
CONFIDENTIAL 


ANGLO-GERMAN CONSULTATIONS: 
BONN 51ST OCTOBER 19 79 

The Chancellor of the Exchequer's b i l a t e r a l discussions 


MORNING SESSION 


Present: 


Chancellor of the Exchequer Herr Matthofer, Federal 

S i r Kenneth Couzens M i n i s t e r of Finance 


Herr Lahnstein, State Secretary 
Mr. H. Overton, H.M. Embassy 
 Federal M i n i s t r y of Finance 

Senior o f f i c i a l s , Federal 

M i n i s t r y of Finance 


EEC Budget C o n t r i b u t i o n s 

Herr Lahnstein opened the discussion. Since the l a s t Finance 


Council the Federal Government's p o s i t i o n on the Budget issue had 

not changed. He stressed three p o i n t s . F i r s t , i  t was not r e a l i s t i c 

t o look f o r a complete answer t o the UK's problem at Dublin. The 

f i r s  t step was important; but a s o l u t i o n of the Community's 

expenditure problems was f o r the medium term. There would have t o 

be some compromise. Second, i  t was important t o maintain the 

1 per cent VAT c e i l i n g : the Federal Government would welcome 

f i r m UK support f o r t h i s . T h i r d , i n t h e i r view the e x i s t i n g Dublin 

mechanism should form the basis f o r a s o l u t i o n . The idea of a 

brand new mechanism would cause the Federal Government some 

d i f f i c u l t y . He hoped the UK would not f e e l the need t o press t h a t . 


2- Herr Matthofer said t h a t he had had a long t a l k w i t h Chancellor-

Schmidt the previous day. The Chancellor's view, which he shared, 

was t h a t the West would be faced w i t h weak Soviet leadership over 

the next few years because of Mr. Brezhnev's i l  l h e a l t h . Because 

of t h a t , and because of disenchantment w i t h US le a d e r s h i p , i  t was 
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a l l the more important t o ensure cohesive leadership w i t h i n the 
Community: t h i s would need t o be founded on common understanding 
between France, Germany and the UK. His Government would do a l  l 
i  t could t o f o s t e r a common p o s i t i o n . This might mean f a c i n g 
i n t e r n a l d i f f i c u l t i e s over the CAP; the French Government's 
d i f f i c u l t i e s i n moving on a g r i c u l t u r e before 1981 could not be 
ignored. I t also r e q u i r e d a determination t o hold the 1 per cent 
VAT c e i l i n g on own resources as a means of e x e r t i n g pressure . 
f o r changes i n the CAP. 

3. The Chancellor sai d he agreed on the importance of m a i n t a i n i n g 
cohesion w i t h i n the European Community. But h i s Government had 
to give p r i o r i t y t o the economy i f the UK was t o be able t o f u l f i l 
i t s economic and defence o b l i g a t i o n s . This i n v o l v e d d i f f i c u l t 
and unpopular d e c i s i o n s . Our GDP had f a l l e n i n ten years from 
j u s t under 90 per cent of the EEC average t o l i t t l e over 70 per 
cent. I n c o n t r a s t , the German GDP "was growing f a s t e r than i n the 
r e s t of the Community. The German economy was l i k e l y t o grow 
by k per cent t h i s year; the UK economy by less than 1 per cent. 
Public expenditure had been r e i n e d back t o the l e v e l of 1 9 7 8 / 7 9 , 
and would have t o be kept at t h a t l e v e l i n r e a l terms i f government 
borrowing and i n t e r e s t r a t es were to be held at manageable l e v e l s . 
Against t h a t background, the UK c o n t r i b u t i o n t o the Community 
budget was a matter of great p o l i t i c a l importance. We shared the 
Federal Government's wish t o maintain the c e i l i n g on own resources 
and t o see a r e - s t r u c t u r i n g of CAP expenditure. But these issues 
deserved a t t e n t i o n i n t h e i r own r i g h t : the problem of the UK 
budget c o n t r i b u t i o n r e q u i r e d a separate and urgent s o l u t i o n . We 
req u i r e d a broad balance i n the UK's f i n a n c i a l r e l a t i o n s h i p w i t h 

the Community. This compared w i t h a f o r e c a s t net c o n t r i b u t i o n 

on present arrangements of £ 1 - 1 J b i l l i o n in 1 9 8 0 , r i s i n g t o £ 1 . 6 

b i l l i o n i n 1983. To expect the UK t o continue paying sums of 

t h a t amount was unreasonable. 
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k. The Chancellor went on t o draw a number of comparisons. The 
UK net c o n t r i b u t i o n i n 198O would exceed the whole of our overseas 
a i d programme, which already absorbed a l a r g e r percentage of GDP 
than i n Germany. UK expenditure on defence was already l a r g e r 
i n r e l a t i o n t o GDP than t h a t of any other Community member; and 
defence expenditure outside our t e r r i t o r i a l l i m i t r e l a t i v e t o 
GDP exceeded t h a t of a l l other NATO members. Our net c o n t r i b u t i o n 
was equally a major element i n e l i m i n a t i n g the surplus on i n v i s i b l e s ; 
i  t represented more than 10 per cent of the UK p u b l i c sector 
borrowing requirement; was equivalent t o the proceeds of a 
2 per cent r a t e of VAT; and represented an a d d i t i o n a l 2p on the 
basic r a t e of income tax. Arguments advanced by some of our 
partners against a s a t i s f a c t o r y s o l u t i o n were not compelling. 
The flow of North Sea o i l would not l a s t i n d e f i n i t e l y ; i n any 
event o i l d i d not o f f s e t our low GDP. Nor was i t r i g h t t o a t t r i b u t e 
our net c o n t r i b u t i o n t o f a i l u r e t o increase our trade w i t h the 
re s t of the Community: imports from the EEC had r i s e n from 
26 per cent of the t o t a l i n 1968 t o 38 per cent i n 1978 , and 
even more sharply i n r e l a t i o n t o manufactured goods.. The FRG's 
trade w i t h the r e s t of the Community had meanwhile begun t o f a l l . 
(At t h i s p o i n t the Chancellor handed over a copy of the note on 
UK trade p a t t e r n s annexed below. Herr Matthofer complained t h a t 
paragraph 2 overlooked Germany's i n c r e a s i n g imports from n o n - o i l 
LDCs and her greater dependance on imported crude o i l  . The 
Chancellor r e p l i e d t h a t no c r i t i c i s m was intended of the Federal 
Republic: the f a c t s were d i r e c t e d p r i m a r i l y at mistaken French 
c r i t i c i s m of UK trade p a t t e r n s . The Germans appeared t o accept 
t h i s . ) 

5. Continuing, the Chancellor stressed t h a t the growing s i z e 

of our net c o n t r i b u t i o n was a f a c t o r i n h i b i t i n g economic recovery 

i n the UK. I t was not a s i t u a t i o n which had been expected when 

we j o i n e d the Community. Assurances of a d i m i n i s h i n g share of 

Community resources going t o support the CAP had proved mistaken. 

The broad balance which we looked t o the Community t o provide 
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was not something plucked out of the a i r : i  t was a p r i n c i p l e to 

which the UK Government attached highest importance. A s o l u t i o n 

based on removing the r e s t r i c t i o n s i n the present Dublin mechanism 

would not be s u f f i c i e n t t o achieve t h i s . 


6. Herr Lahnstein intervened t o say t h a t on German c a l c u l a t i o n s , 
the UK's gross c o n t r i b u t i o n would be- reduced by 600MEUA, or 
500 MEUA a f t e r a l l o w i n g f o r our p r o p o r t i o n a t e share i n the cost of 
f i n a n c i n g our own r e l i e f . I t would t u r n the French i n t o net 
payers: t h i s would r a i s e a d i f f i c u l t p o l i t i c a l problem. S i r 
Kenneth Couzens r e p l i e d t h a t the size of the UK net c o n t r i b u t i o n 
also posed a p o l i t i c a l problem. Herr Lahnstein s a i d he recognised 
t h a t , but the UK was the "demandeur", whereas the French were not. 
He added t h a t h i s Government d i d not f e e l t h a t they were i n the 
centre of t h i s argument: although they were net payers, t h i s caused 
no d i f f i c u l t y f o r German p u b l i c o p i n i o n . Frankly speaking, he 
could not see any prospect of reaching an agreed s o l u t i o n at 
Dublin i f the UK wanted t o go beyond removal of the present 
r e s t r i c t i o n s from the Dublin mechanism. Their own soundings of 
Community partners i n d i c a t e d t h a t the French would be j o i n e d by 
the Danes and the Benelux countries i n opposing demands on t h a t 
scale. The Chancellor s a i d he d i d not underestimate the problem 
f o r our partners i n having t o pay more: t h e i r d i f f i c u l t i e s i n 
meeting a share of the UK net c o n t r i b u t i o n merely served t o 
underline the size of the t o t a l burden which the UK was assuming 
on i t s own account. S i r Kenneth Couzens s a i d t h a t the German 
f i g u r e s appeared to be f a i r l y close t o our own. They showed a l l 
to c l e a r l y t h a t only t w o - f i f t h s of our present net c o n t r i b u t i o n 
derived from our excess gross c o n t r i b u t i o n to the budget, and 
t h r e e - f i f t h s from our low r e c e i p t s . I t was reasonable t o s t a r t 
w i t h the Dublin mechanism, provided the exercise was not l i m i t e d 
t o removing the present r e s t r i c t i o n s : why should one not go on 
t o introduce new conditions? One could s t i l  l c a l l t h i s the Dublin 
mechanism. Herr Lahnstein sai d t h a t he was bound t o advise t h a t 
i  f the UK took t h a t l i n e i  t would be over p l a y i n g i t s hand. We 
should not have a s i n g l e f r i e n d at Dublin. And he begged us t o 
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step down from such an extreme p o s i t i o n . The Chancellor r e p l i e d 

t h a t f o r the Prime M i n i s t e r t o r e t u r n w i t h less than h a l f a 
s o l u t i o n from Dublin might be worse than f a c i n g u n i t e d o p p o s i t i o n 
from our partners t o a more e q u i t a b l e s o l u t i o n . Herr Lahnstein 
wondered whether t h a t was so. Surely the UK could accept immediate 
help on the scale suggested, w i t h the prospect of f u r t h e r 
improvement i n the medium-term as the Community adjusted i t s 
expenditure p a t t e r n t o the 1 per cent VAT c e i l i n g and our trade 
continued t o s h i f t i n favour of the Community. Would t h a t not 
provide a s u f f i c i e n t basis f o r a s o l u t i o n ? 

7. The Chancellor s a i d the t r o u b l e was t h a t we had received 
such assurances twice before. This t i m e , we were resolved t o 
have a s o l u t i o n which addressed i t s e l f d i r e c t l y t o the size of 
our net budget c o n t r i b u t i o n . S i r Kenneth Couzen3 added t h a t there 
would be d i f f i c u l t y i n c o n t a i n i n g the present l e v e l of a g r i c u l t u r a l 
expenditure, l e t alone reducing i t as a p r o p o r t i o n of the Budget. 
Herr Lahnstein said there was an important d i f f e r e n c e between 
present and past attempts t o remedy the s i t u a t i o n . The 
approaching l i m i t on own resources was bound t o impose a squeeze 
on a g r i c u l t u r a l expenditure. S i r Kenneth Couzens thought t h i s 
ignored the range of p o s s i b l e accounting devices ( c o - r e s p o n s i b i l i t y 
l e v i e s ; n a t i o n a l c o n t r i b u t i o n s ; negative expenditure) which 
could be used t o circumvent the c e i l i n g . Surely even the Federal 
Government had i t s p o l i t i c a l d i v i s i o n s on t h i s subject? 

8. Herr Lahnstein s a i d t h a t , i n t h a t case, he foresaw the prospect 
of t o t a l deadlock i n Dublin. Even t o achieve agreement t o reduce 
the UK net c o n t r i b u t i o n by 500 MEUA would r e q u i r e considerable 
perseverance. Herr Matthofer added t h a t the French would see the 
UK demands as confirming t h e i r fears about lack of commitment t o 
the Community. Contacts w i t h Paris had shown the French f i r m l y 
resolved i n t h e i r p o s i t i o n . They thought the B r i t i s h were 
"p l a y i n g chicken". He toe foresaw great d i f f i c u l t y i n e s t a b l i s h i n g 
an agreed p o s i t i o n . He had spoken t o M. Monory only the previous 
week. The l a t t e r had t r i e d to r e c r u i t the Federal Government t o 
a strong common p o s i t i o n . I  t was c l e a r t h a t the French Government 
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feared c r i t i c i s m from the " G a u l l i s t s " i  f they moved very f a r . 

There v/as no problem f o r Germany: p u b l i c opinion accepted the 

l e g i t i m a c y of t h e i r p o s i t i o n as large net payers t o the Community 
they got t h e i r money back i n other ways. Both he and Herr Lahnstein 

repeated several times t h a t they wished t o be as h e l p f u l as 

p o s s i b l e . They d i d not regard themselves as d i r e c t l y i n v o l v e d 

i n what v/as e s s e n t i a l l y an argument between the UK and other members 

of the Community, e s p e c i a l l y France. 

• 


9. Herr Matthofer s a i d he v/anted t o be c l e a r : was the Chancellor 
saying t h a t a r e d u c t i o n of 600 MEUA i n our gross c o n t r i b u t i o n 
from modifying the Dublin mechanism would not be enough? The 
Chancellor s a i d t h a t was so. 

1Q80 EEC Budget 
10. Herr Lahnstein then went on t o probe the UK a t t i t u d e towards 
the European Parliament amendments to the d r a f t 1980 Community 
Budget, r e l a t e d t o the maximum r a t e of increase on n o n - o b l i g a t o r y 
expenditure. The Federal Government, along w i t h France and 
Belgium, had already i n d i c a t e d a wish t o keep the r a t e of growth 
as close as possible to the 13-3 per cent maximum derived from 
applying A r t i c l e 203. He hoped the UK would support them i n 
t r y i n g t o get a reasonable compromise between the Council and the 
Parliament. 

11. The Chancellor said t h a t he v/as not wholly f a m i l i a r w i t h a l l 

the d e t a i l s . But our a t t i t u d e t o t h i s , as t o other matters, would 

be i n f l u e n c e d by the o v e r r i d i n g requirement t o reduce our net 

c o n t r i b u t i o n . He could not give u n q u a l i f i e d support t o the 

German p o s i t i o n , but he was i n c l i n e d t o t h e i r view, so long as t h i s 

d i d not p r e j u d i c e any possible improvement i n our net c o n t r i b u t i o n 

p o s i t i o n . We had made i  t c l e a r t h a t we d i d not want t o see our 

budgetary problem solved by simply i n c r e a s i n g Community expenditure. 

Herr Lahnstein s a i d he understood the UK p o s i t i o n . Perhaps there 

could be f u r t h e r contacts before the issue came up f o r d e c i s i o n 

by the Budget Council? He agreed t h a t i  t was awkward f o r the 

Budget Council to precede the Finance Council; but t h i s was a 

t r e a t y requirement which could not be avoided. 
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Exchange Control 

12. Herr Lahnstein spoke approvingly about the decis i o n to end 

UK exchange c o n t r o l s . He wondered what t h i s meant to the £ and 

why downward pressure had been delayed u n t i l t h i s week. The 

Chancellor r e p l i e d t h a t he had no reason t o t h i n k t h a t the pressure 

on s t e r l i n g the previous day was e s p e c i a l l y due t o the announcement 

on exchange c o n t r o l s . There could be many reasons, i n c l u d i n g 

r e l a t i v e i n t e r e s t r a t e s . The Chancellor went on t o e x p l a i n the 

reasons behind h i s d e c i s i o n , s t r e s s i n g the wisdom of a c q u i r i n g 

income bearing assets overseas t o o f f s e t the d e p l e t i o n of North 

Sea o i l . But i t was bound t o mean t h a t s t e r l i n g would face a 

per i o d of more than average u n c e r t a i n t y u n t i l the market had 

absorbed the consequences of t h i s d e c i s i o n . T h i s , plus r e c u r r e n t 

pressures as a petro-currency, made i t d i f f i c u l t t o f o r e c a s t the 

l i k e l y movements of s t e r l i n g over the next s i x months or so. 


EMS 

13- Herr Lahnstein asked whether t h a t e f f e c t i v e l y also s e t t l e d 

our a t t i t u d e to EMS. The Chancellor said the Government's 

p o s i t i o n on EMS remained unchanged. The exchange c o n t r o l d e c i s i o n 

provided another f a c t o r which made i t d i f f i c u l t f o r s t e r l i n g t o 

j o i n the exchange r a t e mechanism f o r the time being. Herr Matthofer 

sai d t h a t the Federal Government would c e r t a i n l y not i n s i s t on 

UK membership j u s t at the moment. Herr Lahnstein s a i d he was sure 

the answer was to have a UK r e p r e s e n t a t i v e at meetings of EMS 

members. Without s t e r l i n g , i t would mean extending the i n i t i a l 

phase of EMS, but he saw no d i f f i c u l t y i n t h a t . The move t o a 

f u l l European Monetary Fund would have t o be delayed. S i r Kenneth 

Couzens said he hoped any blame f o r lack of progress on s e t t i n g 

up the EMF would not be l a i d at the f e e t of the United Kingdom. 

Herr Matthofer said t h a t would not be done. I n h i s view, the 

i n i t i a l stage of EMS had worked b e t t e r than he had expected and 

he saw no d i f f i c u l t y i n going on as they were. 


14. As a separate matter. Herr Matthofer apologised t o the Chancellor 
f o r the misunderstanding which had led t o the absence of a UK 
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rep r e s e n t a t i v e at the re-alignment meeting i n October. Step 

had been taken t o ensure t h a t t h i s would not be repeated. 


15. The morning session ended at approximately 12.30 p.m. 
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AFTERNOON SESSION 


Following lunch, at which the German team was j o i n e d by 

Graf Lambsdorff, Federal M i n i s t e r f o r Economics, and State-Secretary 

Schlecht, M i n i s t e r s resumed f o r a second b i l a t e r a l discussion at 

which Graf Lambsdorff took the lead.-


Community S t e e l P o l i c y 

16. Graf Lambsdorff, r e c a l l i n g t h a t the Davignon regime was due 
to expire at the end of December, said t h a t , w h i l s t the Federal 
Government were i n favour of an e n t i r e l y f r e e s t e e l market, they 
recognised the necessity t o continue some more l i m i t e d p r o t e c t i o n . 
The Federal Government wanted t o see minimum p r i c e s abolished, 
and had so informed the Commission. I t was not yet known whether 
Commissioner Davignon had s e t t l e d h i s own preference between 
o u t r i g h t a b o l i t i o n and suspension. He understood the United Kingdom 
Government favoured an I t a l i a n exception f o r s t e e l c o i l s . The 
Federal Government were anxious about t h i s . The maximum p r i c e 
arrangements had a d i s r u p t i v e e f f e c t on the market, by g i v i n g 
North I t a l i a n producers the o p p o r t u n i t y t o undercut p r i c e s and 
thr e a t e n the i n d u s t r y i n Southern Germany. He could not see any 
advantage f o r the UK i n pro l o n g i n g the present arrangements and 
asked i  f Her Majesty's Government would be w i l l i n g t o re-consider 
the p o s s i b i l i t y of a compromise. As regards the e x t e r n a l regime, 
the Federal Government wished to see s i g n i f i c a n t r e d u c t i o n i n the 
r e s t r a i n t s on imports from t h i r d c o u n t r i e s - both as t o the number 
of agreements and the number of products covered by them. The 
Federal Government's viev; was t h a t only some 30-40 per cent of 
s t e e l products needed now t o be incl u d e d w i t h i n such agreements; 
t h i s would cover most of those which the UK regarded as s e n s i t i v e . 

17. Replying, the Chancellor explained t h a t the questions r a i s e d 
by Graf Lambsdorff were not w i t h i n h i s d i r e c t M i n i s t e r i a l 
r e s p o n s i b i l i t y . He had a good deal of sympathy w i t h the general 
desire t o a b o l i s h p r o t e c t i v e measures of t h i s k i n d . At the same 
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time, the s t e e l measures were p a r t of an es t a b l i s h e d Community 

framework w i t h i n which the s t e e l i n d u s t r y v/as seeking t o reorganise 

i t s e l f ; and he h e s i t a t e d t o espouse too extensive a l i b e r a l i s a t i o n 

w h i l s t s u b s t a n t i a l s t r u c t u r a l changes were i n t r a i n i n the B r i t i s h 

s t e e l i n d u s t r y . The i n d u s t r y was s t i l  l l o s i n g money h e a v i l y . His 

personal view was t h a t t h i s might not be the time t o countenance 

s i g n i f i c a n t changes i n the present regime. However, he would 

c e r t a i n l y r e p o r t Graf Lambsdorff's views t o the Secretaries of 

State f o r I n d u s t r y and Trade. . 


GATT 

18. Graf Lambsdorff expressed a good deal of anxiety at the French 
deci s i o n t o hold up Commission si g n a t u r e of the MTNs agreement on 
behalf of the European Community. He was p a r t i c u l a r l y w o r r i e d t h a t 
the agreement might not now be signed before 20th November when 
the US waiver on c o u n t e r v a i l i n g d u t i e s ran out. He thought t h a t 
i f the French p o s i t i o n was t o be changed i t was e s s e n t i a l t o 
convince Monsieur Deniau p e r s o n a l l y . 

19. The Chancellor r e p l i e d t h a t he would be seeing Monsieur Monory 
on 6 th November and would take the o p p o r t u n i t y of r a i s i n g the matter 
w i t h him. Graf Lambsdorff sai d t h i s would be h e l p f u l 5 though he 
thought t h a t Monsieur Barre and Monsieur Monory were already 
favourably disposed towards the matter. 

Energy 

20. Graf Lambsdorff spoke i n r a t h e r c r i t i c a l . terms of what he 
c a l l e d our "lack of f l e x i b i l i t y " i n using North Sea o i l t o ease 
the EEC's d i f f i c u l t y i n meeting the 1985 import t a r g e t s agreed i n 
Tokyo and subsequently confirmed at the meeting of Energy M i n i s t e r s 
held i n Paris. The UK net export f i g u r e of 23 m i l l i o n tons a 
year at the time of Tokyo had subsequently been reduced t o n i l , 
and only r e c e n t l y increased t o 5 m i l l i o n tons a year, US 
i n t e r p r e t a t i o n was th a t UK production gave no f l e x i b i l i t y i n 
meeting the o v e r a l l EEC import t a r g e t . The Federal Government had 
t o l d Secretary Duncan t h a t they d i d not accept t h a t i n t e r p r e t a t i o n . 
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Graf Lambsdorff said he would be g r a t e f u l i  f the Chancellor would 

r e l a y h i s a n x i e t i e s t o the Secretary of State f o r Energy, and seek 

a r e c o n s i d e r a t i o n of the p o s i t i o n by Her Majesty's Government. 

He found i t d i f f i c u l t t o advise h i s own colleagues t o be more 

f l e x i b l e i n other f i e l d s i f the UK was not prepared t o be more 

f l e x i b l e on t h i s . 


21. The Chancellor s a i d he was less f a m i l i a r than the Secretary 

of State f o r Energy w i t h the d e t a i l s of t h i s s u b j e c t . He noted, 

w i t h o u t p r e j u d i c e , what Graf Lambsdorff had s a i d and undertook t o 

see t h a t h i s views were relayed t o the Secretary of State f o r 

Energy. S i r Kenneth Couzens mentioned the d e c i s i o n t o cut back 

on g a s - f l a r i n g as a f a c t o r l i m i t i n g North Sea o i l p r o d u c t i o n : he 

hoped the Federal Government would recognise the wisdom of t h a t 

d e c i s i o n . Graf Lambsdorff acknowledged t h i s ; but p e r s i s t e d ' i n 

pressing f o r greater f l e x i b i l i t y on the 5 m i l l i o n tons f i g u r e . 

B r i t i s h North Sea o i l represented the only f l e x i b i l i t y a v a i l a b l e 

to the Community. 


22. The discussion ended w i t h Herr Lahnstein making some r i t u a l 

noises about the spot market, and about r e p o r t s which reached him 

on a v i s i t t o P i t t s b u r g of fears about the p r i c e of BNOC forward 

sales. The Chancellor r e p l i e d t h a t BNOC were f o l l o w i n g , not l e a d i n g 

the market; the p r i c e s they were charging p r o p e r l y r e f l e c t e d the 

value of s e c u r i t y of supply. Prices had c e r t a i n l y not been f i x e d 

i n a h o s t i l e way. 


23. The afternoon session ended at approximately 3.40 p.m. 
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