidity
Belgium 24 11 38 13 8 6
Denmark 29 11 33 11 13 3
FR of Germany 29 13 4 9 2 3
France 27 10 43 14 5 1
Ireland 38 7 34 12 9 0
Italy 21 21 45 10 2 1
Luxembourg 23 15 51 9 2 0
Netherlands 29 20 35 9 6 1
United Kingdom 25 10 46 12 5 2

Source: Eurostat.

The trend has been towards an increase in the ratio of total social expenditure to GDP and
greater similarity between Member States as far as the breakdown between the various
types of benefit is concerned. .

Finally, in view of the proportion of migrant workers in the labour force, mention should.
be made of the action taken to ensure that a citizen of one Member State who goes to
another to work there as an employee does not lose entitlement to social benefits; this
action was clearly essential in order to remove an obstacle to transfrontier mobility of labour.

On the other hand, the general rise in unemployment throughout the Community is a cogent argument in favour of
changing the basis on which contributions are assessed to a formula of the VAT type, which would be more neutral
in its impact on the various branches of industry and would not place such a premium on mechanization of
production.
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D — Living conditions

If national traditions have been instrumental in shaping social security systems, their
influences on the style of life in each country has clearly been even more decisive. The
resultant variety, far from being undesirable, is widely considered to be one of Europe’s
greatest assets which it would be a very great shame to lose.

Action by the Community is therefore aimed at bringing about a general improvement in
living conditions, but leaves matters of detail to the initiative of individual countries. And
“the list given in Article 92 of the types of State aid that are compatible with the common
market begins with ‘aid having a social character, granted to individual consumers,
provided that such aid is granted without discrimination related to the origin of the
products concerned’.

There are nevertheless some specific fields in which the Community has considered it
appropriate to take action.

Chronologically, the first example is provided by the ECSC aid for housing to accommo-
date workers in the coal and steel industries, helping to finance over 150 000 dwellings
(with subsidies of about one-quarter of the cost of construction).

The second, more recent, example is in the field of environmental protection.  This is a
problem which has become more acute (or in which more interest has been taken) over
recent years, and the Community cannot disregard it:

(i) pollution knows no frontiers, being carried by air, water or the food chain;

(ii) differences in national anti-poltution regulations can amount to technical barriers to
trade in the products concerned;

(iii) the introduction of standards can raise production costs, and differences in standards
from one country to another affect competitive conditions;

(iv) research on anti-pollution equipment can benefit by being carried out jointly.

This is not to suggest that harmonization is necessary on all aspects of the problem, but it
does mean that disparities should be examined closely to establish whether or not they are
justified and compatible with the proper functioning of the common market. In addition,
there are some cases in which it is easier to make progress if a problem is considered
simultaneously throughout the Community.

The Council has accordingly adopted several directives aimed at preventing and reducing
water pollution, combating atmospheric pollution, enforcing noise abatement, eliminating
irresponsible disposal of waste, and controlling the impact of chemicals on the environment.

In addition, the Council has adopted the ‘polluter pays’ principle according to which it is

recognized as normal that the costs of prevention and elimination should be borne by the
polluter. Finally, various research programmes are financed out of Community funds.
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The range of measures that have been adopted may be varied, but it is still modest and,
moreover, many measures were already in course of adoption in the various Member
States. Nevertheless, the Community institutions are undoubtedly playing a role as a
catalyst and accelerator — a role which should be developed.

Section 2. Regional policy

Regional disparities in incomes and standards of living are common to all the Member
States and they cannot be disregarded by the Community, for three reasons:

(i) they are the underlying cause of some loss of overall economic efficiency;

(ii) the various Member States all have their own regional policies, which need to be
checked for compatibility;

(iii) the concept of solidarity is one of the constituents of any real community of nations
and peoples.

Consequently, although the Treaty contains no specific provisions on the subject, the
Community has launched a succession of operations, including the creation of the
European Regional Development Fund in 1975.

A — The extent of regional disparities and their effects

Regional differences in per capita income or output exist throughout the Community, as is
borne out by the statistics for the most prosperous region and the poorest region in each of
the Member States, the ratio of which is about 2 to 1 in all cases. This is the result given
by a geographical subdivision into between 10 and 20 regions, depending on the country
(when a greater number of smaller territorial units is used, the ratio rises).

As well as these differences within countries, there is a spread in average levels from country
to country, where the ratio is a little above 2 to 1. Thus, when the EEC is divided into 72
regions, the ratio between the upper and lower extremes is somewhat more than 4 to 1.

Such disparities give rise to many problems, both political and economic.

If the Community is to be worthy of its name, it clearly cannot tolerate a spread in per
capita incomes of such magnitude. Whereas it is legitimate and desirable to keep up
differences in ways of life, it is unacceptable for the richest regions to be indifferent to the
plight of the poorest. There has to be some solidarity.

The economic problems are no less acute. First of all, low productivity in certain regions

depresses the overall level of productivity in the Community. Moreover, such disparities
are a spur to inflationary trends, as witness the gathering pressure from political and other
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sources for wages and all social benefits in the poorest regions to be aligned with those in
the most prosperous regions, irrespective of differences in productivity. This trend, which
has been observed in each of our countries for some time now, will be increasingly in
evidence at European level as the Community progresses towards a closer economic union.

Differences in per capita output or income within the Community
(ratio of highest to lowest extremes)

1975 GDP at current exchange rates 2.9

EEC divided into 9 countries {1975 GDP based on purchasing power parities 2.2

BeC dvidd o 72 rgons {170 Dp SISm0
FR of Germany 1974 GDP 1.8
France 1970 GDP 1.7
Italy 1973 GDP 2.5
United Kingdom 1974 GDP 1.6

B — The efforts made to coordinate policies

All the Member States have their own regional policies under which they endeavour to
improve efficiency and raise the standard of living in regions where conditions are difficult,
to which end they have recourse to a variety of measures falling into either of two broad
categories:

(i) development of public infrastructures, both economic (transport and telecommunica-
tions systems, industrial estates, etc.) and social (educational establishments etc.);

(i) financial incentives (subsidies, loans, tax exemptions, etc.) to encourage companies to
set up in the regions, thus creating employment there.

When such policies are formulated in isolation from one another, inefficiency and waste
can result. Clearly, the need for transfrontier compatibility of transport systems (roads,
railways, waterways) and telecommunications networks springs to mind in this connection.
But there is more. The second type of problem arises in connection with the need to avoid
costly competition when certain infrastructures of the same type (ports, motorways, etc.)
are built on either side of a frontier. Thirdly, regional aid succeeds as an incentive to
companies only in so far as they are unable to obtain equivalent or more substantial aid
elsewhere; in other words, since it is the differential which determines the attractiveness of
an incentive, there is a great tendency for countries to seek to outbid one another,
particularly where two regions on either side of the same! border are concerned, and such
outbidding leads to increased—and often unjustified—recourse to public funds. Regional
aid can therefore actually impoverish the Community when the recipients are companies
from third countries, notably American or Japanese multinationals. Hence the need for
Member States to combine their efforts.
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The first of these problems, the geographical scope of which clearly often extends beyond the
Community’s frontiers, has for many years been tackled in wider European forums such as
the European Conference of Ministers of Transport or the International Union of Railways.

~

The Community does, however, provide an appropriate level at which to deal with the
other two issues.

Hitherto, virtually no action has been taken on coordination of major capital spending
projects.

In the case of regional aid on the other hand, the urgency of the problem was such that
something had to be done. Although Article 92 recognizes that regional aid is compatible
with the common market, consistency between different aid programmes still has to be
established. A first step (embodied in a Resolution adopted in October 1971) was taken
when agreement was reached on the principle of a ceiling on aid, varying from region to
region according to needs. The ceiling applies not only to aid as such but also to measures
having equivalent effect, so that a limit is placed on the scope for countries to bid up
incentives in competition with one another, particularly on behalf of their frontier regions.

This was only a negative measure, however. Further developments have been initiated in
two other areas: comparison of national regional policies and arrangements to take account
of the regional impact on the gamut of other policies.

There is no question of imposing regional development policies cast in a standard mould on
all the Member States, nor of having all decision-making on regional aid measures carried
out at Community level. What is intended is detailed comparison of the Member States’
respective regional policies, the grounds on which choices of methods are justified, and the
efficacy of methods used. A further intention is for Member States to define their
regional development programmes in such a way that they provide a framework for
activities financed by the European Regional Development Fund, details of which are
given below. These various tasks are assumed by the Regional Policy Committee.

At the same time, the Commission is endeavouring to take account of the regional effects
of the various Community policies, which can be an important factor in decision-making.

C — The European Regional Development Fund

The idea of a regional fund was first launched a long time ago, with backing from Italy in
particular, but the decisive thrust came from the two other potential beneficiaries, the
United Kingdom and Ireland. It was during the negotiations over the first enlargement of
the Community that the principle of setting-up such a fund was established and the
European Regional Development Fund came into existence officially in March 1975. !

The role of the Fund was initially to supplement national aid granted to certain investment
projects, although it has been expanded since. Under the original procedure, which is still
in operation, applications for assistance are submitted by the governments, which have

! Prior to this, various financial contributions had been granted for regional purposes in the form of ECSC loans,
European Investment Bank loans, and payments from the European Social Fund or the Guidance Section of the
EAGGF.
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preselected eligible projects, so that the Fund’s resources are channelled exclusively to
regions that the national authorities have already included in plans for action under their
own regional policies. As the map shows, these regions are southern Italy, the west and
south-west of France, the whole of Ireland, western England and Scotland, and some parts
of the Federal Republic of Germany, the Benelux and Denmark.

Quotas were allocated to each country when the Fund was set up.

The Fund grants assistance to two categories of investment projects:

(i) investments in industry and services which create new jobs or maintain existing
employment, which in practice means the construction of a new factory or the
enlargement or modernization of a production unit which is already operating; for such
projects, the Fund provides assistance which can be up to 20% of the investment cost,
but not more than half of the contribution from the State itself, and varies according to
the number of jobs created;

(ii) infrastructure investments which are either directly linked to the development of
industrial activities (the main type of investment financed hitherto) or are launched in
agricultural regions facing special difficulties (mountainous regions, in decline and
threatened with depopulation), examples of which include road building, electrifica-
tion and water supply projects; in these cases, the Fund’s contribution may be up to
30% of the investment cost.

Under an amendment to the Regulation setting up the Fund, adopted in February 1979, a
non-quota section was created to intervene outside the nationally designated assisted areas,
affording great flexibility for coping with unforeseen problems (the non-quota appropria-
tion is currently limited to 5% of the Fund’s resources). The national quotas were also
modified slightly (to increase France’s share, for the benefit of the French Overseas
Departments).

The table below shows that the activities of the Fund are in fact concentrated in a limited
number of countries and regions.

Activities of the European Regional Development Fund (ERDF)

National quota Population Population Grants made 1975-80
Member State Original New tlogt;(l] ERDll;‘sarcas EUA per EUA per
assessment assessment (000) (000) m EUA capita, [capita, assisted

national areas
Belgium 1.49 1.39 9 854 3237 51.02 5.18 15.76
Denmark 1.29 1.20 5177 830 46.53 8.99 56.06
FR of Germany 6.34 6.00 61 276 22 368 273.71 4.47 12.24
France 14.87 16.86 54 905 22 065 626.89 11.42 28.41
Ireland 6.46 6.46 3420 3420 225.93 66.06 66.26
Italy 40.00 39.39 57 135 21582 | 1396.73 24.45 64.72
Luxembourg 0.10 0.09 364 364 3.41 9.37 9.37
Netherlands 1.69 1.58 14 127 2283 70.50 4.99 30.88
United Kingdom 27.76 27.03 55 902 25 520 869.56 15.56 34.07
EUR 9 100 100 262 160 101 669 | 3 564.28 13.60 35.06
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The final point to be made about the Fund is that its basic philosophy centres on the pursuit
of two objectives: to organize certain transfers from the richer countries to the poorer
countries, and to bring about an increase in national contributions to regional develop-
ment. The first of these objectives is secured by the quota system. However, it is much
more difficult to ensure that Member States do not take advantage of the Fund’s aid to
reduce their own budgetary contributions and it is in order to avoid this contingency that
the Community has begun to examine multiannual development programmes for the
various regions.
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Chapter IV — Efforts towards more fully developed and better
organized external relations

The basis on which an economic area (a country or community) organizes its external
relations depends on its general policy regarding the degree to which its economy should be
opened up to the world. However, this policy clearly cannot disregard current economic
and political conditions, and must in particular take account of the attitudes of any major
partners.

Some general background information on these two aspects of the problem will therefore
serve as a useful introduction to a detailed examination of the relations that the EEC
maintains with different types of countries.

Section 1. Background

A — The key options and the general policy of the EEC

By virtue of its membership of the European Community, a country implicitly accepts a
considerable degree of openness of its economy towards the outside. However, as was
seen in Chapter I, the geographical range of such openness may vary; put another way,
while Member States have thrown their economies wide open to one another, collectively
they may make up an entity which is inward looking, or alternatively which is open towards
the rest of the world.” This, then, is the first option to be faced.

The second option, which cannot be treated in complete isolation from the first, is
concerned with the degree to which external economic policy, which is often called
commercial policy, should be a common policy.

The Treaty of Rome is very clear on both these points, immediately establishing the
principles of open trading and a common policy in the preamble: ‘Desiring to contribute,
by means of a common commercial policy, to the progressive abolition of restrictions on
international trade...’. Article 110 expands these principles:

73



‘By establishing a customs union between themselves Member States aim to contribute, in
the common interest, to the harmonious development of world trade, the progressive
abolition of restrictions on international trade and the lowering of customs barriers.’

The common commercial policy shall take into account the favourable effect which the
abolition of customs duties between Member States may have on the increase in the
competitive strength of undertakings in those States.’

Article 113 gives a quite detailed description of how this common policy should be
organized:

‘1. After the transitional period has ended, the common commercial policy shall be based
on uniform principles, particularly in regard to changes in tariff rates, the conclusion of
tariff and trade agreements, the achievement of uniformity in measures of liberalization,
export policy and measures to protect trade such as those to be taken in case of dumping or
subsidies.

2. The Commission shall submit proposals to the Council for implementing the common
commercial policy.

3. Where agreements with third countries need to be negotiated, the Commission shall
make recommendations to the Council, which shall authorize the Commission to open the
necessary negotiations.

The Commission shall conduct these negotiations in consultation with a special committee
appointed by the Council to assist the Commission in this task and within the framework of
such directives as the Council may issue to it.’

The principles that were accepted in 1957 by the Member States were therefore clear:
systematic liberalization and a common policy. However, the overlaps between commer-
cial policy and foreign policy in the broader sense are such that it was equally clear that
there were likely to be difficulties in applying these principles.

B — A broad outline of international trade relations

As mentioned in the introduction, the international economic environment in which the
EEC has to operate has undergone profound changes since the period when the Treaty of
Rome was signed.

The Community has itself contributed to some of these changes, either through positive
action (e.g. its role in the Kennedy and Tokyo Rounds) or more negatively through its
failure to display the initiative that was to be expected of it in matters of vital importance to
its interests (e.g. energy). Other changes that have occurred—developments in USA-
USSR relations, the emergence of Japan and the newly-industrializing countries, or
China’s transformation—owe nothing to the existence of the Community. The combined
effect of these various changes has made for a very different international environment.
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One of the most significant features has been the widespread liberalization of commerce
among the developed market-economy countries (the West). The period has seen, at
least until about 1975, a much sharper volume increase in international trade than in output
(elasticity of approximately 1.4), the contributory factors being the removal of quota
restrictions, the reduction in customs duties, and the deliberate acceptance of an
international division of labour leading to increased specialization (the process of
specialization has not been seen at the level of large sectors of industry, but at a much finer
level of fairly homogeneous categories of products, and has been described as intra-sector
specialization, as opposed to inter-sector standardization). Despite the problems that
national economies have had to contend with as a result of the slow-down in economic
growth starting in 1974, the OECD countries have not merely paid lip service to the
principle of open economic relations, but continued to abide by it in practice. For many
years the USSR and the European planned-economy countries (the East) adhered to the
strategy of keeping trade with the ‘capitalist’ countries at a low level, confining their
imports to products which they themselves were unable to produce (wheat) or manufacture
(advanced technology) in sufficient quantity. The past ten years have seen a shift in this
strategy towards a considerably more open approach, reflected in a quite sharp expansion
of trade (in which Eastern Europe’s imports have in fact risen at a faster rate than its
exports).

The coinage of new terms—North-South Dialogue, new international economic order-is an
indicator of the greater importance assumed by relations between developed countries
(West and East) and developing countries. Moreover, as the developing countries have
gradually become aware of their identity (Bandung Conference of 1955, attended by 29
countries) and their numbers have increased (the ‘Group of 77° now has more than 100
members), so they have begun to have less and less in common: on the one hand, since
1973 the OPEC members have enjoyed very substantial currency revenues from the sale of
oil, the price of which has risen from below USD 3 per barrel in June of that year to about
USD 12 by early 1974 and some USD 35 by the end of 1980 (while prices in general roughly
doubled); on the other hand, there is an extraordinarily wide spread in growth rates from
one country to another (from 1% to 10% per capita) and ‘newly-industrializing countries’
(South Korea, Taiwan, Hong Kong, Singapore, Mexico, Brazil, Israel) have been
emerging.

Two final significant features have been the sharp increase in Europe’s dependence on
external energy supplies and the rise to pre-eminence of the multinationals.

In the midst of this changing environment, a number of situations have caused problems:
the heavy indebtedness of the East European countries, the crushing debt burden of the
developing countries, the instability of world energy supplies, and the difficulties over the
recycling of petrodollars (the OPEC countries’ cumulative surplus was roughly USD
280 000 million at the end of 1980).

As a result of the combined effect of these various factors, the current situation is
unstable. In particular, there is widespread pressure for a reversion to protectionism, the
internationalization of capital is provoking both political and social objections, inflation
throughout the world (including Eastern Europe) is confounding economic calculations
and disrupting trade procedures, and all the instability of political relations is spilling over
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into economic relations, so closely interwoven are they. The cold war of the 1950s may
have been followed by détente during the 1960s and early 1970s, but the evidence shows
some deterioration currently.

Turning now to the pattern of the Community’s trade, some aggregate figures and
structural data will serve to outline the general situation.

In 1979 the Community countries’ total external trade amounted to 440 000 million ECU
(out of world trade totalling 1 120 000 million ECU), so that it represented 25% of the
Community GDP (1 750 000 million ECU). The percentage naturally varies widely from
one country to another, rising in at least roughly inverse proportion to the economic size of
the country. The overall percentage has been on an upward trend for some 20 years.

The pattern shows a roughly equal divide between intra-Community trade and trade with
third countries. The trend in this respect is quite clear, since intra-Community trade
accounted for only a third of the total at the time when the common market was formed.

Today’s trade with the various groups of partners among third countries breaks down as
follows:

(i) almost half of exports and over two-fifths of imports with the other OECD countries
(the two main groups being the other European members and the United States of
America);

(ii) about 10% with Eastern Europe;

(iii) about one-fifth with the non-oil-producing developing countries;
(iv) almost a fifth of exports and over a quarter of imports with OPEC.

The remaining sections of this chapter examine the EEC’s relations with, in turn, the other
developed market-economy countries (the West), the planned-economy countries (the
East), and the developing countries (the South), with the OPEC countries considered
separately.

The Community’s main trading partners in 1979
e %

Exports Imports
Total
Intra-EEC 54 50
Extra-EEC 46 50
100 100
Extra-EEC
Other OECD Europe 31 19
USA 11 16
Japan 2 4
Other OECD 3 4
OPEC 17 27
Other developing countries 22 18
Planned-economy countries . 11 8
Rest of the world ’ 3 4
100 100

76

U e e o1 bea Al St e bmtsl s Mo B VI bt o DA ol e it e e dothiaadt ML A AR ALNs . A iE Ml kh s h i i A kARl B RANM . M E o o h o ot s sk A& 1h A



Section 2. Relations with the industrialized countries

A distinction is made between the general pattern (which is valid for relations with the
United States of America and Japan, among others) and the special arrangements for the
EFTA countries.

A — Organization of trade relations among developed market-economy countries

The main instrument regulating the EEC’s relations with industrialized countries is the
General Agreement on Tariffs and Trade (GATT), which aims to organize world trade on
the most open basis possible, with the abolition of quota restrictions (completed between
industrialized countries before 1960), the reduction of customs duties and the lowering of
non-tariff barriers to trade. '

The first step taken by the Community was to formulate the Common Customs Tariff
(CCT), basing the duties on the average of the rates charged formerly by the Member
States. This CCT came into force at the end of the transitional period, on 1 July 1968.

During the period since 1960 the developed market-economy countries have collectively
demonstrated their determination to promote international trade. A first series of
negotiations, the Dillon Round, led to reductions in various customs duties. This was
followed by the much more comprehensive Kennedy Round (in which the Community
spoke with a single voice), during the course of which substantial reductions in customs
duties were agreed. The Community tariff was now very low, about 7% (arithmetical
average) compared with 13% in the USA, 10% in Japan, 5% in Sweden and Switzerland
and 7% in Canada. The Community tariff was also relatively uniform; bearing in mind
that the degree of protection afforded by customs duties depends on the extent to which
they differ from the average rate, it will be appreciated that the Community now enjoyed
little protection from imports, and much less than its leading partners (United States of
America, Japan), whose tariffs showed a much wider range of rates.

The third major round of negotiations, the Tokyo Round, was concerned with ‘non-tariff’
barriers to trade (customs valuation procedures, preferential award of public contracts,
etc.). Launched on a wave of enthusiasm, it was conducted in a climate of worsening
economic difficulties which was not conducive to mutual concessions and the results
achieved by 1980 were less substantial than had been anticipated at the outset. They may
be summarized as follows:

(i) a further general reduction of about one-third in the tariffs of the principal trading
partners (EEC, USA, Japan), to be phased over the eight years to 1987, together with
smoothing of the highest ‘peaks’; \

(ii) improvemenis affecting agricultural trade, and acceptance of the specific mechariisms
of the CAP (which the USA in particular had contested for many years);

! The GATT rules contain specific provisions on the creation of free trade areas or common markets.
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(iii) signature of a series of codes aimed at improving discipline, covering customs
valuation, technical barriers to trade, government purchasing, subsidies and
countervailing duties, and finally measures to combat dumping.

Experience alone will show the practical value of all these agreements. It is nevertheless
worth stressing that, despite all the pressures, temptations to revert to protectionism have
so far been resisted.

Thus, although trade among the industrialized market-economy countries is now taking
place in a context of lower customs duties, surviving non-tariff barriers (used to full
advantage by various countries) will take a long and gradual process to dismantle.

Finally, mention should be made of the increasingly prominent role played in trade by the
multinationals, which have production units in several countries and generally operate on
the basis of some form of specialization, allocating different functions to their various
factories. This approach sets up trade flows between factories belonging to the same
multinational parent which are somewhat different from the conventional pattern of trade
flows between buyers and sellers having no organic relationship. It would have been
logical for our governments and the Community institutions to have responded to this
development, and more particularly to have laid down new rules. There has been no such
action so far.

B — Special relations with EFTA

When the Six established the EEC in 1957, the United Kingdom decided to counter the
move by creating, in parallel with the EEC, a free trade area ' with six other European
countries: Austria, Denmark, Norway, Portugal, Sweden and Switzerland.

In 1973, when the Community was enlarged on the first occasion, the United Kingdom and
Denmark transferred from EFTA to the EEC. The volume of trade between these two
countries and the other EFTA members was such that it was virtually impossible to restore
customs barriers between the two groups of countries. The logic of the common market
demanded that the opposite course be taken by abolishing customs barriers between the
original members of the EEC and the remaining EFTA members.

A free trade area was accordingly created between the enlarged EEC and the remaining
members of the European Free Trade Association (including Portugal, also destined to
switch from EFTA to the EEC eventually). In this area, with its market of more than 300
million consumers, customs duties and restrictions on industrial trade have been abolished;
moreover, by dint of relaxation of the common agricultural policy, mutual concessions
have been granted on agricultural products.

1 A free trade area is an area in which there are no customs duties or tariff barriers between member countries, but
which differs from a common market in that each member country keeps its own customs tariff for the rest of the
world.
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Section 3. Relations with the planned-economy countries

Relations with the developed planned-economy countries (the USSR and East European
countries) are influenced by two essential facts, the first being that, in these countries,
foreign trade is State trade and relations are conducted at State level, and the second that
these countries are not members of GATT.

In such a context, application of the Community principle of a common commercial policy
is both essential and extremely difficult. Attempts to make progress have been made on
several fronts: implementation of a common commercial policy, coordination of coopera-
tion agreements, and establishment of relations with Comecon (Council for Mutual
Economic Assistance), the economic association of the East European States.

Since 1 January 1975 the rule has been that all commercial negotiations with the State-
trading countries must be conducted by the Community. However, pending the
negotiation of trade agreements between the Community and the various State-trading
countries, ' the Council on 27 March 1975 approved unilateral arrangements for imports
from these countries so as to maintain continuity of trade with them.

Community decisions, adopted in 1975 and 1979, respectively laid down the import quotas
and other opportunities to be made available by the Member States to the various State-
trading countries in respect of products that are subject to quantitative restrictions and the
rules and procedures for any changes in such import arrangements.

As regards tariff duties, the Commission, as it stated on 12 November 1974, is anxious not
to compromise the development of trade and is continuing to apply most-favoured-nation
treatment, with the usual exceptions, to the State-trading countries.

In another move, the Council decided on 22 July 1974 to set up a procedure for information
and consultation on Member States’ cooperation agreements with third countries in general
and the various East European countries in particular. The purpose of this procedure is
threefold: to ensure that cooperation agreements are consistent with common policies,
especially the common commercial policy, to improve the exchange of information and the
coordination of Member States’ actions, and to assess the desirability of measures that the
Community is considering with a view to promoting cooperation projects.

Finally, there was an apparent logic in attempting to establish relations between the two
associations whose memberships are made up of the countries of Western and Eastern
Europe respectively.

Exploratory talks began in February 1975 and have been continuing year by year ever
since, but without as yet leading to any concrete conclusion.

! Negotiations covering all industrial products were opened with Romania in February 1979.
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Section 4. Relations with the developing countries

The basic options regarding relations with the developing countries are as follows:

(i) whether to adopt a neutral attitude towards them or to pursue a policy deliberately
geared to their development plans (an option which determines the nature of these
relations);

(ii) whether to adopt the same attitude towards all developing countries or to concentrate
on relations with some of them (generality or specificity of relations).

The choices between these options depend fundamentally on political considerations, but
they are also influenced by the economic factors outlined above.

A — General

The Treaty of Rome deals with the broad principles in very general terms: ‘Intending to
confirm the solidarity which binds Europe and the overseas countries and desiring to
ensure the development of their prosperity...” (preamble). Article 3, which enumerates
the activities of the Community, includes: ‘(k) the association of the overseas countries and
territories in order to increase trade and to promote jointly economic and social
development’.

We therefore find both a general declaration of solidarity and a statement of the intention
to make exceptional arrangements for non-European countries and territories with which
Member States have special relations of historical origin, which in practice means relations
dating back to the colonial past.

It is immediately apparent that attempts to translate these principles into practice were
likely to run into problems of incompatibility and cause resentment among one or other
group of developing countries. If the Community concentrated heavily on its special
relations with certain countries (basically in Africa), countries on other continents,
especially Latin America where there is a strong tradition of trade with Europe, would
consider themselves the victims of discrimination. On the other hand, if it tended to show
the same degree of openness in its attitude to all developing countries, the associated
countries would consider that association was devoid of meaning.

Over the past 20 yearS, as we shall see, both situations have arisen.

As regards the nature of relations with the developing countries, the general principle of
solidarity calls for a positive contribution to their economic development, which can take
any of the following forms:

(i) the opening-up of markets to products (both agricultural and industrial) from the
developing countries;

(i) stabilization of the developing countries’ export earnings;

(iii) support for specific projects (financial aid, technological assistance, training).
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The need to reconcile special recognition for historical ties with the wish to maintain an
overall development aid programme, the real differences in economic and political
conditions in the various developing countries and reactions from certain interest groups
within the Community to the opening-up of its internal markets to certain products from
the developing countries are so many factors which have led the Community, in its relations
with the Third World, to enter into a series of operations. which pose problems of
consistency. :

B — Relations with the associated States
(a) The spirit of the Treaty

At the time when the Treaty of Rome was being drafted, several European countries still
had special relationships with various Third World countries which had been colonies until
the recent past; Article 132 laid down arrangements for association of these countries with
the Community with the following fundamental objectives in view:

(i) equality of treatment for trade between Member States and associated countries with
trade among Member States;

(ii) contributions by Member States to the ‘investments required for the progressive
development’ of the associated countries.

The Treaty laid down that customs duties on imports from the associated countries were to
be abolished progressively in line with the abolition of duties between Member States. It
also called for reciprocal abolition of duties, but with the possibility of delaying the
timetable. The financial aid was to be provided through the European Development
Fund (EDF).

Initial arrangements for association were made (the actual amount of the first fund was
stipulated in the Treaty of Rome). Article 136 specified that they would be re-examined
before the end of the first five-year period.

However, by the end of this period, the associated countries had become independent
States, so that negotiations were held to determine the basis for renewing the association
procedure. ‘

(b) Successive conventions

A first convention was signed at Yaoundé (Cameroon) on 20 July 1963 between the EEC
and 17 Associated African States and Madagascar (AASM).

This Convention carried forward the previous arrangements, but lowered the external tariff
on tropical products and, most significantly, set up a joint (EEC-AASM) institutional
structure to apply the provisions of the agreement.
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A second convention was signed on 29 July 1969, again at Yaoundé. The aid from the
EDF and the EIB, as well as being increased in volume, was to be granted on more flexible
conditions and channelled to a greater extent into productive sectors. In addition, a
special reserve fund was set up to intervene on a case-by-case basis when there was a
substantial fall in the world price of a product which was of vital importance to the economy
of an associated State; this marked the beginnings of practical action aimed at attaining the
objective of stabilizing the associated States’ export earnings.

One of the problems posed by the enlargement of the Community was the potentially
substantial increase in the number of associated States and it therefore prompted a
searching review: of the content of the agreements.

The Convention signed at Lomé (Togo) on 28 February 1975 with 46 African, Caribbean
and Pacific States (ACP) brought progress in four main areas:

(i) Trade cooperation. On the one hand, the principle of non-reciprocity was established.
On the other, the general rule was free access to the Community market for ACP
products, apart from a fraction of those covered by the common agricultural policy,
namely sugar, for which special arrangements were made, and a number of other
products (6% of agricultural products on the basis of imports in 1973), in respect of
which the Community nevertheless granted arrangements that were more favourable
than those for third countries. Altogether, 99.2% of imports from the ACP States
now had completely free access.

(ii) Stabilization of export earnings (cf. details of Stabex below).
(iii) Financial cooperation, the total amount of which was raised to 3 390 million u.a.

(iv) Industrial cooperation. In addition to the established machinery of financial aid, the
Convention contained a series of provisions concerned with the development of
infrastructures, the formation of manufacturing enterprises, especially to process raw
materials, access to technology, and the setting-up of structures for information,
advisory services and sales promotion. Thus an open framework was created and
placed at the disposal of the Community’s various partners so that they could take
advantage of it gradually, on their own initiative.

These conventions each run for five years and the most recent (Lomé II) was signed on
31 October 1979 between the then nine Member States of the EEC and 57 ACP
States. ! The main innovations, less dramatic on this occasion, were:

(i) the introduction of a chapter for agricultural cooperation (with a stipulation that 40%
of EDF funds were to be allocated to rural development);

(ii) the raising of the number of agricultural products covered by Stabex to 44;

(iii) the creation of Sysmin, a mechanism similar to Stabex, covering mining products and
designed to safeguard mining potential in the ACP States.

! The number of ACP States rose to 60 in October 1980. The combined population of the countries that are party to
the Convention is therefore in excess of 500 million people, with a roughly even split between the EEC and the
ACP countries.
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(c) The Stabex mechanism and developments from it

One of the major obstacles to the economic development of countries in the Third World is
the instability of their export earnings, on which they rely for resources with which to pay
for the capital goods that they have to import. This instability stems from the fact that
many of these countries export only a very small range of products, predominantly
agricultural (cotton, groundnuts, coffee, tea, cocoa, etc.) but also mining products (iron
ore, copper, cobalt, etc.), for which the volume of demand and prices on the world market
fluctuate sharply from one year to the next.

The developing countries have repeatedly pointed out that it is impossible for them to
pursue realistic medium-term development plans in the absence of mechanisms guaran-
teeing them a steadier flow of export earnings and protecting them against a sharp fall in
any one year.

Stabex is the first large-scale international attempt to tackle this problem and lay the
foundations for a solution. ‘

The basic principle of the mechanism is simple: if the value of an ACP State’s exports of a
product classed as being important to its economy shows a percentage fall below a certain
threshold compared with their value during a reference period, stabilizing transfers will be
made to offset the fall in earnings.

The products concerned are agricultural products (of which 29 were listed in Lomé I and 44
in Lomé II). A product is classed as being important to a country’s economy if the export
earnings generated by it in the previous year is above a dependence threshold defined as a
percentage of total export earnings; this is normally 7.5%, but only 2.5% in the case of the
least-developed countries (landlocked or island States). The reference level is the average
value of exports over the previous four years (and therefore a moving average). The
stabilizing transfers are drawn from a chapter of the EDF specially created for the purpose,
the resources of which are replenished by repayments made by recipient States during the
years following that in which they draw on the Fund, assuming that their earnings recover
sufficiently; the least-developed countries are not required to make repayments.

Stabex has often been described as a substantial contribution to the development of the
ACP countries and put forward as a possible model for all North-South relations. It is
most certainly a useful means of counteracting the effects of aleatory falls in export
earnings, but its limitations must be recognized:

(i) first, it is designed to deal with temporary fails, but not with lasting falls caused by
such factors as competition from substitutable products; it would therefore be
mistaken to describe it as a mechanism capable of bringing about a lasting
improvement—or even stabilization—in the terms of trade;

(ii) secondly, in its present form as organized by Lomé I and carried forward under Lomé
II, it operates on the basis of nominal values; with world inflation, the real falls in
earnings have to be much larger than those shown by the nominal figures in order to
qualify;

(iii) finally, under Lomé I, it applied to only a limited range of products, not including
mining products.
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This third limitation was alleviated under Lomé II by the introduction of an ‘accident
insurance’ system for ore-exporting ACP countries designed to safeguard their mining
potential (in the mutual interest of the countries concerned and the EEC). If a country’s
capacity for production or for export to the EEC of an ore having in the past accounted for
at least 15% (10%) of its total exports is in danger of being reduced by more than 10%,
such an ‘accident’ entitles the country concerned to obtain a financial contribution (loans at
1% interest redeemable over 40 years) towards the cost of projects aimed at maintaining or
restoring the capacity affected.

(d) The European Development Fund (EDF)

The EDF draws its resources from the Member States of the EEC (the Fund is now an
integral part of the Community budget, although this was not the case originally) and its
role is to finance projects in the associated States.

At first it confined itself to capital expenditure projects, mainly for the development of
infrastructures, whether predominantly economic (roads, ports, etc.) or social (hospitals,
schools, etc.). Since the Lomé Conventions, it has been able to include industrial or
agricultural projects among the operations that it helps to finance.

Finally, the operation of Stabex is also financed out of a special chapter of the EDF.

C — Relations with other developing countries

One of the basic priorities for all developing countries in their relations with the
industrialized countries is to be able to export the manufactured goods that they produce
under the best possible economic conditions. However, their manufactures are often
fairly traditional goods, demand for which is rising only slowly in the industrialized
countries, and moreover they tend to be goods with a high labour content. Consequently,
any increase in imports of such goods by the industrialized countries brings competitive
pressure to bear on established domestic manufacturers, and this precisely in industries
which provide a great deal of employment and often play a key role in the economy of
various regions; the textile industry is the best example of this, but not the only one.

Thus, the purposes of the two groups of partners are diametrically opposed and this
explains why it took some time to reach some basis of an agreement.

(a) The generalized system of preferences

It was in 1968, during the second session of UNCTAD, that agreement in principle
emerged on the component parts of a ‘generalized system of preferences’ (GSP), consisting
of customs franchise privileges for certain imported products. These tariff preferences are:

(i) granted and not negotiated;

(ii) generalized (granted in theory by most industrialized countries);
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(ifi) non-discriminatory (granted to all developing countries without distinction);

(iv) non-reciprocal.

Once the framework of a general system had been provided, individual countries arranged
their own schemes. The Community’s scheme came into effect on 1 July 1971 and was the
first, the others following over the subsequent five years.

In the case of industrial products, the principle is therefore that imports enter the EEC free
of customs duties; however, this principle is substantially qualified by the fact that it is
applicable only within the limits of certain amounts (ceilings or quotas), and the more
sensitive the product the stricter the limits. In the case of non-sensitive products, duties
can be reimposed once the ceiling has been reached, by decision of the Commission. With
highly sensitive products, duties are reimposed automatically once the limits have been
reached.

The volume of industrial goods entering the market duty-free has risen from year to year,
reaching approximately 6 900 million units of account by 1980. The growth rate was very
rapid during the first years (1 000 million units of account in 1972, 5 000 million in 1977),
but has since slowed down to little more than the rate of increase in prices. This slow-
down is an indication of the worry in the EEC countries in the face of competition from
many developing countries, especially those referred to as the newly-industrializing
countries (NICs).

The amount for agricultural products is very much lower (1 300 million units of account in
1980).

(b) The Multi-Fibre Arrangement

The textile industry is in the very front rank of sensitive sectors and efforts to promote
orderly development of trade while at the same time avoiding disruption of the market in
the importing industrialized countries go back many years. They began with the Long-
term Arrangement regarding International Trade in Cotton Textiles signed in 1962. This
was replaced in 1974 by the Multi-Fibre Arrangement, signed under the auspices of GATT,
which owed its name to the fact that it covered the majority of textiles (man-made and
synthetic as well as cotton and wool). Under this Arrangement, the signatories undertook
not to introduce any new unilateral or bilateral restrictions on trade in textiles, and even to
undertake the gradual elimination of existing quantitative restrictions, except in cases
specified in the Arrangement, which explicitly allowed safeguard provisions (Article 3) and
the possibility of negotiating bilateral agreements (Article 4).

It is the latter article that the Community has used as the foundation of its policy on
textiles, concluding bilateral agreements based essentially on the principle of acceptance by
the supplier countries of voluntary restraint on exports of a limited number of products,
with a gradual increase in the quantities allowed. Such agreements have been signed with
most of the East Asian countries and several countries in Latin America.
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(c) Other agreements

As well as the specialized agreements covering trade in textiles (see above) or hand-made
products signed with many countries, the Community has concluded non-preferential trade
agreements with, among others, Argentina, Brazil, Mexico, Uruguay, Bangladesh, India,
Pakistan and Sri Lanka.

These agreements, which are intended to facilitate trade in certain goods, are in fact fairly
limited in scope and often fall far short of the wishes of our partners. Several countries in
Latin America in particular had hoped that they would be able to build up close relations
with Europe, which would have put them in a position to reduce the dominance (and
sometimes domineering) that they experience in their relations with their North American
partner.

(d) Relations with the Mediterranean countries

Even without going back to the days of the ‘mare nostrum’ of the Romans, several of the
present Member States have a long tradition of close cultural or economic ties with the
various riparian States of the Mediterranean. It was therefore understandable that the
EEC should have been concerned to organize its relations with these States on a consistent
basis and therefore to address itself to the task of formulating a ‘Mediterranean policy’. It
therefore proceeded, on a fuller basis and at an earlier stage than with the rest of the world,
to sign agreements of various types with almost all the Mediterranean countries.

A first group of agreements was concluded with countries which, a priori, were candidates
for accession to the Community. These began with the association agreements, estab-
lishing a customs union and envisaging accession, which were signed with Greece in 1962
and with Turkey in 1964. Greece applied officially to join in 1975 and the Accession
Treaty was signed in 1979 and came into force on 1 January 1981.

With Spain and Portugal, preferential trade agreements aimed at the creation of a free
trade area were signed in 1970 and 1973 respectively.

Both countries submitted official applications for accession in 1977 and negotiations are
proceeding.

In 1976 and 1977 agreements on commercial, industrial, technical, social and financial
cooperation, which included provisions on free access for industrial goods to the
Community market and preferences for agricultural products, were signed with Algeria,
Morocco, Tunisia, Egypt, Jordan, Lebanon and Syria. Trade arrangements have been in
force since 1 July 1976 with the first three of these countries, and since 1 January 1977 with
the others; their actual scope varies quite considerably from one country to another.

To complete the list, an agreement establishing a free trade area and cooperation with
Israel was signed in 1975, a non-preferential trade agreement was signed with Yugoslavia in
1973, and there are association agreements with Cyprus and Malta aimed at the gradual
creation of customs union.

A glance at the map will show that Libya and Albania are the only Mediterranean countries
not to have signed agreements of one kind or another.
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Conclusion to Chapter IV: Overall impression

The two fundamental options adopted in the Treaty of Rome were to take deliberate steps
to open up the economy of the Community to the rest of the world and to maintain special
relations with certain countries with the aim of promoting their development. Have these
options been adhered to, and what has been achieved?

Although there has unquestionably been the same adherence to both these options, the
results achieved have been different.

Very great progress has been made in freeing trade with the other industrialized
countries. As has already been mentioned, the EEC has the lowest level of customs
protection in the world (with a low average rate of duty and a very narrow spread on either
side of the average); as a result of this, the growth rate in extra-Community trade has been
faster than that in output and not all that much below that of intra-Community trade. The
fears expressed by a number of third countries when the EEC was established that it would
lead to ‘deflection’ of trade have not been borne out; the increase in movements between
Member States is the result of ‘creation’ of trade, and the same thing has been seen in
relations with third countries. It must nevertheless be recognized that this expansion of
trade on both fronts has been favoured by the international economic climate: in an
expanding world economy (for which the establishment of the EEC deserves its share of
credit), it is easier to make adjustments. It is all the more significant, therefore, that the
Community has not allowed the world economic crisis that has continued since 1974-to
trigger a resurgence of protectionism, for all the difficulties experienced by individual
Member States in various industries; it has even succeeded in resisting the blandishments of
those who have been calling for Community protectionism. How long will it hold
out? We shall revert to this question in the final chapter.

Where relations with the developing countries are concerned, matters are less clear and less
satisfactory. The Community’s contribution to development, while not inconsiderable in
the case of some ACP countries, certainly falls short of what might have been
expected. This is basically because the main stimulus for the development of a country
must come from within, not from outside; it must begin with internal determination and
effort in the pursuit of a clearly defined plan. In the absence of such a plan, external aid
(financial, technological, educational) is necessarily confined to ad hoc measures which are
not always coordinated; this strengthens the rich countries’ spontaneous reluctance to
increase their aid, so that it remains at a much lower level than would be legitimate and
possible. If there has been progress from one five-year period to the next, it has been
painfully slow.

EEC action in favour of the developing countries in general (other than the ACP countries)
is doubly difficult to organize, first because it comes under the umbrella of what is
euphemistically called the North-South Dialogue, in which the Community is only one of
many participants and in which the various Member States do not always agree on the
strategy to be adopted, and secondly because the idea of substantially opening up the
Community to the developing countries in general is to some extent contradictory to the
idea of special relations with the associated countries. Moreover, opening up Community
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markets to industrial goods from the developing countries, particularly those that are newly
industrialized, would lead to losses of business—and jobs—in various industries; the
corresponding adjustments would have been relatively easy during a period of sustained
expansion, but would be fraught with difficulties under conditions of virtual stagnation.
The final chapter considers possible solutions to this dilemma.
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Chapter V — The instruments for efficient operation of the
Community: institutions, budget, medium-term
programme ,

If it is to achieve the ambitious goals that it has set itself, the Community must have
instruments that are efficient and well-suited to their purpose. It needs:

(i) decision-making machinery providing a framework in which problems can be
approached from a Community viewpoint, solutions with a proper balance between -
Community and national considerations can be proposed, and decisions can be taken
with sufficient speed for timely action to be taken to deal with the problems that arise
in a rapidly changing environment;

(ii) budget resources, without which nothing concrete can be achieved, both to carry out
cooperation projects of joint schemes and to demonstrate solidarity among partners;

(iii) an overall medium-term and long-term strategy, taking a sufficiently long view and
taking account of the need for consistency between all policies, which can be
-translated into practical terms in the form of a medium-term economic programme.

The Treaty contains a patchy supply of such instruments, but, in the course of its life, the
Community has modified its provisions for practical purposes, either by making additions
or by reducing the scope of certain stipulations.

Section 1. The decision-making machinery

The Community’s decision-making machinery is designed to strike a working balance
between two priorities which can be contradictory in some cases, one being to take account
of the interests of the Community as a whole at all times and the other to respect the
legitimate aspirations of the various Member States. The Community exists for its
members and care has to be taken to ensure, on the one hand, that its dynamic does not
create serious disruption in any one country at any stage and, on the other, that resistance
by any one country does not impede its progress.

The Treaty had therefore provided for an original institutional structure resting on two
mainstays: a decision-making diarchy and majority voting. In a word, the Commission
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would propose and, except in a few fields in which it had direct competence, the Council of
Ministers would decide (where appropriate, having consulted the European Parliament);
there would thus be one institution whose fundamental role was to think in Community
terms and stimulate the development of the Community as necessary and another to take
the political decisions reconciling the Community interest and the interests of the various
Member States; the principle of majority voting (on a simple or qualified majority,
depending on the subject) would be a safeguard against abuse of the veto, which has
reduced various international organizations to impotence. Finally, the role of general
political watchdog would be played by the European Parliament, whose members were to
be elected by direct suffrage.

Over the years, however, competence came to be shared on a somewhat different basis, as
a result of which the decision-making process became extremely cumbersome and
slow. Whereas the authors of the Treaty has intended the Council to concentrate on the
great issues (laying down broad policy and taking the big decisions), it formed the
increasingly firm habit of taking an interest in all matters, whether large or small, and
having all the Commission’s proposals re-examined by its offshoot, the Permanent
Representatives Committee. The decision-making process became more and more
protracted. It therefore became necessary to create an additional decision- makmg body,
the European Council, which meets three times a year.

Before the time came for it to be put into practice (at the end of the transitional period in
1967), the principle of majority voting was abandoned. The ‘Luxembourg compromise’
seriously undermined the spirit of the institutional machinery by maintaining the right of
veto, which leaves the door wide open to all manner of political horse-trading, even on
minor matters.

Finally, although called for in the Treaty, elections of Members of the European
Parliament by direct universal suffrage were not held until 1979, 20 years into the life of the
EEC. An attempt to establish a new institutional balance is therefore currently in
process.

The Court of Justice is alone in having functioned consistently in accordance with the
Treaty from the outset.

While the Community decision-making process was becoming increasingly unwieldy and
slow-moving, the problems to be tackled were becoming more and more complex. It was
at the end of the transitional period, just when the Community should have been pressing
ahead boldly with coordinated or common policies, that the difficulties of making such
progress were heightened by the revocation of the principle of majority decision. As the
international context has become increasingly uncertain and disturbing, the time-scales for
the preparation and adoption of decisions have become longer and longer.

! To avoid misunderstanding, attention is drawn to the differences between the powers of national parliaments and
those of the European Parliament. National parliaments enact legislation, vote on annual budgets, and approve
or disapprove of the government in office. In the Community, the equivalent of legislative power lies with the
Council, budgetary power is shared, and the Parliament can censure the Commission, but not the Council.
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So far, all proposals for streamlining decision-making in the EEC have come to
nothing. This is a serious weakness, which is preventing the Community from assuming
the role in the world which it could and should be playing.

Section 2. The Community budget

In order to function efficiently, any policy-making organization, particularly if it has
economic responsibilities, must have the necessary financial resources, in other words a
budget which not only covers administrative costs, but also provides appropriations for
operational activities. Otherwise, its role will be confined to research and advisory
functions. The European Community is no exception to this rule and the various treaties
make specific provision for such budgets.

The Treaty of Paris actually contains specific provisions on the ‘own resources’ of the
ECSC as well as its expenditure, empowering it to raise a levy directly from coal and steel
undertakings. The Euratom Treaty also makes provision for an operational budget to
cover investment as well as research activities.

But of course it is the Treaty establishing the EEC which affords the greatest scope for
Community budgeting. The original text was supplemented by a Council Decision on the
replacement of financial contributions from Member States by the Communities’ own
resources which was adopted on 21 April 1970 and a Treaty signed on 22 April 1970 which,
inter alia, made changes in the procedures for the preparation and adoption of the budget,
strengthening the role of the Parliament.

This section examines in turn: expenditure, revenue, budgetary procedure, the prospects
for enlargement of the budget, and the borrowing and lending instruments available to the
Community. .

A — Expenditure

The Community budget, like any other, is a fairly good indicator of the activities pursued
by the Community and of their relative importance.

Two figures will serve to put the size of the budget in perspective: Community expenditure
accounts for approximately 2.5% of the Member States’ total public spending and
corresponds to roughly 0.8% of their collective GDP. These percentages have displayed a
slight upward trend over recent years.

The operational budget has reached its present form as a result of a series of
developments. During the early years the level of expenditure was very low. It was in
the second half of the 1960s, as financing of the common agricultural policy got under way,
that a full-scale ‘expenditure explosion’ occurred (103 million units of account in 1965,
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537 million in 1966, 2 044 million in 1967). Subsequent years saw the expansion of the
Social Fund and the establishment of the Regional Fund. Both the scale and the structure
of expenditure have therefore changed quite radically over the past 20 years.

The current breakdown of expenditure is shown in the table below, which calls for some
brief comments.

Administrative expenditure, which includes the salaries of the Commission’s staff of 11 000
and the other institutions’ 5 000 employees, accounts for about 6% of the overall budget.

The heading ‘refunds to Member States’ corresponds to a flat-rate payment (10%) to cover
expenditure incurred by the Member States in collecting the resources contributed to the
Community budget (the national fiscal authorities are responsible for collection).

Of the strictly operational expenditure, the EAGGF absorbs the vast bulk; despite a
succession of declarations on the need to reduce its share, it still accounts for about 70% of
total expenditure, and of this the Guarantee Section takes over nine-tenths.

The share allocated to the Social Fund has increased a little, especially since the Fund was
restructured (cf. Chapter III), but remains very small.

The Regional Fund fares quite well, bearing in mind that it came into existence only
recently.

The heading ‘development cooperation’ represents only a proportion of the funds allocated
for this purpose, since the EDF is not included in the budget.

Finally, the reader will notice the very low level, both in absolute terms and a proportion of
the budget, of resources allocated to industry, energy, research and transport. This
reflects the virtual non-existence of Community policies in these fields, to which reference
was made in Chapter I.

% breakdown of appropriations for payment in the 1980 budget

Agricultural sector 73 Energy, research, industry, transport 2
of whicht EAGGF Guarantee 71

EAGGF Guidance 2 Development cooperation ! 4

Social sector 5 Administration 6

Regional sector 5 Refunds to Member States 5

Total 2 100

! Inclusion of the EDF would treble this figure.
2 Rounded total: 16 200 million units of account.

The budget as such does not include:

(i) the European Development Fund, which the Commission is proposing to bring within
the budget;
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(ii) the lending and borrowing activities of the EEC and ECSC (1 000 million units of
account in 1980);

(iii) the activities of the European Investment Bank (3 500 million units of account in
1980).

The combined total for these activities corresponds to approximately 40% of the budget
total.

B — Revenue

During the early years the Community budget was financed by contributions from the
Member States which were calculated on the basis of a fixed scale (or, more exactly, several
scales which differed slightly depending on the Fund to be financed). The Decision of
1970 established the principle of replacing these scales by the Community’s own resources
and, since completion of a transitional period, the budget is now financed entirely by the
system of own resources.

These own resources are derived from three sources: customs duties, agncultural lev1es
(and the sugar levy) and VAT. !?

On the introduction of the Common Customs Tariff, it was considered logical, given that
goods from third countries can enter the Community and be cleared in a Member State
which is not the country of final destination, that the full amount of all duties should simply
be allocated to the Community budget.

The same logic holds for the agricultural levies, which are in a sense analogous to
protection at the frontiers. *

The third form of revenue is provided by a proportion of VAT. The 1970 Decision fixed
the ceiling of 1% of VAT (i.e. 1% of value-added calculated according to a common
definition which was finally formulated and adopted in 1979).

In 1980 these three sources accounted for 37%, 12% and 51% respectively of the total.

These proportions are changing, however. The share accounted for by customs duties has
tended to decline as a result of the abolition of duties among the six original and three new
Member States, coupled with the various measures adopted to dismantle tariff barriers
against many third countries. The agricultural levies fluctuate quite widely over time.
VAT will therefore gradually tend to become the basic source. In 1978 the rate was
0.64% of the assessment basis; it had reached 0.74% by 1979 and was 0.89% in the 1981
budget, so that the 1% ceiling has all but been reached.

! In addition to these three sources, there are some other minor items of revenue, such as the tax on staff salaries,
which produce about 1% of total budgetary revenue.

% There are special arrangements for the United Kingdom, under which its ‘net contribution’ is less than it would be
under the general system.

3 And also for the ‘sugar levy’ paid by producers to finance the costs of storage and the refunds following the sale of
sugar on the world market.
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The Community will therefore now have to make a choice between two fundamental
options:
(i) either to retain the present ceiling, and consequently undertake a fundamental review

of how these limited resources are to be shared out among the various items of
expenditure;

(ii) or to raise the ceiling, an option requiring a unanimous decision by the Council.'
Whichever the alternative chosen, the budget is going to be seen as the key expression of

the broad lines of Community policy, and this will add to the importance of the machinery
for adoption of the budget.

At present, the shares of overall public spending borne by national budgets and the

Community budget respectively vary enormously according to the function concerned, as
may be seen from the table below.

Breakdown between EEC and national budgets of public spending in the Community in 1976

EEC budget Member States
(m.un.a.) % %
Administration of public services ' 980 8 100
Agricultural sector -
Guarantee 5 840 95 5
Guidance 325 8 92
Social sector 550 1 991!
Regional sector 315 10 90
Research, energy, industry, transport 215 4 96
Development cooperation 660 14 86
Total 8 885 2 98
Source: G. Hipp. ‘Les criteres de partage entre budgets cc aires et budgets nationaux’, Cahiers du CIRSH, No 2, Lille, 1977.

! Including social security.

The areas in which there is a case for an increase in the share borne by the Community fall
into two groups: those in which there is justification for common policies (or at least
cooperation) and those which provide scope for redistribution among Member States.

The main fields in the first group are industry, energy, research and transport. As the
table shows, if all the public funds allocated to these fields had come from the Community,
the 1976 budget would have been increased by about half.

In the social field, whereas some coordination of national practices may be justified, any

massive channelling of funds through a Community system (over and above appropriate
financing of the Social Fund) seems undesirable.

! But such a decision would have to be ratified by each of the Member States according to its constitutional rules,
which in most cases would require parliamentary approval.
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The same may be said of development cooperation.

On the other hand, the Regional Fund is capable of becoming an important instrument for
redistribution among Member States, on a scale depending more on political than on
economic considerations. Suffice it to say that if all the regional aid distributed in 1976
had come from the Community, the budget would have been increased by about 30%.

Altogether, the increases envisaged here, coupled with one or two very large projects (say
between 1 000 and 2 000 million u.a.,), would have raised the 1976 budget to roughly
double its actual level, assuming no reduction in the EAGGF. This gives a sort of
working ceiling. The prospects for growth envisaged recently by the Commission are
much more modest.!

Even assuming the figures at the upper end of the bracket, the Community budget would
still correspond to only 5% of public funds and less than 2% of GDP in the Community.

Would this be enough to make it a potential instrument of Community short-term
economic policy? It would seem not. National governments, when seeking to influence
short-term economic trends, resort to large variations (a few per cent of the total) in their
total budgets, and these budgets are equivalent to between 20 and 25% of GDP.

The Community budget therefore seems destined, at least for many years to come, to be
confined to the albeit fundamental role of steering the economic development of the
Community by means of structural action. This makes overall policy-making on the
Community’s medium-term economic and social development all the more important.

C — Community lending instruments

In addition to its budget, the Community is able to call upon financial resources which it
obtains by borrowing and uses to provide loans to finance operations of various
types. The range and volume of these resources has steadily increased since the
establishment of the Community. They are summarized below in chronological order of
introduction of the instruments concerned.

The instruments of the ECSC comprise, in addition to subsidies financed by the
compulsory levy on the coal and steel industries, borrowing facilities which are used to
finance loans to support investment programmes in these industries (including housing
programmes) or in other industries providing opportunities for redeployment of coal and
steel workers.

The European Investment Bank established by the Treaty of Rome facilitates the financing

of projects for developing less-developed regions, projects for modernizing undertakings or
developing fresh activities, and projects of common interest to several Member States.

! In the region of 30% between 1979 and 1982; f. ‘Global appraisal of the budgetary problems of the Community’,
Commission, March 1979.

95



Recent years have seen the introduction of three other instruments in response to new
problems:

(1) Community loans, introduced in 1975 to help some Member States over balance-of-
payments difficulties in the aftermath of the oil price rises;

(ii) Euratom loans (1977), to provide finance toward the cost of building nuclear power
stations;

(ii)) the ‘New Community Instrument’ (1978), to promote convergence of national
economic policies.

About half of the funds borrowed for these purposes is raised on Community markets, and
the rest on markets in third countries.

During the period from 1975 to 1979, the total amount of loans granted was 12 200 million
units of account (of which ECSC 4 100, EIB 7 600), or 0.2% of GDP. Of this total, 33%
went to the United Kingdom and 31% to Italy, so that this lending plays a part in the
redistribution of resources within the Community.

Section 3. Medium-term economic planning

The Treaty makes no mention of any policy on growth which would be the responsibility of
the public authorities. Its authors basically put their trust in market forces, in competition
strengthened by the opening-up of frontiers and active vigilance on the part of the
Community institutions, in movements of the factors of production and especially in the
spontaneous gravitation of capital towards the most productive investments. The only
specific references in the Treaty are to Community measures to facilitate occupational
mobility of labour and national measures (monitored by the Community) to reduce
regional imbalances.

In practice, however, all the Member States pursue policies on economic growth in one
form or another and have procedures—whether formal as in France with the Commissariat
au Plan and in Belgium with the Bureau de Programmation or informal as in several
countries—for taking stock of prospects for the medium and long term and for scrutinizing
policies in all areas to ensure that their aims are likely to be compatible over a number of
years.

So could each Member State be left to define its own medium-term economic policy
independently from what the others were doing, subject only to compliance with the rules
of the Treaty? Three lines of argument lead to the conclusion that they could not:

(i) economic interpenetration influences the range of.development options open to
individual countries;

(ii) it is important for means as well as aims to be compatible, so that it is necessary to
check that the means envisaged by one country do not interfere or clash with those
used by another;
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(iii) finally, it should be remembered that the construction of Europe is not a purely—or
even primarily—economic process, but aims to be political as well; hence the
importance of jointly defining the kind of society that the people of Europe want to
build.

More generally, it is necessary to have a Community-level instrument for checking the
consistency of various courses of action envisaged and their suitability to the various aims
pursued.

In 1964 the Council, acting on a proposal from the Commission, accordingly set up a
Medium-term Economic Policy Committee responsible in particular for ‘preparing, in the
light of all available information and in particular of the forecasts of a group of experts
attached to the Commission, a preliminary draft of a medium-term economic policy
programme outlining in broad terms the economic policies which the Member States and
the institutions of the Community intend to follow during the period under consideration,
and designed to ensure the coordination of such policies. That programme shall cover a
period of about five years. The Commission shall draw up a draft programme on the basis
of the work of the Medium-term Economic Policy Committee. This draft shall indicate
the points in respect of which it differs from the preliminary draft of the Committee’.

Four programmes have so far been adopted and the fifth is now being prepared.

The role of this programme is ambiguous, as indeed is that of all experimentation with
medium-term planning in the Member States. The exact function of such planning in
decentralized market economies has yet to be defined: the more uncertain the future, the
more necessary forward thinking becomes, despite the difficulties. But a programme is
more than this and, faced with an uncertain future, it should lay down a thoroughgoing
strategy for adaptation to a changing environment, so as to give the best opportunity of
getting as close as possible to the general aims envisaged. The work being done currently,
both at Community and national level, still concentrates largely on analysis of problems
and their various possible solutions, without going beyond this stage. In the preparation
of the fifth programme, special emphasis is being placed on a few major topics of analysis:

(i) the nature of inflation and how to make it less structural in character;

(ii) achievement of better alignment of economic trends and policies to be pursued to this
end;

(iii) the energy situation, with special reference to oil;

(iv) the need for adaptation of our industrial structures and for a definition of policies to
encourage this and ensure that Member States of the Community remain competitive;

(v) the employment and unemployment situation and action likely to improve it.
These are problems which are vital to all the Member States and joint consideration of
them by the ten partners helps considerably in itself to draw points of view together and
reduce the risk of incompatible decisions.

The longer-term analysis by various groups or experts that has been arranged by the
Commission answers the same concern to exchange opinions.
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It is nevertheless clear that the Community cannot confine itself indefinitely to analytical
work. The pressure of the ceiling on budget revenue, the need to define an external
strategy and draw corresponding conclusions as regards structural policy, the difficulties
over energy supplies, the struggle against unemployment, and the arrangements for the
next enlargement are all problems which call for coordinated responses. The ideal
framework for defining such responses could be a real medium-term programme, one
which would not lay down detailed stipulations, but would set out an overall strategy
embracing the Member States’ national programmes.
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Conclusion — New strategies to meet new problems

The construction of Europe gives the impression of being well under way but far from
complete. In the normal course of events, the dismantling of barriers—an essentially
introverted process concentrating on internal aspects of the Community—should have been
followed by constructive developments strengthening Europe’s position in the world. The
evidence of this booklet demonstrates that there has been real success in the execution of
the first part of the programme, which has brought substantial benefits, but that there is a
profound lack of resolution about moving on to the second stage, which requires real
commitment to the task of creating a European economy in the full sense of the term.

The present economic and political situation in the Community does not seem sustainable
for very much longer. The choice has to be made: if we do not go forward, we must go back.

The simplest answer is that we must continue along the course that we have plotted.
However, it is not necessarily the wisest and there is no lack of doubters. The world has
changed so much that the plans which were best suited to the needs of 25 years ago are
perhaps no longer right for today and tomorrow. In this connection, two questions in
particular clearly have to be answered. First, is the idea of a community of several nations
still valid? Secondly, do the original views on the best geographical scope for this
community still hold good? In other words, is it right to persevere with the construction of
Europe and, if so, along what lines?

A — In a different world, the construction of Europe is still necessary

The world has changed a great deal in the past 25 years. Despite the past (and continuing)
vicissitudes of relations between the two superpowers, peaceful coexistence has survived,
although with unrelenting efforts by each side to gain ground while containing the advances
of the other. We therefore live in a world of permanent confrontation in which the ability
to speak with a strong voice and make oneself heard depends on the possession of military
strength (and the economic strength on which it must be built). At the same time, the
balance of the world economy and international trading conditions are undergoing
profound changes as new forces emerge. The rise of Japan, which has been the economic
phenomenon of the past three decades, is going to be followed by that of the newly-
industrializing countries, such as South Korea, Taiwan, Singapore and Hong Kong in Asia
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and Mexico or Brazil in Latin America. This will make for tougher competition in the
more traditional industries and make it necessary to switch more quickly into high-
technology areas. However, technological progress, which owes much to the stimulus of
American and Japanese research, is developing along lines which favour large-scale
production (long production runs or large production units).

Finally, supplies of energy products and raw materials, in which Europe’s own resources
fall dramatically short of requirements, are tending to be controlled by cartels or
monopolies.

It is no doubt possible for a single country relying on skilful trading to steer a course that
keeps within these various external constraints, but it is much more difficult to visualize
several countries successfully embarking on their separate courses without damaging one
another’s interests.

The powerful arguments in favour of creating a large market—by which several European
countries were sufficiently convinced to make the effort— have now been reinforced by
arguments of equal strength (although based on international rather than internal
considerations) demonstrating that it is in the interests of European countries to enter into
partnership so that they can take joint action and pursue common policies. The concept
of an economic community seems more relevant to current conditions than ever before, as
witness its adoption—although with modest results so far—in other continents, such as
Africa or Latin America.

The aim must therefore be to build an autonomous economic entity on the foundations of
its own cultural values. There is no doubt that there are identifiably European cultural
values; although we are struck by the diversity of our countries and peoples, when Europe
is viewed from another continent it gives a strong impression of homogeneity and
unity. Moreover, it will be extremely helpful to the very balance of the world, as it
develops away from bipolarity towards multipolarity, for Europe to be gaining in strength,
having cast aside all ambitions for world power, but willing to play its part in building a new
international order and able to maintain dialogue with ail nations, calling upon its Member
States’ long traditions of relations with countries all over the world.

There is therefore a compeliing case for the European Community. But how shouid it
develop?

B — A strongly structured Community is needed

Is it enough to settle for a common market, or is something more needed? There are
those who are strongly tempted, whether for reasons concerned purely with national
interests or because of the difficulties of creating a real Community, to opt for a common
market only, which would mean a retrograde step in comparison with the present
situation. This may appear to be the easy way out, but it would solve nothing.

First of all, the level of the common external tariff is now so low—and above all so
uniform—that it affords absolutely no protection; the European common market has
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become an open market for all signatories of GATT. Secondly, more and more
agreements are being signed between European and foreign companies. After a few years
of this combination, the European economic area would be readily accessible to other
countries without benefit of any real reciprocity and many of its production units would be
dependent on others in third countries, again without any reciprocity.

In addition to this, by opening up their economies to such an extent, the various Member
States would be increasing their exposure to the influence of trends abroad. It would
therefore be necessary to develop concerted planning of national short-term economic
policies with the United States of America and Japan, which would be the dominant
partners by virtue of their economic weight, and this whole process would take place in a
dollar area.

These developments would be sufficiently gradual for the disadvantages to make
themselves felt only slowly; by the time the need for corrective action had become clear, it
would have become very difficult.

European protectionism has been suggested as a possible course of action. Since many of
our problems are attributable to our policy of open trading, let us close our frontiers
partially, and above all selectively, so that the main effect is felt by those who trade less
openly than we do. For all its apparent good sense, this solution falls into the error of
remaining on the defensive. Temporary action along such lines in a limited number of
clearly defined cases can certainly be justified. But to make it the sole basis of policy
would surely lead to failure; sooner or later, Maginot lines are always circumvented.

If Europe (and therefore each of its Member States) is to play a role in the world once
again, the only positive course is to create a properly structured Community. This task
has been started. How should it be continued?

C — The priorities

The refrain of a few years ago—completion, consolidation, enlargement—still remains
valid today, especially when emphasis is placed on the indissociability of the three parts, of
which the second is the main link.

Completion. The main point here is that, having created the common market, it is
necessary to remove the various barriers that remain. This does not mean aiming for
perfection; the United States is often held up as the model of a large market, but it is a
market which is less perfectly fluid and transparent than many people realize: there are still
substantial disparities between the 50 States in such areas as taxation, technical, banking
and other regulations, and social legislation. The aim, in the medium term at least, is
therefore not the total elimination of disparities, but the disappearance or at least reduction
of those which are most disruptive, and certainly the avoidance of measures creating new
disparities. This is an unending task calling for much care, attention and discretion, a
modest task, but one of fundamental importance.
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Enlargement. Given the profoundly political and cultural motives behind the construction
of Europe, membership of the Community must be open to all other European countries,
as soon as they are willing to join and are not prevented from doing so by considerations of
international balance.

Greece formally became a member on 1 January 1981. Spain and Portugal have applied
for membership and accession negotiations are proceeding. Although Austria, Sweden
and Finland are unable to join at the present time (for foreign policy reasons partly outside
the Community’s and their own control), it is to be hoped that Norway’s refusal will be only
temporary.

Consolidation. The purpose here is to strengthen the structures of the Community, the
better to establish Europe’s position in the world. There appears to be a need for action
along four main lines:

(i) planned structural organization of the productive system;
(ii) better coordination of macroeconomic policies;
(iii) strengthening of solidarity;
(iv) improvement of the decision-making process.

These four lines of action are profoundly interdependent.

With the prospect of a sustained rapid rate of technological progress and an international
environment in which the newly-industrializing countries will be making their mark,
industrial structures in the Community are bound to undergo rapid change over the coming
years. All our governments are trying to deal with the problems involved and
implementing measures inspired by both economic and social considerations. However,
there is every reason to fear that such measures, if taken separately, will be incompatible
one with another, leading to a situation in which too many companies, or too many
countries, would be aiming for the same specializations and seeking to penetrate the same
markets, at the risk of creating excess capacity and disrupting markets, so that there would
not even be any guarantee that ‘the best man would win’. Community action is therefore
urgently needed to organize intensive consultation and the requisite degree of coordination
over industrial redeployment within the framework of a common standpoint on internatio-
nal economic relations. As mentioned in Chapter I, such action is equally necessary if full
advantage is to be taken of the Community’s size in areas where size is a decisive factor.

National short-term economic policies have become closely interdependent and better and
better provision for coordination is needed. This is a prerequisite for successful operation
of the European Monetary System, which should become the basis from which the
Community can gradually develop its own monetary zone and its own currency.

Clearly, the concept of the Community is closely bound up with that of solidarity.
However, few of the Community’s actions hitherto have been motivated by solidarity,
perhaps because it is interpreted too restrictively as leading only to various financial
transfers which are perceived as an immediate gain (or loss). Solidarity should be
interpreted much more dynamically, as a commitment on the part of the Community as a
whole to help its less prosperous components (regions, branches of industry) to recover
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through the use of a whole range of measures (not only direct financial aid, but also
technological aid, stimulation of capital movements, etc.) in pursuance of a multiannual
recovery and development programme.

For action along these lines to be effective, there must be a common view on how the
Community should develop and it must be possible for decisions to be taken rapidly.

The joint formulation and adoption of a real medium-term programme which would be
seen as the basis of a strategy for the Community’s development, taking in both the internal
and international aspects, would represent a considerable step forward.

This programme would be adopted—and periodically adjusted—by the ultimate decision-
making body, the Council of Ministers, which would adhere to very broad guidelines laid
down by the European Council and concentrate on major policy decisions. It could
provide the framework for ad hoc decisions on various matters, the main responsibility for
which would rest with the Commission. This would make for a better allocation of tasks
among the Community institutions and greater speed of decision-making, which is vital in a
constantly changing world.

However, it is clear—and we always come back to this—that the making of Europe will
succeed only if the people of Europe are determined to make it succeed. Europeans must
therefore be convinced that the thing can be done and that it will be beneficial to all
Member States. It is the fundamental role of the Commission to demonstrate untiringly,
in good times and bad, that the construction of Europe, far from being a ‘zero sum’ game,
is capable of generating a surplus over and above the product of purely national strategies
in juxtaposition and to define the basis for sharing this surplus so that all benefit. The
Commission must also provide concrete evidence to show that each of its proposals is
directed towards the achievement of this surplus, so as to persuade members who are not
always convinced at the outset of the benefits of Community measures. Bold decisions
need to be taken; it is the role of our governments to be open-minded in their attitudes, to
base their thinking on medium-term and long-term prospects, and to accept that every
country cannot benefit from every transaction, as long as a sufficient number of measures
are adopted simultaneously to ensure that there will be economic, political and cultural
benefits for all. However, democratic governments can only act according to the wishes
of the peoples who elect them — indeed, it is their duty to do so. All Europeans, and
especially readers of this booklet, should therefore ask themselves three questions. Do
they really want European culture to be preserved and developed? Do they really want
the countries of Europe to be able to play a positive role in the creation of a better and
fairer world? Do they truly believe that the only way to achieve complete fulfilment of
both these aspirations is to succeed in the construction of Europe? If their answer to each
of these questions is ‘yes’, they should do everything in their power to ensure that all the
energies of this continent are devoted unstintingly to carrying on the task launched on a
tide of enthusiasm 25 years ago.
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APPENDIX 1

Some key statistics (1979)

Al Population Populatiol GDP Exports
rea ulal ulation o
Country (1 000 km?) (‘1) 000) ng km? (1 0(])30(:'{1;')“10“ Total (1000 [Of which exports
million ECU) {to the EEC (%)
EUR 9 1526 259.8 170 1748 419 53.6
Belgium 30 9.8 323 } 41 72.8
Luxembourg 3 03 138
Denmark 43 51 118 11 49.0
FR of Germany 249 61.3 247 554 125 48.3
France 544 53.3 98 417 71 52.8
Ireland 70 33 47 5 77.6
Italy 301 56.7 188 236 53 494
Netherlands 41 13.9 338 109 46 72.6
United Kingdom 244 55.9 229 287 66 41.8
Greece 132 9.3 71 28 3 49.1
Spain 505 36.8 73 143 13 48.0
Portugal 92 9.8 107 2 56.9
USA 9 363 218.0 23 1729 133 234
Japan 378 114.9 304 738 75 12.3
USSR 22 402 261.3 12 47 18.4
World 135 830 4 258.0 31 1121
Labour Labour force by sector (%) Origin of GDP (%)
Country as % of
po;:lt:tli on Agriculture Industry Services Agriculture Industry lsjig’.ic:; n?::xd
EUR 9 42.1 7.6 39.9 53.5 4.2 43.0 53.7
Belgium 40.5 32 36.7 60.7 2.4 39.0 58.2
Denmark 50.8 8.3 30.2 61.5 6.4 31.0 62.6
FR of Germany 422 6.2 44.9 48.9 2.8 47.2 51.1
France 42.0 8.8 36.3 54.9 5.3 41.1 53.6
Ireland 339 21.0 31.9 47.1 17.7 34.6 47.8
Italy 38.8 14.8 37.7 | 47.5 7.3 44.8 479
Luxembourg 43.0 6.1 4.7 49.2 3.2 45.4 52.6
Netherlands 36.4 4.8 32,7 62.4 4.7 39.2 57.3
United Kingdom 46.6 2.6 39.0 58.4 2.4 40.5 571
Greece 35.8 30.8 30.0 39.2 16.8 314 51.8
Spain 35.6 19.5 36.3 4.1 9.2 37.6 53.2
Portugal 423 30.6 35.0 344 14.5 429 42.6
USA 46.7 3.6 31.3 65.1 2.8 34.0 63.8
Japan 48.3 11.2 349 53.9 51 40.3 59.1
USSR 47.0 21.1 38.3 40.6
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APPENDIX 2

Some key passages from the Treaty establishing the EEC

From the preamble, paragraphs 2 to 8:

DETERMINED to lay the foundations of an ever closer union among the peoples of Europe,

RESOLVED to ensure the economic and social progress of their countries by common action to
eliminate the barriers which divide Europe,

AFFIRMING as the essential objective of their efforts the constant improvement of the living and
working conditions of their peoples,

REeEcoGNIZING that the removal of existing obstacles calls for concerted action in order to guarantee
steady expansion, balanced trade and fair competition,

ANx10Us to strengthen the unity of their economies and to ensure their harmonious development
by reducing the differences existing between the various regions and the backwardness of the less-
favoured regions,

DESIRING to contribute, by means of a common commercial policy, to the progressive abolition of
restrictions on international trade,

INTENDING to confirm the solidarity which binds Europe and the overseas countries and desiring to
ensure the development of their prosperity, in accordance with the principles of the Charter of the
United Nations,

REsoLVED by thus pooling their resources to preserve and strengthen peace and liberty, and calling
upon the other peoples of Europe who share their ideal to join in their efforts,

Article 2

The Community shall have as its task, by establishing a common market and progressively
approximating the economic policies of Member States, to promote throughout the Community a
harmonious development of economic activities, a continuous and balanced expansion, an increase in
stability, an accelerated raising of the standard of living and closer relations between the States
belonging to it.

Article 3
For the purposes set out in Article 2, the activities of the Community shall include, as provided in

this Treaty and in accordance with the timetable set out therein

(a) the elimination, as between Member States, of customs duties and of quantitative restrictions
on the import and export of goods, and of all other measures having equivalent effect;
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(b) the establishment of a common customs tariff and of a common commercial policy towards
third countries;

(c) the abolition, as between Member States, of obstacles to freedom of movement for persons,
services and capital;

(d) the adoption of a common policy in the sphere of agriculture;
(e) the adoption of a common policy in the sphere of transport;
(f) the institution of a system ensuring that competition in the common market is not distorted;

(g) the application of procedures by which the economic policies of Member States can be
coordinated and disequilibria in their balances of payments remedied;

(h) the approximation of the laws of Member States to the extent required for the proper
functioning of the common market;

(i) the creation of a European Social Fund in order to improve employment opportunities for
workers and to contribute to the raising of their standard of living;

(j) the establishment of a European Investment Bank to facilitate the economic expansion of the
Community by opening up fresh resources;

(k) the association of the overseas countries and territories in order to increase trade and to
promote jointly economic and social development.

Article 39

1. The objectives of the common agricultural policy shall be:

(a) to increase agricultural productivity by promoting technical progress and by ensuring the
rational development of agricultural production and the optimum utilization of the factors of
production, in particular labour;

(b) thus to ensure a fair standard of living for the agricultural community, in particular by
increasing the individual earnings of persons engaged in agriculture;

(c) to stabilize markets;
(d) to assure the availability of supplies;
(e) to ensure that supplies reach consumers at reasonable prices.

2. In working out the common agricultural policy and the special methods for its application, account
shall be taken of:

(a) the particular nature of agricultural activity, which results from the social structure of
agriculture and from structural and natural disparities between the various agricultural regions;

(b) the need to effect the appropriate adjustments by degrees;

(c) the fact that in the Member States agriculture constitutes a sector closely linked with the
economy as a whole.

Article 85

1. The following shall be prohibited as incompatible with the common market: all agreements
between undertakings, decisions by associations of undertakings and concerted practices which may
affect trade between Member States and which have as their object or effect the prevention, restriction
or distortion of competition within the common market, and in particular those which:

(a) directly or indirectly fix purchase or selling prices or any other trading conditions;
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(b) limit or control production, markets, technical development, or investment;
(c) share markets or sources of supply;

(d) apply dissimilar conditions to equivalent transactions with other trading parties, thereby
placing them at a competitive disadvantage;

(e) make the conclusion of contracts subject to acceptance by the other parties of supplementary
obligations which, by their nature or according to commercial usage, have no connection with the
subject of such contracts.

Article 86

Any abuse by one or more undertakings of a dominant position within the common market or in a
substantial part of it shall be prohibited as incompatible with the common market in so far as it may
affect trade between Member States.

Such abuse may, in particular, consist in:

(a) directly or indirectly imposing unfair purchase or selling prices or other unfair trading
conditions;

(b) limiting production, markets or technical development to the prejudice of consumers;

(c) applying dissimilar conditions to equivalent transactions with other trading parties, thereby
placing them at a competitive disadvantage;

(d) making the conclusion of contracts subject to acceptance by the other parties of supplementary
obligations which, by their nature or according to commercial usage, have no connection with the
subject of such contracts.

Article 92

1. Save as otherwise provided in this Treaty, any aid granted by a Member State or through State
resources in any form whatsoever which distorts or threatens to distort competition by favouring
certain undertakings or the production of certain goods shall, in so far as it affects trade between
Member States, be incompatible with the common market.

2. The following shall be compatible with the common market:

(a) aid having a social character, granted to individual consumers, provided that such aid is granted
without discrimination related to the origin of the products concerned;

(b) aid to make good the damage caused by natural disasters or exceptional occurrences;

(c) aid granted to the economy of certain areas of the Federal Republic of Germany affected by the,

division of Germany, in so far as such aid is required in order to compensate for the economic
disadvantages caused by that division.

3. The following may be considered to be compatible with the common market:

(a) aid to promote the economic development of areas where the standard of living is abnormally
low or where there is serious underemployment;

(b) aid to promote the execution of an important project of common European interest or to
remedy a serious ‘disturbance in the economy of a Member State;
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(c) aid to facilitate the development of certain economic activities or of certain economic areas,
where such aid does not adversely affect trading conditions to an extent contrary to the common
interest. However, the aids granted to shipbuilding as of 1 January 1957 shall, in so far as they serve
only to compensate for the absence of customs protection, be progressively reduced under the same
conditions as apply to the elimination of customs duties, subject to the provisions of this Treaty
concerning common commercial policy towards third countries;

(d) such other categories of aid as may be specified by decision of the Council acting by a qualified
majority on a proposal from the Commission.

Article 103

1. Member States shall regard their conjunctural policies as a matter of common concern. They shall
consult each other and the Commission on the measures to be taken in the light of the prevailing
circumstances.

2. Without prejudice to any other procedures provided for in this Treaty, the Council may, acting
unanimously on a proposal from the Commission, decide upon the measures appropriate to the
situation.

3. Acting by a qualified majority on a proposal from the Commission, the Council shall, where
required, issue any directives needed to give effect to the measures decided upon under paragraph 2.

4. The procedures provided for in this Article shall also apply if any difficulty should arise in the
supply of certain products.

Article 104

Each Member State shall pursue the economic policy needed to ensure the equilibrium of its
overall balance of payments and to maintain confidence in its currency, while taking care to ensure a
high level of employment and a stable level of prices.

Article 107

1. Each Member State shall treat its policy with regard to rates of exchange as a matter of common
concern.

Article 108

1. Where a Member State is in difficulties or is seriously threatened with difficulties as regards its
balance of payments either as a result of an overall disequilibrium in its balance of payments, or as a
result of the type of currency at its disposal, and where such difficulties are liable in particular to
jeopardize the functioning of the common market or the progressive implementation of the common
commercial policy, the Commission shall immediately investigate the position of the State in question
and the action which, making use of all the means at its disposal, that State has taken or may take in
accordance with the provisions of Article 104. The Commission shall state what measures it
recommends the State concerned to take.
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If the action taken by a Member State and the measures suggested by the Commission do not prove
sufficient to overcome the difficulties which have arisen or which threaten, the Commission shall, after
consulting the Monetary Committee, recommend to the Council the granting of mutual assistance and
appropriate methods therefor.

The Commission shall keep the Council regularly informed of the situation and of how it is developing.

2. The Coundil, acting by a qualified majority, shall grant such mutual assistance; it shall adopt
directives or decisions laying down the conditions and details of such assistance, which may take such
forms as:

(a) a concerted approach to or within any other international organizations to which Member
States may have recourse;

(b) measures needed to avoid deflection of trade where the State which is in difficulties maintains
or reintroduces quantitative restrictions against third countries;

(c) the granting of limited credits by other Member States, subject to their agreement.

During the transitional period, mutual assistance may also take the form of special reductions in
customs duties or enlargements of quotas in order to facilitate an increase in imports from the State
which is in difficulties, subject to the agreement of the States by which such measures would have to be
taken.

3. If the mutual assistance recommended by the Commission is not granted by the Council or if the
mutual assistance granted and the measures taken are insufficient, the Commission shall authorize the
State which is in difficulties to take protective measures, the conditions and details of which the
Commission shall determine.

Such authorization may be revoked and such conditions and details may be changed by the Council
acting by a qualified majority.

Article 117

Member States agree upon the need to promote improved working conditions and an improved
standard of living for workers, so as to make possible their harmonization while the improvement is
being maintained.

They believe that such a development will ensue not only from the functioning of the common
market, which will favour the harmonization of social systems, but also from the procedures provided
for in this Treaty and from the approximation of provisions laid down by law, regulation or
administrative action.

Article 131

The Member States agree to associate with the Community the non-European countries and
territories which have special relations with Belgium, France, Italy, The Netherlands and the United
Kingdom. These countries and territories (hereinafter called the ‘countries and territories’) are listed
in Annex IV to this Treaty.

The purpose of association shall be to promote the economic and social development of the
countries and territories and to establish close economic relations between them and the Community
as a whole.

In accordance with the principles set out in the Preamble to this Treaty, association shall serve
primarily to further the interests and prosperity of the inhabitants of these countries and territories in
order to lead them to the economic, social and cultural development to which they aspire.
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Article 235

If action by the Community should prove necessary to attain, in the course of the operation of the
common market, one of the objectives of the Community and this Treaty has not provided the
necessary powers, the Council shall, acting unanimously on a proposal from the Commission and after
consulting the Assembly, take the appropriate measures.
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