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1. It may help you in organising the Chancellor's papers for
the 25 March hearing to have the attached checklist of papers
submitted to outsiders by the Committee.

2, You have already had copies of most of the papers sent to

us by the Committee but I attach to this note copies of TR(Budget)
8, 10 and 11 which you have not had so far. The briefing for

25 March, being supplied separately, covers points r«ised in

these papers and in those received earlier,

3. Copies of the various papers have gone to those directly

concerned with briefing. If copy recipients would like a copy
of any of them would they please contact Mr Blower (ext 3267)

later this week. But would they please note:-

(i) photocopying is expensive: '"is your copy really
necessary" or could you share?

(ii) because of skteff shortages in CU it will not be possible
toc supply spare copies today.
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INLAND REVENUE
MANAGEMENT DIVISION
SOMERSET HOUSE

PS/CHANCELLOR 2L March 1981

SELECT COMMITTEE - WEDNESDAY 25 MARCH

1e As you know, the Chancellor is to appear before the Treasury and Civil
Service Select Committee tomorrow, and one of the subjects he is likely to be
questioned about is the effect of the Budget on Inland Revenue staffing levels.
Following the request made at last week's hearing, a draft memorandum/was
submitted to the Chancellor for approval, before being sent on to the Committee.
The memorandum is self explanatory, but there are one or two points which it

may be helpful to bring out.

Taxpayer numbers

2 The decision not to raise personal allowances and other thresholds has an

effect on taxpayer numbers which might be illustrated by means of a table.

000's
1980/81 1981/82 (Post 1981/82 (with
Budget) indexation)
Taxpayers 25,560 26,090 24,840 3
Higher rate taxpayers
included in above 760 1,000, 640

3 If there had been full indexation in the Budget, there would have been a fall
in the number of taxpayers in 1981/82 compared to 1980/81 of 720,000. As there

cc Chief Secretary Sir Lawrence Airey
Financial Secretary Mr Green
Minister of State (C) Mr Boyd
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Mr Cropper Mr McConnachie
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was no increase in allowances, there will instead be an increase in the number
of taxpayers compared to 1960/81 of 530,000. The same pattern is repeated for
higher rate taxpayers. Indexation of allowances would have taken 120,000
taxpayers out of higher rates compared to 1980/81. Non-indexation means

instead that 240,000 go into the higher rates.

L, Some members of the Committee might seek to present these figures rather
differently, by pointing to the difference in effect between full indexation
and no increase. Because the first would have resulted in a decrease, and the
second an increase in the number of taxpayers, this is the worst picture that
could be presented. On this basis, there will be 1,250,000 more people paying
income tax in 1981/82 as a result of the Budget than if there had been full
indexation, and 360,000 more people will be paying tax at the higher rates.

Staffing Effects

5. Compared with 1980/81 we will need to spend 375 more manyears in 1981/82
dealing with these increased numbers, rising to 550 manyears thereafter. The
difference in taxpayer numbers with and without full indexation would imply
a total staff cost of 840 manyears in 1981/82 and 1120 thereafter. However,
there will also be a 'one-off" saving of time in dealing with the generality
of taxpayers in 1981/82 as a result of the Budget. This is because, as
allowances are not being increased, there will be no need to carry out a
general PAYE recode in 1981/82, and this will save us up to 500 staff. (All
these costings are given in "manyears'", which represents the work a fully

trained member of staff would do in a year.)

e On the financial side, the additional cost to the Revenue of the increased
staff needed over 1980/81 levels is nil for 1981/82 (because of the offsetting
savings described above) and about £m3 each year (at current prices) thereafter.
The financial cost of not increasing allowances and thresholds, compared to

full indexation is about £m2.0 for 1981/82 (after taking account of the offsetting

savings) and about £mb.7 each year thereafter.

7o Other changes associated with the Budget also have manpower implications.
The main one of these is the application of PAYE to benefits from company cars.
To set up the scheme will cost 40 manyears in 1981/82, but there will be a staff
saving in 1982/83 of 100 manyears and in 1983/84 of 200 manyears. However, this

2e



proposal has not yet been announced and therefore no mention of it should be
made in front of the Committee. The '"net" cost to the Inland Revenue of all
the Budget measures is estimated at 450 manyears in 1981/82, 520 in 1982/83%
and 459@5%2§§after, as compared with the staff requirement for 1980/81, but
for %986/%4 the costs will be more than offset by the savings arising from

the avoidance of a Budget recoding exercise.

General

Bn In spite of the Budget measures, Inland Revenue numbers have fallen and

will continue to fall. They have come down by over 8500 since the Government

took office, and a further 1300 savings or so will be achieved by April 1982.

A PINDER
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THY BUDGET STRATEGY

Text of a lecture given by the Rt Hon Nigel Lawson MP, Financial Secre

to the Treasury, to the Institute for Fiscal Studies on Monday 23 Marc
1981

I was invited to speak about the Budget Strategy. I am afraid I

have to confess that there is nothing new about that strategy. It

is the strategy on which we embarked as soon as we assumed office

a little under two years ago; and it is the strategy that was
subsequently enshrined in the Medium Term Financial Strategy launched,
in both quantified and qualified form, at the time of the 1980

Budget, almost exactly a year ago.

Such consistency and firmness of purpose is, I recognise, somewhat
unusual and deeply shocking. It has inevitably attracted a
considerable amount of criticism, some of which I shall seek to

answer during the course of this talke.

But there is one respect in which the Budget undoubtedly marks a
setback - a temporary setback, I believe, but one nevertheless which

I have no wish to deny. .

Right from the outset we have had what in this exalted company I
think I can safely call a macroeconomic and a microeconomic policy
objective. The macroeconomic objective is the conquest of inflation,
to be achieved by the monetary and fiscal stance of which this year's
Budget is a notable part. The microeconomic policy objective is

the improvement of the performance of the supply aide of the economy,
by the removal of unnecessary market distortions in general and the

enhancement of incentives by income tax cuts in particular.



The reconciliation of these two objectives depends essentially on

a progressive and adequate reduction in the real level of public
cexpenditure. As we said quite clearly in the Manifesto on which

we were elected: "The State takes too much of the nation's income;
its share must be steadily reduced." Insofar athhis does not occur,
then, as this year's Budget has shown, we are likely to find that

the fiscal balance necessary for continued success in the battle
against inflation requires an increase rather than a diminution in

the real burden of income tax.

As the Budget Red Book - the Financial Statement and Budget Report -
put it, "Although this does not prejudice the achievement of the
Government's monetary policy and financial strategy, it is clearly
unsatisfactory in the‘contexf of the Government's wider economic
objectives." And this year's Public Expenditure White Paper, also
published on Budget day, put the matter equally clearly in its very
first sentence: "The totals in 1980-81 and in future years are higher
‘than previously expected and higher than the Government would wish
in the light of their financial and economic objectives. The
Governmen§ regard this development as one which requires the most
serious attention during the 1981 annual Survey, when the plans for

1982-83 onwards will be reviewed."

Meanwhile, we have to live over the coming financial year with a
burden of income tax higher than any of us would have wished. The
Institute for Fiscal Studies has made its usual eXpert appraisal of

the distributional and incentive effects of the tax changes announced
in the Budget. So far as the distributional effects are concerned,

I note that you - or should I say Mr Kay and Mr Morris, on your

behalf - have reached the general conclusion that it is the better
off who suffer most as a result of this Budget. This broadly confirms

our own in-house analysis, although it may come as a surprise to some

of our opponents.

So far as incentives are concerned, however, there is a rather
fundamental difference between the IFS approach and ours. Broadly

speaking, you treat almost all forms of taxation equally, with a
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heroic lack of discrimination. Thus, for example, you treat the
employer's National Insurance Surcharge as if it we ,Y? yh,ol f y a _tax
oZZLQgﬂinﬂixigggl,?just like income tax. By contrast, while not
denying the relevance of the overall burden of taxation, we attach
special importance so far as incentives are conéerned to a man's
marginal rate of income tax. That, for-example, is why we chose to
keep personal allowances and thresholds unchanged in money terms rathe
than increase the basic rate by 3 per cent. The route the Chaqcellor
chose increases the margiﬁal rate of tax for that minority of the
population,who, as a result of non—indexatioh, find themselves pushed
into a higher tax bracket (or indeed pushed into tax for the first

time). But the alternative would have increaseqmthgﬁmggg&ggimggﬁgn?f

tax for the overwhelming majority of the population.

Perhaps I may be pcrmitted a personal note at this point, since my
name is particularly associated with the so-called Rooker-Wise
provision, which we ‘shall not be implementing this year. Indeed,
,the Leader of the Opposition has called for my resignation on that

account.

In fact, as anyone who cares to re-read the Hansard reports of the
depates on the 1977 Finance Bill can readily discover, my position

has been consistent throughout. I have never believed that automatic
indexation was realistic: no Chahcellor's hands can be tied in this
way. What matters is that, instead of the norm being no change in

the allowances in money terms, the .norm should be full revalorisation.
Instead of ﬁo‘change in money terms requiring, as it used to, no
Budget resolution, no clause in the Finance Bill, and no approval by
Parliament, the failure to revalorise now has to be open and explicit:
it requires a Budget resolution, a clause in the Finance Bill, and

the express approval of Parliament. And that situation has been in to
way altered by this year's decision: section 2/t of the Finance Act, 19{

as it now is, remains fully on the Statute Book.

I believe that this significant change, which I helped to bring about
in 1977, will greatly increase the probability that the allowances - ar
since 1980 the higher rate thresholds, too - maintain their real value
over time, which I continue to believe to be a good thing. But it can
and does not ensure that this is so. That is impossible. But

what is also now impossible, thanks to section 24, is an increase
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in the burden of income tax by stealth. Certainly, no-one could claim
that what we have done this year has gone unnoticed: nor, of course, dic
the Chancellor make any at%empt to conceal either it or its consequence:
He made the position absolutely clear in his Budget speech; and the
underlying arithmetic was set out at the beginning of the FSBR.

But to return to the broad Budget strategy.

There is, I believe, general agreement - it is not of course

universal agreement: nothing in economic policy can ever attain that

status - but general agreement on three propositions.

First, that the conquest ~of inflation.is both a good in itself

AT

and a necessary ‘(even if not in itself a sufficient) éogdition of

sustained economic growth,

Second, that inflation is in fact coming down.

- —
-
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And third, that this has been brought about by tight f§nancia1

S -

conditions. It is self-evident that this progress in the battle
agaixst inflation could not continue“if government were té resort,
instead, to periodic fiscal boosts in order to secure some short-
lived advantage in terms of output. That being so, it is desirable
not merely to refrain from such action, but in addition to lét
everyone know that the Government has no intention of proceeding in
this way. People have a right to know where they stand (particularly
after the excesses of the past), and will adjust tﬁeir expectations

accordingly.

That, in essence, is the meaning and purpose of the Medium Term

Financial Strategy.

And why that‘Strategy remains firmly in ﬁlace.

Nevertheless, in reviewing the pattern of events over the past year,

two specific questions presented themselves in this context.

The first was whether last year'’s very high rate of recorded growth |
of braad money would fuel a resurgence of inflation in the future -

and, if so, what we proposed to do about it.




The second, rather less important, question was whether we should be
trying to get off the hook of £M3.

faking the second of these>questions first, it is undoubtedly true
that £M3 was not a very gbod guide to underlying monetary conditions
last year. This waé in part thénks to the removal of the corset

and the unwinding of the distortions for which the corset has been

responsible.

However embarrassing in the short term, this change was thoroughly
desirable. And now that the distortions have been largely removed,
there are clear signs of a marked deceleration in the rate of growth
of £M3.

But of course we never were impaled on the hook of £M3 in the way that

m s B

our critics have frequently alleged. We have all along made clear -
perhaps most deflnltively in the Green Paper on Monetary Control we
published a little over a year ago - that to assess underlying
monetary conditions properly - it is necessary to take account of all
the various monetary’indicators. broad and narrow alike; we alsd take

into account the level of real interest rates. -

But for a country with a Budget deficit the size of ours, the
importance over the medium term of a broad aggregate like £M3, w1th

its clear link with fiscal policy, cannot be gainsaid.

None of this, however, goes far to answer the more important of the two
questions I posed - whether last year's very high recorded growth
of broad money, which was certainly not wholly the result of the

corset episode, has serious implications for future inflation.

Clearly, this is something we shall need to watch carefully; since

in theory any inc;ease in liquidity as shown by the wider measures

of money might be spent to fuel inflation later,

But in practice this is unlikely to occur, not least because much

of the increase iﬁ‘liquidity. representing as it does an attempt

by the private sector to make good the ravages of inflation on

their financial assets, will be firmly held. Analysis of the figures
suggests that private holdings of financial assets, including in
particular broad money, are nﬁw at a more normal real level, and

there should be no repetition of what was a special, one-for-all,
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surge in the demand for money. Although it would be unwise to read

et ——— ey

00 much into short-term movements of broad money, it is notable that,

over the past three months. the rate of growth of £M3 has come back

M

sharply to plumb in-the middle of the target range: a deceleration we

prediéted last November, inéidentally. when MLR was lowered from
16% to 14%.

So there is.every reason fo be quietly confident that the track we have
set for £M3 from now on.will produce a sufficient degree of financial
tightness over the coming years; and given the determined steps we have
taken to cut back the PSBR means that this should be compatiblé with

lower interest rates than would otherwise have been the case.

Meanwhile, as I pointed out in a speech I made in Zurich a couple

of months ago, the expérience of the past year has also demonstrated
the need to improve our funding techniques. This is not merely a
matter of improving our abiliiy to control £M3 in an inevitably
uncertain world; it is also because, as I argued at Zurich, "It is

the method of as well as the need for, funding which largely determines
the system by which interest rates are generated at both the short

end and the long end of the market".

Thekgzﬁ_igggiggwgilt. for }he first issue of thch lists open and
close this week, is of the first importance in this context. There
are, of course, other considerations,.tdo. An indexed gilt reduces
the risk of the Government having to pay very high debt interest in
real terms as inflation comes down, while in the meantime there is
a measure of immediate relief to the PSBR. But the biggest gain at
the present time is to our techniques of monetary control. This
arises partly because we will be selling « in addition to
conventional gilts, which will of course remain on offer - a
different kind of instrument which will have its own unique appeal

to the institutions concerned' a greengrocer selling apples and oranges

will on the whole do better than one who insists on selling nothing but
apples. But the gain also arises because of the method of sale: the
indexed gilt is perforce being sold by auction and will continue to be
sold in this way. Among other things it giéé:}hus provide a means of
influencing long term rates of interest d1rect1y rather than attempting

to do this at a distance by operating on short rates.




*11 in all, I have.littleadoubt that the addition of the indexed gilt
to our funding armoury will, over time, enable us to achieve our overall
monetary objectives at a lower level of interest rates than would otherw

be the case, to the benefit of the economy as a whole and of industry in

particular.

But of course the main argument current raging over the Budget is not

concerned with the innovation of the indexed gilt.
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Once again we are involved in an argument as to whether an

attempt by the Government to pay for its expenditure by increasing

" taxes is deflatioﬁary. Unlike many arguments of this kind this

is not a debate on whether to have more public expenditure or not.
‘The debate on this Budget has been whether or.hpt we should pay
explicitly for the planned level of expenditure., It is the aim

of this Government to attempt to reduce the share of public '
expenditure in output; but it is also an important objective to finan¢

any expenditure in a responsible waye.

This surdy seems reasonabie enough. -But the contention of some

of our critics is that any attempt to reduce the PSBR by increased
taxes will produce a downward spiral of output, This argument suggest
that the increased thxes,le#ied in the Budget will so reduce

demand and output that tax revenues will fall and public expenditure
increase to the point where the PSBR, instead of falling, will
actually rise, And if, instead of accepting this, the’ Government
continues to pursue its lower PSBR target a further dose of fiscal
contraction would have to be administered, which would be equally

self-defeating - and so on (presumably) ad infinitum,

Needless to say, this view is wholly mistaken, It .displays a ma jor
misunderstanding both of Government policy and of how the economy

works.

The first important point is that the fiscal stance has to be assessed
against the background of a fixed money supply target. This

aspect of the debate is not whether to have a higher woney supply
target or mnot, although that itself wmay be a separate issue; this
aspect of the debate is whetheyx, given the money supply target, we
should have a higher or a lower Budget deficit. It is the Government'
contention that itis essentially the growth of the mqggxﬁgggply

in relation to-lhe inflation rate that will_bgpthe prime determinant

of the overall Yevel of domestic
‘I‘ o - = - . -
economy, and not the fiscal stance, And we have no intention of

demand and hence output in Eﬁé

gllowing our wonetary stance to be such as to lead output to spiral
downwards. Over the winter of 1979/80 monetary policy was undoubtedly

and necessarily tight; inflation was accelerating and was in tura well



above the rate of monetary growth. Since last summer there has been
a major transformation. ﬂonetary growth has accelerated while the
inflation rate itself has’been falling. And now.that the overall
level of real money balances is back to a more_hormal level, we

can expect to see some stabilisation of domestic demand emerging

in the economy.

7 Looking ahead, we begin the next financial year with an underlying

l | inflation rate. “.close to 10 per cent per annum. This is

| bl
I

Il roughly on line with, albeit at the top end of, the new target band

mae—

of 6-10 per cent fixed for the growth of money supply over the next

financial year, Furthermore over the course of the year we

| financial year. ' . _

? expect the inflation rate to fall to 8 per cent. Taking into account
1

|

|

the upward trend in velocity,fwhich is on average some 1-2% a year,

[ N—

this is quite enough to allow some real recovery of domestic demand.

Irrespective of the.stance of fiscal policy, and given the monetary

path we have set, for as long as inflation continues to be reduced

A ———e
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it is thus quite wrong to imagine that output can spiral downwards.

Moreover, even in fiscal terms it is important to be clear that we

'have deliberatly_gg;;ninadaxgggm_aising taxes to pay for the extent
by which the PSBR is/in}fgted as a result of the recesssion helng

greater than expected., Essentiall this is not a matter of
discretionary action.but:rather/ the operation of automatic stabilisers
'In a recession it is normal for private borrowing to/ﬁeduced thus
making way for the higher level of public borrowing that tends
automatically\to occur on existing policies. I explained this
analysis and approach in a speech to a Financial Times Conference

on January 1980-and repeated it in Zurich earlier this year. So I
trust I do not need to elaborate any further tonight. In terms

of figures, our calculations suggested that in 1981/82 the PSBR

will be some £3 billion higher than we envisaged last year as a

result of the recession beihé greaterhthan we then expected. Taking thi
into accountwe have raised the original Medium Term Financial

Strategy guideline for the appropriateélevel of the budget deficit
from £74 billion to £10} billion. |



I trust that this,too,will help to reassure these who fear that
we are somehow trying to chase our.own tail in all this. We are
nots But I do not believe that it has yet been sufficiently

appreciated that, given a particular rate of monetary growth,

the fiscal stance has its main impact upon the distribution of

demand rather than upon the level of domestic demand. In partlcular.

as a result of the level of interest rates, a low dggigigvtqug

[S===

to favour investment rather than consumption, whereas a high

deficit favours consumption rather than investment.,

e e S — S e == nET———

If we cut public borrowing by raising taxes then with a fixed

money supply it is likely’that either bank lending must rise or

the level of bond sales by the Government can be allowed to fall.

If savings have been reduced by the increased level of taxes then

we might expect some decline in bond sales but if interest rates

_are allowed to fall and bank lending by the private sector is allowed
to rise to replace some of the fall in publid sector bbrrowing then in
turn this will have an impact upon the total level of domestic
demand., Is there any reason to believe that demand will fall if-

we replace lower public sector borrowing by higher private sector
bSrrowing? Is there any special merit in public sector borrowing?

I must confess I cannot see it.

Alternatively sdppose that the benefit of the lowef fiscal deficit

is reflected in considerably lower debt sales. "In this case there
are now more financial resources available in the private sector

to lend to otﬁer parts of the private sector. If the private sector
does not have to lend to the Government is it note possible that

some of its available funds might go to the company sector, and boost
expendi ture that way? thﬁshould it follow that, as a society, we

=g

can make ourselves better off by collectively pay1ng ‘the Government
-

less tax and instead collectively 1ending themwre money; particularly

as the interest rates on Government stock will have to be raised to

—

persuade us all to lend that money to the Government.
—_— s

10
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The truth is that the reduction in the PSBR brought about by the
Budget is unlikely to make much overall dlfference to the total level

of demand. In the short term, there may be some very modest

contractionary effect. But the more important point is that,
—_— !

taking full account of the Budget, we expect output to be on a

rising trend during 1981/82.

To sum up, the &ain demand effect of this éudget as we see it,

is to change the balance of demand between consumers and companies;
and between consumption and investment. In the short run, but only
in the short run, if we cut taxes and leave the money supply unchanged
we may get a little more demand - but even that is not certain’

,But in the long run we will only succeed in giving more resources

to consumers and pensalising private sector borrowers; this particular
applies to the company sector who will find their access to funds
reduced and the price of those funds increased. '

In the Medium Term Financjial Strategy we have set a path for fiscal
policy that is consistent with monetary policy so as to have

balanced development of the financial markéts. We have attempted

to ensure that as far as possible the growth of .the total level of
financial aﬁsets in the economy will be at a rate consistent with the
money supply target. The fiscal framework as set out should lead

to a growth of national debt that is consistent with thé money supply.
In turn this should avoid excess pressure upon the markets for
gﬁvernment debt. We believe that it is unwise to unbalance this
"pattern by running large fiscal deficits and forcing the financial
markets to take an excessive burden of debt. But at the same time

we are not attempting to impose an undue burden on the taxpayer

by trying to cut the fiscal deficit faster than is required to meet
the  monetary target ::as ;:fgj;f interest. This is a balanced policy.
Both monetary policy and fiscal policy should move in step with

each other. While no-one likes paying higher taxes, and this I

11
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accept, it is wholly wrong to suppose or suggest that the Budget

imposes an unduly severe fiscal policy upon the economy.

However, in recent weeks we have had a rgsurgean of mechanical
calculations concerning the effects of bolicy changes. The

Treasury Committee of the House of Commons have argued that to get
inflation down by 1 per cent requires, over a four-year period,’

a cumulative loss of output of 4% and the equivalent of a year's
additional unemploymént for 650,000 people. At the same time we

have had assertions of the so called deflationary impact of the budget
estimated at some 1-2 per cent of output. What we appear to have beer
provided with is a DIY policy trade-off kit. But it is only when we
look at the implications that we really begin to see the nonsense
implied in such calculations. - e

—

Take first the so-called inflation/unemployment trade-off.

'If a lasting fall in the ~rate oflinflation of about 1 per cent

per annum can be achieved at a cost of 650,000 man-years unemployment,
presumably this calculation can eqnaliy well be reversed and thus
provide us with a simple way of curing unemployment if only we

are prepared to accept the higher inflation. Let us see what this
would imply in practice. The Public Expenditure White Paper assumes
an/onemployment rate of 2.5 million in 1981/82 and 2.7 million

in 1982-83 and 1983-84, This/éggﬁ% imply a cumulative unemployment
figure of about 10 million over four years. Suppose that we wished
to have no more than a cumulative level of 4 million unemployed
over the next four years; that is an average of 1 million. The
solution, according to the Treasury Committee's ready-reékoner,

is simple. All we need to reduce unemployment by 6 million over
this period is 9 per cent higher inflation for ever. You may

be forgiven for thinking that this is quite remarkable. But why
stop at 1 million as a target? Surely we cannot be satisfied with
anything less than abolishing unemployment for the ne#t few years
entirely. And what is needed for that?: Again. according to this

ready reckoner 15 per cent higher inflation for ever and we can

have four _years ofﬁzero unemployment. Who can possibly take this

_.,g--’

sort of nonsense ser;ously. particularly when we recall that the

crucially important feature of the. past quarter of a century is the

12
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the way on which inflation and unemployment, under successive governme:

have steadily and insepargbly risene.

Then we have the other set of number-mongers who predict that
the £4 billion tax increase in the budget will have knocked 2
per cent off output. That is with an unchanged money supply.
Extrapolating this in much the same way produces the obvious
answer to our low level of output. If a £15 billion PSBR would
have been 2 per cent better than a £10% billion PSBR why stop
there? A £20 billion PSBR might have added yet a further .2’
per cent to output. But perhaps wﬁat we really needed was a £30
billion PSBR so as to generate a further _5 per cen£ qf output

and really get our factories humming.

In the 1960's the UK had an inflation rate of about 34 per cent;
during the lifetime of the last government this had risen to an

. average of 15 per cent per annum. At the same time ynemployment
rose from a level of under 3 million in the early 1960's to an avera;

level of 11 million in the period of the last government. Now we learn

~ that appdfently all that was'preventing us from avoiding this
deterioration in unemployment was a failure.to let inflation rise
hiéh enough, So far from having too much inflation it now appears
that our unemployment problems are begause we have had too little

inflation. Does it surprise you that we have got into our present

difficulties of high inflation and high unemployment when we have a

sxgnlfxcant group of people who believe in such magic.

Y

¢
It is claimed by the proponents of these ideas that the calculations
are based upon the Treasury model. It just goes to show .

" how » careful you have to be when handling a model.

Certainly the keepers of these models/lntended such absurd
calculations to be made. The models are based upon historical
information generated over a period eﬁ;y'when there was no active
monetary policy; they ere based upon a period when any attempt to
control inflation was temporary; and éhey are based upon a period
when policy tended to be directed towards vaiidating wage and price
increases for fear that to refuse to do so would cause short-term

pressure on demand and output,

13



The conclusions of the Treasury Committee are based on the assumption

that the future must be like the past, mindlessly extrapolated. The

“whole purpose of the pre;ent Government's économic gtrategy is to
ensure that the future is not like the past. In the early stages

of a change of policy people do require-time to adjust to the

changed circumstances., We are aware of this. But it would be totally
wrong to assume that they will never learn; or that they will learn
in some mechanical dumb animal way. To assume that is sadly té
underestimate the perceptiveness and self interest of unions

and companies alike, and the adaptability of the economy as a whole.,
The early stages of bringing down inflation are inevitably difficul<;
that much is well know and accepted. But blindly td\e$trapolate

such experience over a larger time period is totally wrong.

14
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I mentioned a few moments ago that, not only do we not accept that the
Budget is in any significant sense contractionary, but that we in fact
éxpect to see output on a }ising trend over the coming financial year,
1981-82.

This expectation is reinforced by the behaviour of the indicator

series putlished regularly by the CSO. The longer leading indicator
has been -rising - ) '~ _ .since November 1979, the shorter leading
indicator since November 1980, and the coincident indicator has ceased
to fall since last November. Moreover, there is a growing amount of
anecdotal evidence from industry tending to confirm\tbis presumption.
'‘That's all very well’, reply the gloom-mongers and assorted sceptics,
'But where is the groﬁth going to come from?' The most obvious answer
is that, just as the recession héd as three important components a mass
wave of destocking, a sharp increase in the savings ratio, and\the
world recession, so the recovery is likely to be assisted by a slowing
down in the rate of destocking, as inventories approach the desired
level, by a fall in the saviﬁgs ratid. as inflation and inflationary
expectations fall, and by sdhe upturn in the world economy, generally
expected to occur this year.

But behind this scepticism lies the usually unspoken assumption that no
economic recovery is ever possible other than by a conscious act of
demand management by an expansionist government. This view, which is
remarkably widely and deeply held, is not merely economic nonsense -
implying as it\does that the economy in general and the labour market
in particular is quite incapable of adjusting to changing conditions, ar
that market forces are not merely blunted by the imperfections of the
real world: they don't operate at all, It is alsq and much more obvious
historical nonsense. If neo-Keynesian demand management were the
necessary condition of economic growth, we would all still be living

in caves and wearing woad, instead of listéning to lectures at the
centrally-heated Charing Cross Hotel. ; I am, needless to say,

making no value judgement here.

Or take the 1930s, about which there is a great deal of talk, not all
of it very well informed, nowadays. The depth of the great depression,

in 1932, was very grim indéed for é'large number of people. But the

18



recovery from that depression, so far as this country is concerned (sc
others fared less well), &aL astonishingly vigorous, And it occurred
not because of rearmament: that happene& later. Nor was there any hirs
of governmental demand'ménqgément:chat“@ook é'further decade to congq
the Treasury. It occurrea in the context of a policy of

economic orthodoxy. compris;ng minimal State interference, sound mone:

and low interest rates,

If we want to learn lessons from the past - and we should = it would 1
well to learn the‘right ones, troﬁ the real past. ~

Mr Chairman, the strategy of this year's Budget is the medium-term
strategy we have been pursuing since we took office, It is a
strategy dedicated above nll to the -conquest of inflation, and it

has already achieved an encouraging degree of success towarda that
end. And it is a strategy that lays ‘the essential foundation for

the wider economic objectives. in terms of growth and employment.
which we all share.' '

Hennwhile. the alternatives put before us all add up to the beguiling
but fatal proposition that pubdblic expenditure. even in an age of
inflation, doesn®t have to be paid for. Too often, politicians

have been tempted down this primrose. path, and been.rightly

condemned for doing so. Here is a Government {hat has had the

courage to resist that temptation.

16
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Te I"IRJPN{ //9' cc Chief Secretary
: Financial Secretary
2. CHANCELLOR OF THE EXCHEQUER Sir Douglas Wass
Mr Burns

Mr Middleton
Mr Battishill

IMr Burgner
hﬂﬂbﬂB N IMr Bridgeman
. Miss Brown
F < Ifr Cassell
(\ Mr Evans
ford Mr Monck
" 1 e sllen
M ‘;tg ‘/“W‘ I"PESTGil%o§i
- urnbu
/ Mr Ward
PS/Custons
PS/Revenue
Mr Ridley

PAPERS FOR TREASURY COMIITTEE

o Annex A to Mr Unwin's submission of 20 March listed eight
papers in preparation for the Committee following the 18 March
session with officials. He explained that we would try to get
drafts to you for approval tonight so that as many as possible
could go over to the Committee tomorrow (though not early enough
to provide members with time to absorb them properly).

2s I now attach for your spproval drafts of five of the papers:

No. Title Co-ordinating
Division
Ta Velocity, real &£lM3 and Private
Sector Financial Wealth - HF3
2e OECD Definition of PSBR GEA
e Stockbuilding EA
4, Natural rate of unemployment MP

D 1981-82 PSBR projecting and forecasts CU



Papers 1 and 2 are still subject to final titivation but we
should be grateful if you could clear them as they stand and
leave the lead divisions with discretion for final editing.

B Paper 3 is a response to the Committee's request for more
details of the stocks forecast, including a breakdown between
manufacturing and the distributive trades, and within manufacturing
into materials and fuel, work in progress and finished goods.
Mindful of your decision last autumn not to increase the scope of
forecasting material made available, the draft goes only part way
to meeting the Committee: it gives in broad terms the scale of
destocking forecast for manufacturing, and the stock/output ratio
for mid 1982, but no more. As always, by providing this information
we ghould set a precedent and would have to expect to be asgked for
it again in future. But it would be difficult to be any less
forthcoming than we propose.

4, The position on the remaining three papers is as follows:-—

.. Staff etc cost for Revenue implied by non-revalorisation
of allowances:

Revenue are I understand submitting this to you
direct tonight;

.. 1980-81 spending oubt-turn:

GEP have not been able to complete this;

n Distributional effects of Budget:

as foreshadowed in the attachment to Mr Unwin's
minute, FP have concluded that they could not
complete a paper on this (which would require a
great deal of very careful and detailed work) in
time for submission to the Committee tomorrow.

Mr Battishill can explain further at your meeting
tomorrow.



Conclusion

5. We should be grateful for your early approval of the five
papers attached (subject to final editing in the case of the

first two papers). We willAbe able to get final versions to
the Committee tomorrow afternoon.

M T FOIGER
2% March 1981
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cc: Chief Secretary .
Financial Secretary
Minister of State(C)
Minister of State(L)
Sir Douglas Wass
Mr Ryrie
Sir Anthony Rawlinson
Mr Burns
Mr Middleton
Mr Byatt
Mr Christie
Mr Unwin
Mr Bridgeman
Mr Cassell
Mr Monck
"ECONOMIST" 21-27 MARCH ARTICLE Mrs Case
"FATR-WEATHER FORECASTS" Mr Wicks
(page 45) Mr Norton

Chancellor of the Exchequer

I understand that you have asked for briefing on this article,
particularly with the TCSC in mind. The theme of the article

v - the difficulty of financing nationalised industry investment
within the PSBR -.is covered in some briefing provided by Mr Cassell.
This note is about more specific points from the article.

2 The article comments are based on table 17 in the FSBR (copy
attached). The figures quoted are drawn either from the column
giving current cost operating profits (which is an innovation in
this FSBR) or external finance .limits o (the last column on
the right of the table).

Da The figures quoted appear accurate. Those for gas and elec—
tricity are adjusted to take account of the price concessions to large
énergy users announced in the Budget. But neither the gas nor the
BNOC figure take account of the gas levy or changes to North Sea
taxation (see footnote (9) to the 1981-82 table). As the article
points out, the table does not make allowance for concessions to

the coal industry (keeping uneconomic pits open and reducing imports).
However you announced an increase in the size of the Contingency
Reserve in your Budget Statement. The increased expenditures for

coal given in the article are broadly correct as far as they go.

But there will be repercussions affecting prices and pay and the
eventual bill will be considerably higher. If the Committee press

you on figures for coal you should avoid being drawn and refer them

to Mr Howell as sponsor Minister.

N
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4, The article goes on to imply that the nationalised industries
will need more finance in 1981-82 than their current EFLs allow.
This is undoubtedly correct. Apart from the coal concessions several
industries base: their requirements for finance on economic assump-
tions which are likely to prove optimistic. Their revenue is likely
to be below forecast. For this reason we have made provision for
the industries within the Contingency Reserve of £1250m which is
intended to cover all contingencies. However these dispositions
should not be revealed to the Committee. If pressed you should
emphasise the inevitable uncertainty of EFLs which are the residual
between large flows of expenditure and revenue and are highly sensi-
tive to trading conditions. ZThis is emphasised in Cmnd 8175 and
was spelt out at great length in the paper sent to the Committee
last November./ N

S The second part of the article deals with so-called "escape
routes" for the nationalised industries because of the difficulty of
financing desirable investment from within the PSBR. The article
mainly concentrates on British Rail. You should avoid getting drawn
on the details (these shonld be referred to Mr Fowler). It would be
best if (in addition to Mr Cassell's briefing) you were able to rest
on the formula used in your winding-up speech in the Budget Debate
i.e. that you are continuing to search for ways of attracting private
capital to provide investment where this offers real pressure for
improved performance on the management of the industry and where

monetary consequences are more beneficial than alternative forms of
finance.

ZF The article refers to proposals to involve private capital in
connection with BR plans for electrification, by way of leasing
fixed assets to BR (there are a number of different ideas around, of
this kind). You may however like brief comments on the 3 "problems"
which the article identifies in the way of a leasing solution to
funding investment over existing levels. You could draw on this if
necessarys:
i) Equipment suppliers are reluctant to make the investment
without a Government guarantee. This could well be a stumbling
block. Private sector investment with a Government guarantee
is scarcely distinguishable from Government borrowing. It
involves no pressures on performance.

s s
RESTRICTED
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ii) Nationalised industries have to score the capital value of

RESTRICTED

leases against their EFLs. This is correct. The reason for
this requirement is to discourage the industries from using
leasing as a device for evading controls on borrowing and force
them to consider whether leasing makes better commercial sense
than outright purchase.

iii) The Government's "fear of being accused of bolstering

nationalisation". This is all rather confused and has little
to do with leasing as such. (Leasing may be a step towards
privatisation if it leads to a transfer of control from the
industry to the private sector; however most leasing projects
are not of this kind.) BR's holding company (which is referred
to) is the vehicle for holding BR assets pending their privatisa-
tion. While BR holds a majority interest in the subsidiary all
its borrowing counts towards BR's EFL. Whether this holding
company could be a possible vehicle for private finance for the
Channel Tunnel or for electrification is no more than specula-
tion at this stage. If it were, its structure would of course
be entirely different.

R

T U BURGNER
23 March 1981

_
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FINANCING OF CAPITAL REQUIREMENTS OF THE NATIONALISED INDUSTRIES

TABLE 17. FINANCING OF CAPITAL REQUIREMENTS OF THE NATIONALISED INDUSTRIES
A. 1980-8! Estimated Outturn(?)

£ million
Capital requirements(*) i Financed by(?)
i 7
Fixed | Internal resources(®) | External finance
assets Other Total I
~ in the | | o - ;
Current Other ! Net
cost Interest, | Depreci- | receipts Govern- | borrowing,
operating | dividends ation and Total ment | issues of | Total(®)
| profit and tax(*) | etc.(®) payments grants(®) |PDC(7)and|
! leasing
National Coal Board ... 800 —45 755 —268 ’ —257 433 15 —-77 251 | 581 832
Elecctricity (England and Wales) 963 339 1,302 233 —568 1,234 228 1,127 5 170 175
North of Scotland Hydro-Electric X
ard . 41 30 71 39 —61 47 4 29 16 26 42
South of Scotland Elecmcny
Board ... 134 15 149 —18 —-79 157 31 91 — 58 58
British Gas Corporauon . 523 141 664 436 8 444 176 | 1,064 — —400 —400
British National Oil Corporanon 278 =23 | 255 298 —14 168 8 | 460(°) — —205 (19| —205
British Steel Corporatlon o 175 53 228 —712 —179 298 —300 —893 — 1,121 1,121
Post Office 1,613 —220 1,393 807 —529 1,237 15 1,530 — —137 —137
British Airways Board . 270 6 276 —128 —-76 160 16 —28 —_ 304
British Airports Authomy 85 6 91 14 —13 68 4 73 — 18(*Y) 18
British Railways Board... 342 —130 212 —818 —74 197 117 —578 673 17 790
British Transport Docks Board 10 1 11 7 -9 19 4 21 — —10 -10
British Waterways Board ses 7 — 7 —24 -2 1 2 -23 26 4 30
National Freight Company Ltd. 36 -1 35 -5 —11 23 17 24 6 S 11
National Bus Company N 64 -1 63 —55 —18 41 10 -22 66 19 85
Scottish Transport Group 16 —1 15 —10 —1 13 1 3 21 —9 12
British Shipbuilders ... 13 16 29 ® -5 3 ®»)! —136 42 123 165
TOTAL ... 5,370 186 5,556 —1,888 2,665 1,106 1,785 (%) 2,891
(*) No figures are included for British Acrospace. The sale to the public of shares in a successor company took place in February 1981, leaving the Government holding 484 per cent.
(» The capital value of leased assets is included.
(®) The current cost breakdown of internal resources in general reflects broad adjustments to historic cost data.
(*) The total figure for interest alone is —£1,856 million.
[ cost of sales adj) monetary working capital adjustment and other items not involving the movement of funds.
(%) Shows subsidies and capital grants received during the year.
M1 nc!udmg issues under Section 18 of the Iron and Steel Act 1975.
( Except in th" case og B;_Oaé:v;r}:ceeﬂgure shov\;_n“ag::]mst each industry is the estimated outturn against its external financing limit for the year.
(") Tncludes BNOCs net pasments foto the National Oil Account.
(*1) Includes £19 million from the redemption of locai authority bonds.
(*) Current cost figures not available.
(*%) Of which: Govemmc'\t lcans 780
Issues of PDC (mcludmg issues under Secuon 18 of the Tron md Steel Act 1975) 1,390
Overseas borrowing —139
Market borrowing % s — - - e . =246
Short term borrowmg and leasmg —_
TABLE 17—(continued). FINANCING OF CAPITAL REQUIREMENTS OF THE NATIONALISED INDUSTRIES
B. 1981-82 Forecast(*)
‘ £ million -
Capital requirements(?) Financed by(?)
Fixed Internal resources() External finance
assets Other Total
in the
UK Current Other Net
cost Interest, | Depreci- | receipts Govern- |berrowing,
operating | dividends |  ation and Total ment issues of |Total(*)
profit and tax(*) | etc.(®) payments grants() |PDC(") and|
leasing
National Coal Board ... 888 —-29 859 —269 —294 525 11 —27 267 619 886
Electricity (England and Wales) | 1,221 6 1,227 412 —59%4 1,386 188 1,392 9 —174 |—165
North of Scotland Hydro-Electric
ard . 44 35 79 47 —64 60 4 47 14 18 32
South of Scotland Electn"uy
Board . 5 239 —66 173 —34 —87 180 37 96 — 77 77
British Gas Corporatmn(“) 733 136 869 627 —111 489 181 1,186 — —317 |-317
British National Oil Corpora- ’ H
tion(®) . i370 19 389 438 —14 288 37 749 = —360(1%)| —360
British Steel Corporanon 198 | 149 347 —399 —152 281 —113 —383 — 730 730
Post Office: Telecommunications 2,148 | 38 2,186 1,100 —545 1,440 11 2, — 180 180
Posts and Giro ... 146 | —4 142 59 -7 69 5 126 — 16 16
British Airways Board .. 203 5 208 18 —113 193 9 107 — 101 101
British Airports Authority ... 95 2 97 25 -17 71 4 83 13
British Railways Board.. 382 —97 285 —885 —81 233 98 —635 780 140 920(*Y)
British Transport Docks Board 1 13 2 15 4 -1 22 1 20 — -5 =5
British Waterways Board o 6 | — 6 —26 -3 1 2 —26 29 3 32
National Freight Company Ltd. | 45 | 3 48 3 -7 27 18 41 2 5 7(1%)
National Bus Company i 1f 52 | 7 59 —46 -2 49 3 —16 60 15 75
Scottish Transport Group ... | 16 | -1 15 —12 -5 15 = -2 22 -5 17
British Shipbuilders ... 30 50 80 (%) -3 ) ™ =70 43 107 150
TOTAL ... 6,829 255 7,084 —2,126 4,694 1,227 1,163 (V)] 2,390

No figures are included for British Acrospace. The sale to the public of shares in a successor company took place in February 1981, leaving the Government holding 484 per cent.
8 The capital value of leased assets is included.
(®) The current cost treakdown of internal resources in general reflects broad adjustments to historic cost data.
(‘) The total fizure for interest alone is —£1,933 million.
cost of sales monetary wo

(%) Shows subsidies and capital grants ¢ ed duri
() Including issues under Section 18 of the Iron an el Acc 1975.

(%) Except in the case of BNOC, the figure shown against cach industry is the external financing limit for the year.

%) In the cass of BGC and BNOC the figures exclude the impact of the proposed gas levy and of changes to horxh Sea taxation.

19) Includes BNOC's nct payments into the National Oil Account.

cupxlal adjusiment, and other items not involving the movement of funds.

lh"

() Includes £53 million in the case of BR and £13 million in the casc of NFC available solely to finance costs arising as a result of BR's decision to withdraw from its Collect and Deliver

rcels business.
‘urrent cost figures not available.

() Cf which: Government loans 891
Issues of PDC (mcludmg issues undcr Section 18 of the Iron and Stael Act 1975) 927
Overseas horrowing —544
Market borrowing ... - e =311
Short-term borrowing and leasing 200
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SEPARATE ACTION COPIES
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MR
MR
MR
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BATTISHILL
BRIDGEMAN
CASSELL
EVANS
MONCK
UNWIN

copies for information

——=> Chancellor of the Exchequer
Mr Middleton g
Mr Allen
Mrs Gilmore
Mr Bush or
Mr Ridley

PS/Customs
PS/IR

TREASURY COMMITTEE: TRANSCRIPT OF 18 MARCH HEARING

&=

with officials.,

a corrected version is published by the Committee.

2.

I attach the uncorrected transcript of last week's session

Could action recipients please let Mr Bush have any

It should be handled with discretion until

suggested corrections to their evidence by the close this
Wednesday 25 March.

3.

There will be a formal proof version of the evidence

later but, the Committee Clerks tell me, we ought to get all

our points in on the transcript version on this occasion:

the Committee Report and accompanying evidence will be

printed and published in double quick time.

23 March 1981
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OUTSIDERS' PAPERS TO THE TREASURY COMMITTEE %
You asked at your meeting this afternoon for brief notes ;
on what the various post-Budget papers said. g

TR

2. These are attached in tabular form. The references
to the relevant briefs submitted by Mr. Unwin yesterday i
are also given. !
?.
(M.T. FOLGER) ?
24 March 13981 f




No .

TR(Budget)1

TR(Budget)?2

Author(s) and Title

Ward The March 1981
Budget and Economic
Prospects

Ormerod & Capella
The March 1881
Budget and the
Public Expenditure
White Paper

Eomment

Very wide ranging but

rather superficial.

Assesses plausibility
spending and other MTFS
projections to 1883-84.

Some doubtful analysis of
likely 1880-81 spending
outturn stresses alleged
"unanticipated relative

price changes”. Expresses
scepticism about nationalised
industries turnround and
realism of 1% MTFS GDP growth
assumption. Questions
advisability of giving primacy
to monetary restraint and
suggests Budget will 6 overall,
harm industry.  Reports CEPG .
model results suggesting
Budget tax increases will

cut output 1% in 1981, 2% in
1982 and raise unemployment
by .3m.

Compares FSBR forecasts with
EIU runs on Treasury Model.
Suggests prospects for

output and unemployment

worse than FSBR implies.

Sees Budget as contractionary,
wrongly views MTFS figures feor
PSBR as "targets” and denies
any strong connection between
PSBR and interest rates

Particularly relevant

briefing etc.

C,D,E,F,H,K,L,N.

Also draft paper to
Committee

under Mr. Bridgeman's
24 March submission.

G,H,J,K,L,U.



No.

TR(Budget)4

TR(Budget)8

TR(Budget)10

TR(Budget)11

Author(s) and Title

Henry An analysis of
the Budget changes

.using the NIESR model.

Miller Monetary
policy aspects of
Budget

Hills St. James'’
Group forecasts -
Effects of Budget

National Council of
Building Material
Producers. The
Budget and the
Public Expenditure
White Paper

Comment

Particularly rele..nt

Content as suggested

by title. Confused

and amateurish. Takes
very mechaniniskic view

on calculating economic
effects of Budget, which
are seen as deflationary.

Suggests MTFS intention

is to provide for zero
"real PSBR"”. Takes up

TCSC (Monetary Policy
Report) suggestion of

heavy output loss implied
by anti-inflation policies.

Reports EIU Uh“khg

of Treasury Model. On
their definition of
Budget, suggests by 1984
Q1: GDP 3% down
unemployment .3m up
etc.

Criticises cuts in

public sector capital
programmes. Criticises
RIG, Granny Bond extension
etc. as likely to divert
finance from private
sector uses (new housing
and construction)

briefing

etc.

K,U, V.
24 March
from Mr.
25 March
Mr. Bush
previous
evidence

H,J,K,L.

submission
Cassell.
note by

on

Bank

on PSBR

D,E,G,L,V.




No Author(s) and Title Comment Particularly relev  t
briefing etc.

TR(Sub TX)28 Kay and Morris The Reasonably fair
impact of the 1981 assessment (on its
Budget own terms) of
distributional
effects of Budget
tax changes. Points ol Also‘ AN
Mr. Battishill's
out overall effect otes submitted
was to redistribute 4 ‘ e
by Mr. Unwin 24 March

income "from both
top and bottom to the
middle” [of income

range].
TR(Sub Tx)29 Hills Some tax Comments on worsening
implications of of poverty trap, increase
the 1881 Budget in number of taxpayers, S 4
and associated pattern of real Draft IR paper on
measures increases in excise administrative

duties etc. implications.
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TREASURY COMMITTEE: DR BRAY'S QUESTION

You have received a letter from Dr Bray warning that when you go
to the Committee tomorrow he will return to the question he put
to us last Wednesday on "is it Jjust a coincidence that the real
PSBR implied in the Budget is about zero?"

2a This question, as his letter implies, is prompted by the
paper by Marcus Miller. Professor Miller, following the sort of
exercises previously done by Taylor and Threadgold, adjusts the
nominal PSBR for the effects of inflation in reducing the real
value of the stock of outstanding government debt. The resulting
concept, termed "the real PSBR", is regarded by many as a better
measure of the fiscal stance than changes in the nominal PSBR. On
this view the implication that the real PSBR implied in the Budget,
and indeed through the MTFS period, is close to zero could be taken
as suggesting that fiscal policy is intended to be broadly neutral,
neither contractionary nor expansionary. This presumably is what
Dr Bray is trying to establish.

Do There are considerable difficulties with using the real

PSBR as a criterion for Budget-making. It would no doubt be quite

a good benchmark if we were already starting from an acceptable

rate of inflation, rather than from a rate that we are still seeking
to reduce. Aiming at a particular PSBR in real terms could, however,
easily degenerate into endorsing a fiscal policy that would
accommodate whatever the going rate of inflation happens to be. In
reaching your Jjudgement on the £104 billion PSBR for 1981-82 you
gave most weight to consistency with the monetary objectives and

the general thrust of policy towards lowering inflation. You



<3¥ 54
39

explained in your Budget speech why you ruled out the £74 billion
implied in last year's projections, as unduly restrictive in the
more depressed conditions of the economy, and justified £10% billion
as being "consistent with the monetary target that I have Jjust
announced. I also believe it to be a sum that can be financed
without placing undue strains upon the capital markets".

4, I am sure this is the line to hold to, and not get drawn
into technical debate with Dr Bray about the desirability, or
otherwise, of a zero real PSBR. However, as it happens, the way
the MTFS is set up would imply that if inflation declines in line
with the monetary target then the illustrative PSBR path in the
projections would be roughly zero in real terms. But I think this
is better regarded as an incidental feature of the projections,
not as a deliberate objective that we had in mind in producing
themn.

5 I attach a draft speaking note on the lines indicated above,
and also, for convenience, the pages of the transcript of last
Wednesday's hearing covering the exchange with Dr Bray.

-

F CASSELL
24 March 1981



DRAFT SPEAKING NOTE

REAL PSBR

I explained in my Budget speech how I reached my judgement that
it would be right to provide for a PSBR in 1981-82 of some

£104 billion, or a little more than 4 per cent of GDP. [I

ruled out the &£74 billion implied in last year's illustrative
projections as unduly restrictive in the conditions of lbwer
output and higher unemployment than had been envisaged when
those projections were made. As I said, I believe the figure
£10% billion to be consistent with the monetary target announced
for 1981-82, and also to be a sum that can be financed without

placing undue strains upon the capital markets.]

2. It is no doubt true, as Professor Miller suggests in his
paper, given the prospect foreseen for inflation, that this
implies a real PSBR of close to zero. Certainly, if inflation
falls more or less in line with the declining monetary target,
the projections in the medium-term financial strategy would
imply a real PSBR fairly close to zero. This is because fiscal
policy in these projections is set to be consistent with a growth
in the total financial assets of the private sector that is more
or less in line with the monetary target. Hence money supply,
total financial assets and the stock of government debt would
all move together broadly in step through the period. And if
inflation follows much the same path, the PSBR - which measures
the nominal increase in the stock of public debt - would be

close to zero in real terms. But that is not the same as saying
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that a zero real PSBR is the objective. As the discussion of the
MTFS in the Red Book makes clear, the projections of the PSBR

are not to be taken as targets. Fiscal policy in any particular
year will be operated so that the PSBR for that year - in nominal
or real terms - will be consistent with declining monetary growth
in the particular circumstances of the time. What the real PSBR
will be through the MTFS period - and indeed what the economy's
real growth will be - will depend to a very large extent on the

pace at which inflation falls.



(Mr. Cnosell)  Looking at o wealth income series

¢ vhole run of yea;re and getting sone sort of trend line in

of our report was pretty nountainous,
(Mr, Cassell) Page T7T of your
93, It was the velocity of money.
{Mr, Cassell) First of all{ this particular sentence
that you cxe picking on is reloting t¢ sonething that is wider
thon noney, It is relaving to the fotal finoncial portfolio of
tha private sector.
94, I appreciate that, v it would be interesting to sce
it, even so, for the wider ¢ghe es well as for the narrower one,
Nr, Monck) I think our feeling is that the startirg
point, bcth on wealth ghd o the real noney supply and oﬁ
velocity, are all -~ Zhe starting pointa for 1961/82 - cre 211 at a
nore nornal rate/ cioser to the  trsnd lire than they were ot the

last finmnecial yeane

-m to the one pexr cent., adjustoments in target that you are
cing about. Can you give us sone estinate of the standard erxor
f youxr estinate of what the normal levels of wealth are?

(Mz, Tnwin) I wonder if we may consider this?

Chzirmans DBy all neans,

Dr. Sroy
96, Can we move on then to the rationala for choosing
£10% Dbillion for the PSBR? It is Just o coincidence, is it, that
39



o

the roal PSBR with the expected inflation rate works out at about

zero 7

(Mr., Cassell) It was rot derived in that way.

97, It is just a coincidence. l
|

(Mr. Cassell) Then it is just a coincidence. The sari}e

forces that were influencing us in choosing £10% billion also
have that othexr effect,
98, Can you glve us any other rationale for choosing £10% billion?

(Mr. Caseell) As Mr, Unwin said, in the end it is a

natter of judgnent within a range, obviously. However, taking into
accoml the sort of general nediun term path of reducing the Putlic
Sector Borrowing Requirenent s a percentage of GDP, and then looking
et that trend in the light of the particular conjunctural
circunstances of any years, then if you more or less offset the
wersening of the reiession fron what we have been expecting a year
a0, again you conme to a figure of something like £10% billion,
99, It is again a zoinciasnce, is 1%, that your figures for
the poruentage of GIP ratios of PSBR end up in 1983/84 this year
at about the scpe level as they did last year, and that in oxder to
get there a credible rate of reduction of PSBR you do land up nore
or less é;:.t £10% biliion.
| (Mr, Casgell)  No, that is not coincidence. In fact,
we have consciously raised the PSDR ratio from 14 per cent. to
2 per cent. in 1983/84 and what that determines then 1s the size of
fiscal adjustnente you build into these projections,
100, The Governrent would be Jjolly pleased if it got within
% per cent, of its criginal taxget.
(11x, Cassell) That would be well within the mergin
of erxrror,

101, The ain is to end up wita the "told-=you-so" kini of

£0



position that you built into your original intention. |

(Mr. Cassell) Yes, but it is also important how you

get thore,

102, The average error quoted for the PSBR is £33 billion
which means that the expected range would be £6 billion to
£15 billion of PSIR, i

(Mr. Evana) Yes. This error, as paragraphsg].B ‘a.nd 19
explain,is no more than average error for the past forecasts,
That is de average absolute exrror; that is the status of it.

103, So it 1s7§ikeiy %o be outside that renge es it is to be
ingile thet range.

(Mz._Evens) Yos, you could put it that way.

104, You Jjust hope it is below rather than above.

({r. Unwin) We have no reason to believe that it will

Dbe.

——teh——Ea-pereszoeph 3% -of TheMNES mahero you mention tho A
3 2 tlon—the

reasons for the cnange in the iilustrative tables, you nenti
change In the North Sea tax revonues. Vhat exchange rapé assunption

¢i1d you use for North Sea tax revenue?

(Mx., Cassell) In the early part of the period it

obviously is the one that is in the short {#1m forecast which is
broadly where it was when the forscast done. Beyond that I do
not think I really want to disclosg/the exchange rate assunption we
casured,

106, Ir the past yea
rates at a tine when 6 PSBR was rising very repidly. Why is it
considered that a AArge reduction ot the PSBR is necessary now
to reduce integfest rates furthoxr?

Mr C_assel_l_) It may hneve Leen possiblk to bring then

o

dovm LAt there wus also a very large overchoot on the noncy supply.

41

it was possible to bring down the interest



cc: Mr. Battishill
Mr. Bridgeman
Mr. Cassell
Mr. Evans
Mr. Monck
Mr. Unwin
Mrs. Gilmore

CHANCELLOR

OUTSIDERS’' PAPERS TO THE TREASURY COMMITTEE

You asked at your meeting this afternoon for brief notes

on what the various post-Budget papers said.

2 These are attached in tabular form. The references
to the relevant briefs submitted by Mr. Unwin yesterday

are also given.

t A
v

A
1y
i\ W«%}L
(M.T. FOLGER)
24 March 1981




TR (Budget)1

TR(Budget)?2

Author(s) and Title

Ward The March 1981

Budget and Economic

Prospects

Ormerod & Capella
The March 1981
Budget and the
Public Expenditure
White Paper

Comment

Very wide ranging but

rather superficial.

Assesses plausibility
spending and other MTFS
projections to 1983-84.

Some doubtful analysis of
likely 1980-81 spending
outturn stresses alleged
"unanticipated relative

price changes”. Expresses
scepticism about nationalised
industries turnround and
realism of 1% MTFS GDP growth
assumption. Questions :
advisability of giving primacy
to.monetary restraint and
suggests Budget will, 6 overall,
harm industry. Reports CEPG,
model results suggesting
Budget tax increases will

cut output 1% in 1981, 2% in
1§82 and raise unemployment
by .3m.

Compares FSBR forecasts with
EIU runs on Treasury Model.
Suggests prospects for

output and unemployment

worse than FSBR implies.

Sees Budget as contractionary,
wrongly views MTFS figures for
PSBR as "targets” and denies
any strong connection between
PSBR and interest rates

Particularly relevant

briefing etc.

C,D,E,F,H,K,L,N.

Also draft paper to
Committee

under Mr. Bridgeman's
24 March submission.

GsHyd Kyl U



TR(Budget)4

TR(Budget)8

TR(Budget)10

TR(Budget) 11

Author(s) and Title

Henr An analysis of
the Budget changes

.using the NIESR model.

Miller - Monetary
policy aspects of
Budget

Hills St. James’
Group forecasts -
Effects of Budget

National Council of
Building Material
Producers. The
Budget and the
Public Expenditure -
White Paper '

Comment Particularly relevant

Content as suggested

by title. Confused

and amateurish. Takes
very mechaniniskic view

on calculating economic
effects of Budget,which
are seen as deflationary.

Suggests MTFS intention
is to provide for zero
"real PSBR"”. Takes up
TCSC (Monetary Policy
Report) suggestion of
heavy output loss implied

by anti-inflation policies.

Reports EIU cranking

of Treasury Model. On
their definition of
Budget, suggests by 1984
@1: GDP 3% down
unemployment .3m up
etc.

Criticises cuts in

public sector capital
programmes. Criticises
RIG, Granny Bond extension
etc. as likely to divert
finance from private
sector uses (new housing
and construction)

briefing etc.

K,U,V.

24 March submission
from /r. Cassell. :
25 March note by
Mr. Bush on

previous Bank
evidence on PSBR

H,Jd,K,L.

D,E,G,L,V.



No.

TR(Sub TX)28

TR(Sub Tx)2Q

Author(s) and Title

Kay and Morris The

impact of the 1981
Budget

Hills Some tax
implications of
the 1981 Budget
and associated

measures

Comment

Reasonably fair
assessment (on its
own terms) of
distributional
effects of Budget
tax changes. Points
out overall effect
was to redistribute
income "from both
top and bottom to the
middle” [of income
range].

Comments on worsening

of poverty trap, increase
in number of taxpayers,
pattern of real

increases in excise
duties etc.

Particularly relevant

briefing etc.

S. Also

Mr. Battishill's
notes submitted

by Mr. Unwin 24 March

-

Draft IR paper on
administrative
implications.
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FURTHER CUTS
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CONFIDENT TAT

CHANCELLOR OF THE EXCHEQUER cc Chief Secretary

Sir Douglas Wass
Burns
Middleton
Battishill
Burgner
Bridgeman
Cassell
Evans
Monck
Allen

Mrs Gilmore

FEFFEERRR

TREASURY COMMITTEE: 25 MARCH

I attach briefing for your use before the Committee on Wednesday,
at 4.3%0pm. An index is attached immediately below.

2a I am sorry that the briefing is not as tidy in the time
availlable as it might have been. It seeks, however, to cover

the main issues that arose last week at the session with officials
and other points you yourself have raised. It is, of course,

a supplement to the extensive Budget briefing and other material
recently provided (e.g. Mr Williams' note of today's date on
tomorrow's unemployment figures). I should draw your attention
to a few gpecific points:=

(i) Dbrief D on various nationalised industry points

is submitted for defensive purposes should the Committee
raise with you the points in the Clerk's letter to me of
20 March. We can consider after Wednesday's session
whether the letter merits a formal reply. You need feel
under no obligation to put the points on record at the
hearing itself. I have also attached to brief D a
speaking note on nationalised industry financing that we
had at hand last week.
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(ii) Brief G provides no more than a holding form of

words on the PSBR and nationalised industry etc investment.
It is intended to be consistent with other recent statements
(e.g. by the Chief Secretary) but not to shut the door on
change entirely. But there is such a complex of difficult
igsues here, that we have not yet resolved internally, that
we cannot hope to settle them by Wednesday and holding remarks
of this kind seem as far as you could prudently go. One of
the associated problems, however, is sale and lease back, and
we may be able to take this a little further in discussion
with you (in the Telecommunications context) tomorrow.

(iii) We are submitting separately drafts of the various
papers commissioned from us last week. It now seems almost
certain that we shall not be able to produce the distributional
note requested by Mr Meacher. This is perhaps no bad thing
in advance of the meeting and you will be able to draw on the
notes produced by FP at S below.

&

J B UNWIN
2% March 1981



PugLie SPENDIN(G TTC

QLEF

Public Expenditure

1. Further cuts

What further cuts has the Government in mind?

Line to take/

The Government has not decided yet whether there should be cuts, or
what they should be.

Decisions are a matter for the annual review.

Howeve; the White Paper gives figures for the planning totals which are
higher than Government had originally hoped. The MIFS shows that these
are difficult to reconcile with objectives for taxation. Hence need to
look égain carefully at possibility of further reduction.

NB. Decline to give any examples.

Ke uotes

White Paper (Cmnd 8175)

"The totals in 1980-81 and future years are higher than previously
expected and higher than the Government would wish in the light of
their financial and economic objectives. The Government regard this
development as one which requires the most serious attention during
the 1981 annual survey, when the plans for 1982-83 onwards will be
reviewed."

Budget Speech

"Our decisions for the future are designed to ensure that the volume

of spending falls after 1981-82. The public expenditure White Paper

shows a planned fall of 4 per cent. by 1983-84. Whether we can spend

even on that scale must depend on how far we can afford to do so.

During the annual review later this year we shall be looking hard at

the possibility of further reductions in those plans.'" (10 March, Col 767.)
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Chief Secretary

""None the less it is disappointing that the recessionary
effects and other increases have meant that even in 1983-84

we shall not have secured all the reduction in spending that

we had hoped for last year, so we shall be having a very
careful look in the coming annual survey to consider whether
more can be done to offset the increases that have occurred and
make more progress towards our original targets over the next
three years." : (11 March, Col 927.)

FST (Weekend World)

“Spending departments will be asked for suggestions, at least
in first instance."

&E\D GPeuP
6 Marcl 1981



Cash Planning System @

Possible Questions: RR.i€

Line

What form will it take?
Will the Select Committee be consulted about it?

to take

(i) The changed system

The Government has taken decision in principle to switch to cash,
particularly as the basis for decisionson the focal year - 1982-83

in the coming survey.

The exact way in which this will be applied is now being developed
as part of the usual preparatory work on the 1981 survey. Chief
Secretary may have more to say in debate on PEWP.

The advantages to be gained were those set out by Chancellor:

(a) change whole framework of decisions to bring in

availability of finance;

(b) remove implicit presumption of carrying forward volume
plans intact;
(c) increase cost consciousness, accountability and flexibility

in management of programmes.

It will not make major cuts any easier. But it will provide a more

relevant framework for decisions.

This is not a shift from Plowden concepts of looking at totality of
expenditure, relating it to the economy and economic objectives, and
taking account of implication of decisions for more than the year
ahead.

Qﬂjﬁ?
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Concept of volume only planning now inappropriate given inflation,
and emphasis on finance in economic management. Cash limits were

first recognition of need to change. This change will carry that
through.

(ii) Consultation with the Committee

The form of the system within Government is a matter for Government:

- it is essentially a question of the way in which material is assembled

for decision by Ministers. (It is not for the Cdmmittees.)

We will be comsiting others in the public sectorj; - ~ local authorities
and nationalised industries: eg the implication for work in the

Expenditure Groups of the Consultative Council.

The form of the Public Expenditure White Papers has tended to reflect
the survey process. Ministers will certainly want the White Paper
to reflect the new system and emphasis on cash. They will probably
want to tell the Committee what changes in the White Paper they

have in mind, somewhat nearer the time.

GEP Growp
“) MArf/L (6(%1
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CREDIBILITY OF PUBLIC EXPENDITURE PROFILE
(a) General

There are four general reasons why I think that the profile

for public expenditure shown in the White Paper is credible
notwithstanding that public expenditure this year has been higher
than expected, and we expect it to rise slightly in the coming

year.

2. The first is the point which my rt hon friend the Chief

Secretary made in the House, namely that it takes time to change
—— S

public expenditure programmes. They tend to have a considerable

P"’ 1
inbuilt momentum of their own. For example,securingthe reductions

in spending on schools to reflect the fall in the number of
children would in many cases require the re-organisation of work
within the schools and in some the closing of schools.

All that takestime. Similarly some policy changes require
legislation: for example the Earnings Related Supplement to a
short-term benefits ends next January. I think that the right
way to look at the events of last year is not to say that

.
expenditure rose, instead of falling, but to say,

that we achieved two—thlrds of the sw1tch 1n spendlng plens

s B B S — =

s—

which we had intended, notw1thstand1ng the unexpected dlfflcultles

Wthh arose.

"

3. The second point is that we have adjusted our plans to allow
for the experience of the last year and,of its nature, that is

not an experience which is likely to be repeated.

Puny -
Fxﬂ@ﬁ
Cpens”
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Much of it was due to the form which the recession took. The
fall in GDP was much as we had expected. But there was a far
sharper reduction in manufacturing output and a far more rapid
reduction in employment than we had expected. There are now
definite signs of the recession reaching its low point [as I have
already discussedl. And the exceptional shakeout of labour last
year is of its nature unlikely to be repeated. Therefore, while
I am afraid there may be some further increase in unemployment,

I think that the working assumptions for unemployment levels

Tt

more likely to prove realistic than the last ones
used in the White Paper are/ did.. . Similarly, we have been

able to take account of the effects of the recession on the

finances for the nationalised industries.

4., Third, while the effects of some of these changes and
assumptions carried through into the later years they do not all
do so. For example, the amount of redundancy payménts is linked
more closely to the rate at which unemployment is increasing than

.to the absolute level of unemployment. The same applies to the

need for a temporary short time working scheme.

5 Finally, to the extent that some of the effects do carry
right through the period, we took further decisions to cut
expenditure programmes last autumn, which I announced in November,

. . should
which . / largely offset those effects.

(b) Local authorities

6. It is too soon to be certain of what the outturn for local

authority current expenditure this year will be. But the signs
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are that it will be significantly less than was envisaged when

my rt hon friend the Secretary of State for the Environment

called for revised budgets last summer. It may still, in the affected
area?jabout 2% over what was allowed for in the White Paper.

This is disappointing: but on the other hand, as I mentioned above,
there are difficulties in a sharp turnround in public expenditure.

I am confident that given time, and also given the incentive to

keep to expenditure plans given by the new block grants system,

local authority expenditure will come back into line as provided

for in the White Paper fairly quickly.

7. As my rt hon friend the Secretary of State for the Environment
said on Sunday, we hope that the steps which we have taken will
prove sufficient to ensure that local authorities adjust their
expenditure in line with the views of central government. If they
do not prove sufficient, then we will have to consider taking

further powers. But we would hope that that is not necessary.

°

(¢c) Industrial support

!&ﬂ%ﬁ

8.\ Atcept that the decline in the industry programme may be

somewhat less than the sharp decline (from £820 million in

_ Shown ‘
1981-82 to £30 million in 1983-84)Lm against the programme
! COAA cv\(Y
in the White Paper. That is because the programme figures /isndbdiig.

e ——— e e e——

reflect decisions already taken. If a case is made out for

e

additional measures of support, then that will be a charge to

) —

theﬁEShtingency Reserve: that is what the Reserve is for.

R
9. In particular, the programme does not provide for support
for British Leyland after 1982-83. The British Leyland corporate

plan aims for a return to viability by then. But the Government

3
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do not rule out the possibility that British Leyland will seek

further modest and declining support after that. As I said

it would be a charge on the Reserve.

10. Finally, as far as the decline in expenditure on the
redundancy fund and the temporary short time working scheme
is concerned, this is because the level of payments is related
more to the rate of change in unemployment, than to its actual

level. Therefore the take-up is assumed to fall off after 1981.

(d) Nationalised industries

[See separate brief from PE.]

GEP 4”"*1"
23 Macd. 1921
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NATIONALISED INDUSTRY FIGURES OUT OF DATE : SPEAKING NOTES 55{}
(Sec Clerk's letter of 20 March immediately below)

As the White Paper makes clear the projections are based on those
submitted by the industries themselves last summer. The forecasts

of demand of output on which they were based were the industries'’

own. They do not necessarily reflect therefore the Tréasury

forecast whether in November or more recently. The White Paper

points out that the figures are more than usually uncertain as

a result of the recession and will need to be re-examined in this
year's Investment and Financing Review.

/ DEFENSIVE_/ The projections inevitably reflect a snapshot at
a particular poin¥ inl time. The industries (like all bus{ﬁéZEes)

aTe constantly reviewing the trading outlook and adjusting their

business plans accordingly. ZFor that reason the forecasts have
to be reassessed annually.

Nationalised Industry Pricing

Paragraph 3 of Part III of the White Paper identifies economic
pricing, together with reductions in current losses and:hpréVements
in efficiency as the main components of the improvement in internal
resources in the last White Paper (Cmnd 7841). The'next paragraph
goes on to explain that this improvement has had to be revised
downwards in the face of the recession. Nevertheless, Cmnd 8175
also projects an improvement in nationalised industries based

on continued application of the same 3 policies. -

The major area where real price increases are implied is Energy.
When announcing financial targets for the gas and electricity
industries in January 1980 the Secretary of State said that
domestic gas prices were likely to increase by some;ﬁO% in real
terms in each of the three year periodsto 1982-83, and electricity
prices were likely to increase by about 5% over and above the
increase in the industry's own costs over the period as a whole.

As explained in paragraph 50 the Telecoms figures assume a real
rate of return of 6% on net assets in 1981-82, although the

precise financial target for that year has yet to be set. How
large a price increase that implies must depend to some extent
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on how well BT can control their costs, but one might fairly
look for an increase not out of line with the movement of the
RPI.

Elsewhere real price increases do not play a significant role and
the improvement in performance should come from lower costs and

improved efficiency. Overall there is plenty of scope for this.

British Steel Corporation

Ministers have now approved the BSC plan and set an EFL for 1981-82

g

at £730 million in line with the prov151ona1 flgure shown ‘here.

T

The very great uncertainty attachlng to BSC's prospects, and hence
to that figure, was brought out by the Industry Secretary in his
statement of 24 February; Mr MacGregor admits that his own plan is

optimistic. BSC's results are heavily dependent not only on the
improvement in its own performance - so far on target - but on
factors such as exchange rate, the maintenance of some kind of
order in the European market, and the timing of an upturn in steel
ordering in the UK.

Estimate of cost of coal development

It is not pqQssible to give a figure now for the cost of the
commitments the Government has given on imports and the Board's
financial constraints. This will depend on the outcome of further
discussions.

PE2
23 March 1981
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23.3.91 20th March 1981

D B,

As you know Members did not ask quesfions about the
prospects for Hationalised industries on Wednesday but it
might well save time when the Chancellor appears on the
25th March if the Treasury could answer some or all of the
following questions:

J

TREASURY AND CIVIL SERVICE COMMITTEE

" The Public Expenditure White Paper (Cmnd 8175) - paragraph 4
of Part 3 - says that the nationalised industry projections
are based on the 1980 Investmeittand Financing Review. This
review is - I believe-some six moaths old and the external
financing limits were announced in November. Does this mean
that the projections are based on last November's forecast
about future output, especially manufacturemg output, which were
more optimistic than are the latest Treas forecasts published
with the Budget?

. 7 Paragraph 3 of Part 3 of the White Paper (page 166)
forecasts 'a steady rise in the level of internal resources
throughout the period as a result of the phased epplication of
economic pricing policies particularly in the gas and
electricity industries ..." This implies increases in the real
prites especially in the light of the considerably higher planned
capital expenditure of the nationalised industries. - The
discussion on the British Gas Corporation confirms that real
gas prices are projected to rise by 10 per cent per annum. What
are the implied increases for the other major industries, in
particular for British Telecommunications, and Electricity?

. Is there any further information about the prospects for
the British Steel Corporation that you can now give the
Committee: the existing estimates ~re said to be only
provisional (paragraph 37 of Part 5)7

. Can any estimate be made of the costsof the recent
agreement to delay closure of uneconomic coal mines and reduce

coal imports?
L s

J.B. Unwin Esq., : D.F. Hubback
H M Treasury Clerk to the Committee




f = F e N

» — ) - ,ﬁﬁ e ’:, Ve

N S()L« (\\KH\‘C‘ ‘\"'TL’> . i".;‘:}. z}/)
Nls wet Gle :Dc_l\ﬂ

TURNROUND IN NATIONALISED INDUSTRY FINANCING

Speaking Note

i The Government has never sought to disguise the uncertainties

to which the figures for nationalised industry finance are subject

It would be unrealistic to suppose that the affairs of trading
bodies opould be predicted with anything like the certainty of many
Government :spending programmes. ©Small variations in the
industriés' turnover can result in very significant changes in

the financing figures. For example, the  increase in nationalised
of about 40%

industries' external financing limits this year /represents only
—

2 % of their aggregate turnover.
y

)

24 The figures in last year's White Paper have inevitably, had

to be reviewed and adjusted in the light of events. As the
Treasury paper submitted to the Committee in ZfNovembép;7 explained,
the forecasts in Cmnd 7841 were the industries' own, based on

estimates submitted in the first half of 1979, These estimates

did not take.full account of the unusually sharp change in economic

prospects between the time of their preparation and the publication

Em—

of the White Paper. This was particularly true of 1981-82 onwards

since the figures for 1980-81 were updated when the EFLs were

set in the autumn of 1979. Recognition of this uncertainty over

‘the economic outlook led the Government, as explained in Cmnd 7841,

S —

to increase the size of the Contingency Reserve. In the event all

the increases in nationalised industries' financing requirements
in 1980-81 have been contained within the Reserve and have not

added to public expenditure.

8 The figures in this year's White Paper gre not subject to

the same uncertainty since the economic outlook has not changed




so sharply since the industries' forecasts were prepared. But

they remain uncertain. They reflect a snapshot at a particular
point in time, but over a period of four years ahead the plans

and results of business organisations will inevitably change

as trading conditions change. The steel industry is a case in

point. The figurerin the last White Paper took account neither
of the intensity of the recession nor of the effect of the steel
strike. The present White Paper includes a more realistic
assessment of future demand as well as higher figures to take

account of the short term costs of rapid restructuring.

4, The Government's policy is that over the period of the White

Paper the industries' needs for external finance should be reduced

through economic pricing)reQuctions in the level of current lossses

p—

and improvements in efficiency. To achieve this some of the

industries must implement far reaching changes. These planned
changes - and their beneficial effects - are reflected in the
forecasts. It would not be right for the Government to soften the
pressures on the industries to bring about improvements in their

performance by providing unnecessary finance or to protect them

from the need to revise their financing plans in the face of

changes in economic circumstances.

NB . Cwned 18yt (,,edLJ; A JTon '3 {2‘/4 ba of HQOSWUQ
prees Wwohwrlom (A 90-81 ~1983-424 .

coanl TEG! p..,&/m»wbs %

TeAde 3 Eryss
20l 8- 2 mwf; , :

Tihte 3-5  Brastkdonm of indasboy Fumnncing Euuts Foe (481 -82



)
L

6

CAPITAL AND CURRENT EXPENDITURE @

SPEAKING NOTE

I do not think that it is very useful to look at comparisons of the
capital and current content of expenditure programmes in total, or
in isolation from the Government's priorities forits expenditure

programmes.

2. Our overriding priority is to get the total for public expenditure

=

\
onto a downward path. Within that, there are four main programmes

P—§*~‘h¥._.un,ﬂ7.~~\. e

for which we are pledged in one way or another to provide for an

y,

increase. Two of these, Defence and Social Security, by definition
S

include no capital expenditure. The other two, Health and Law and Order,

-— ey [ — _

include a relatively small proportion of capital expenditure, about

- e

5% in each case. But these proportions are increasing.

ckll

b Most of the reductions to offset the increases in those four

programmes are coming from another four, industry, housing, educatioen g
- Plat |
and science, and finance for the nationalised industries. The largest USSR

L e

single reduction is coming from housing, which of course includes a

high proportion of capital expenditure. There are two reasons why we

think a reduction in public sector investment in housing is appropriate.

The first is that we have now largely caught up with the arrears in
’6\,&5&\ 5

housing which faced this country after the last war. So there is less

need for housing construction as a whole. The second is that we think

Np—

it right that the bulk of new housing should now ' be in$£E€“§fEVéfé

sector. I would hope that the fall in interest rates, which has been
faciliated by this Budget, will lead to a revival in the private sector

housing market, and so private sector construction.
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L, In the case of eduction, we again face a very different situation

-

from that which has existed until recently. The school population is

now falling, not rising. So the need for nﬁﬂw53999}§mﬁ9y93§3?“59r a

ot

growing school population has passed. It is only natural in that

situation that capital expenditure should decline very rapidly.

5. Finally, while we are looking for a reduction in the claims of

—

—— i PR ——_

the nationalised industries on the publlc sector borrow1ngirequ1rement

e e
which is essentlally the1r contrlbutlon to publlc expendlture, we do

S— e ——————————————

not env1sage that that w111 be at the cost of flxed 1nvestment Indeed,

fixed investment in the nationalised industries is shown in the White

Paper to be increasing from the low level of recent years. The change
from the public expenditure figure will come about because more of that
investment will be financed by nationalised industries from their own

resourcese.

Procurement

-

6. It has been suggested that we have been cutting capital expenditure,
and allowing the amounts spent on administration to increase. That is

a false dichotomy. We have in fact been cutting the costs of
administration. The size of the Civil Service has fallen by 5% since

we came to office. Local authorities are now beginning to cut back on
their administrative staff.. The Secretary of State fo£ Social Services
has taken action to cut back on administration in the Health Service.
Indeed, the total public services wage and salary bill is only staying
fairly constant in so-called volume terms because we are providing for
increased staff at the sharp end - doctors, nurses and so on. Current

expenditure on procurement of goods and services from the private sector,
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which of course includes much of the Defence programme, is virtually
level. The switch in the economiccategores of expenditure is

essentially a switch between capital expenditure and transfer payments,

notably social security payments.

~
\ 1



Background note

The figures on which the speaking note is based are as follows :

1975-76 1976-77 1977-78 1978-79 1979-80 1980-81 1981-82

Current expenditure on goods and
services excl wages and salaries

Central government 11,148 10,969 10,890 11,058 11,289 11,860 11,962
Local authorities 3,340 3,133 2,966 3,104 3,229 2,84L4 2,694

Total™ 14,488 14,102  13%,856 14,162 14,518 14,705 14,656

Gross domestic fixed
capital formation

Central government 2,163 1,990 1,594 1,573 1,533 1,564 1,653
Local authorities 6,677 6,093 4,919 4,201 3,830 2,889 2,093
Other public

corporations 1,506 1,500 1,303 1,190 1,061 938 891
Total®* . 10,406 9,583 7,816 6,964 6,425 5,392 4,637
Grand total 24,894 23,685 21,672 21,126 20,943 20,097 19,293

*Shown in the White Paper, Cmnd 8175, table 1.8

2. The .plans for the years after 1981-82 are provisional,land the decisions

necessary to permit an economic analysis of expenditure for those years have
not yet been taken. But the indications are that the plans imply no great
change from the 1981-82 position shown in the above table.

3. The reasons why the bulk of defence expenditure is classified as current
spending (including spending on items, like ships and aircraft,which on other
programmes would be capital equipment) is that defence goods are, in the context

in which they are used, consumables which do not add to productive capacity.
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Economic Analysis of Public Expenditure Figures
(Cmnd 8175 : Table 1.12)

The Chancellor will recall that last April he was pressed by the Committee
on the fact that g;;ﬁ%ﬂi§sis of public expenditure was given for 1981-82
and later years. The main reason for this was that there was no analysis
of the housing programme for later years between subsidies, capital

expenditure etc. (Copy of exchanges attached.)

2. Mr T Ward, one of the special advisers, has pointed out in his paper
to the Committee that Table 1.12 of the new White Paper (Cmnd 8175) shows
the differences from the previous White Paper by economic category for

1981-82. He remarks '"Precisely how this is possible is not explained'.

3. If the Chancellor is pressed as to whether figures which he has said
were not available were available (and whether comparable figures for

1982-83 are now available) he should say:

"Figures for 1981-82 did not exist a year ago (and similar figures
for 1982-83 do not exist now), because decisions about the split
of housing programmes had not been taken at that time for the later

years.

However, when we came to prepare the White Paper, it was considered
than an economic analysis of the £2.3 billion change in the planning
total for 1981-82 would be useful. '

For the majority of programmes such an analysis was available.
There were however a few cases, notably housing, where firm decisions
had not been taken last year about the split by sub—programme for

1981-82.

This meant that firm figures for the economic analysis had not existed
at the time of the last White Paper.

In the case of housing therefore the figures used in completing

table 1.12 represent  the policy change announced in November

Eeod-

Badhl . |
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(-69) and the change in the programme due to "estimating changes"
(+77) notably the effects of changed interest rate assumptions on

the figures for subsidies.

S0 in that case, it is essentially an analysis which jdentified

changes, rather than differences between two complete sets of figures.

Next year, we would no doubt include a footnote explaining the

somewhat hybrid construction of the table.

4,  The Chancellor could point out that it was not a case of the Government
withholding information a year ago, it was a case, perhaps, of trying to be

too helpful now!

(i-ff?’ G;FOU{’
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NATIONALISED INDUSTRY INVESTMENT: SPEAKING NOTE

Frequently urged that public sector investment, particularly
by nationalised industries (NIs), be increased, because in
short-run would give additional business to private industry

and in longer run add to productive potential.

Those who urge this not always clear whether such investment
should increase totals of public sector spending and
borrowing or be accommodated within existing totals by

cutting back other spending.

Distinction important. Whatever medium-term benefits, in
short-term £ of additional public investment has much same
effect as £& of public expenditure on current goods and
services. If additional investment allowed to add to PSBR
would tend to raise interest rates, and discourage other
expenditure, including private investment. Except in
short-term, net effect on private industry may not be
beneficial. Effect on future growth of productive potential

uncertain.

These unhelpful side-effects could be avoided if new
investment in place of some other spending already planned.
Raises question of what other spending should be cut, and
whether if such reductions can be achieved should be used
to reduce total spending, rather than change balance of
different programmes within it. Issues for next annual

review.

N
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Beware of jumping to conclusions, particularly where NIs
concerned. Some decline in NI investment in recent years,
but on nothing like scale that much recent comment suggests.
Public expenditure white paper (Table 3.2) shows NI invest-

ment higher in coming three years than in past two.

Rate of return of much NI investment has been appallingly

low; over-investment in some (eg steel capacity). If projects
in prospect offering good rates of return, hope they can

be accommodated within present totals of investment programmes.
Criteria applied to public investment designed to favour
projects offering high return. Real trouble is that such

projects much rarer than sometimes suggests, and some NIs

not good at containing their current costs (and so have to cut

P

investment).

As indicated in Budget wind-up, ready to consider alternative
methods of financing NIs. Two advantages if right form could be
devised. Might introduce market discipline for management. Might

also tap new sources of finance and avoid adverse effects on

e

interest rates. Open}mind, but experience, so far at least, is
that methods of financing which meet these criteria exist more

in imagination than in real world.
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CROWDING OUT

Most of us dislike the term, but as generally used it refers to
the extent to which an increase in public expenditure displaces

private expenditure.

2 In a fully employed economy it is obvious that increased
public expenditure, however financed, must displace private

expenditure. This is known as "real resource crowding out" .

There is no dispute about it. It is obviously not relevant in

today's conditions.

De The issue today is whether an increase in public expenditure

financed by borrowing will crowd out private expenditure. There

are various ways in which this could come about - through the

effect on interest rates, exchange rate, prices or expectations.

4, The interest rate route is the one most frequently discussed.
Much turns here on monetary regime assumed. With a fixed money
supply, the increased public borrowing would have to be financed
by additional debt sales, so raising interest rates (and possibly
also exchange rate). Sensitivity of private spending to changes
in interest rates difficult to estimate. Most research suggests
it is fairly inelastic in the short-run. But obviously much
depends upon the starting level of interest rates and the general

financial position of the private sector. On balance, initial

s

demand-boosting effects of additional Government expendlture on

goods and services likely to outweigh the demand—reduclng effects

rr——

arising from the hlgher interest (and exchange’) rates. In other

e —————
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words, in the short-run unlikely that additional public

expenditure would crowd out, one-for-one, private expenditure. But

interest rate effects are probably stronger in the medium-term

and the question is more open as one moves further ahead. there
would also be longer run consequences following from the change
in the pattern of expenditure, with more of it determined by the

government and less in the market sector.:7

5. If the additional borrowing were financed not by debt sales
but by a faster growth of money supply, interest rates would
presumably not rise as much initially (and with inflationary
expectations rising, real interest rates might fall). However,
the higher monetary growth would be expected to lead to higher
inflation, and this could reduce private expenditure, both by
creating uncertainty and by raising the personal saving ratio

(as persons try to maintain the real value of their wealth).

6. Crowding out is thus a complex issue that in the end can
only be resolved empirically. It would seem unwise to take any
dogmatic line about the extent to which additional public

expenditure would lead to crowding out in the short-term. Even

with unchanged money supply, the displacement of private

expenditure would probably be considerably less than one-for-one .

T These same arguments, of course, suggest an even more

-

agnostic line on the extent to which a fall in interest rates

resulting from a reduction in public expendituréwénd borrowing

would "crowd in" additional private expenditure. The usual

— e r———

analogy of "pushing on a string"_pfobably has some force in the

short-term. ) st RE—




P Yo e
¥ P

Brief H QQZM

3 A orh
Unemployment assumptions =

e The White Paper uses the broad working assumption that the

wholly unemployed in the UK will average 2.6 million in 1981-82

(2.5 million in GB and .1 million in Northern Ireland). This compares
with 2,3 million in mid-February, seasonally adjusted. st iimpildies

a slower rate of increase than we saw last winter, which is

consistent with the forecasts for GDP, For 1982-83 onwards the

White Paper uses a working assumption of 2,8 million (2.7 million GB
and .1 million Northern Ireland). This is compatible with the GDP
assumpt ion used in the MTFS for the whole period 1981-82 to 1983-8l4,
ﬁﬁich, as the FSBR points out, is broadly in line with the current

————

range of outside forecasts.
(= ke

Will unemployment hit 3 million this year?

2% I hope not, Unemployment predictions are very uncertain

and it would be misleading to be tied to any particular point
fionre, Actual numbers will, for example, depend on how many

school leavers register in the summer. /" The maximum number of }
school leavers registered in 1980 was Jjust under 300,000 in July._7 1
/~ IF PRESSED \

s We would not expect the trend é—of the seasonally-ad justed

figures / of the main series / i.e. excluding school-leavers /

to reach 3 million, Unemployment forecasts are subject to big

ST

errors and successive governments have not published them._7

Sunday Times article: "3.,7 million jobless"
i A copy is attached. It is not clear how the figure was
derivell. Line to take: forecasts uncertain, of course Treasury

looks at likely economic developments on different assumptions,
outturn just as likely to be better than expected. Question and

answer brief attached,

Unemployment figures published on 24 March

s Brief by EB attached.

EA Group
24 March 1981
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UNENPLOYMENT

Is the Treasury forecasting 3.7 million unemploycd by the end of 19839

The Treasury does not publish forecasts of unemployment. The
figures used as illustrative assumptions in the Public Expenditure
White Paper (page 125 of Cmnd 8175) are much lower than this.

The growth assumption in the Medium Term Financial Strategy -

1% & year from 1980, implying appreciably faster growth after this
year - likewise implies a much lower figure for unemployment.

What are the unemployment assumptions in the Public Expenditure
White Paper?

Wholly unemployed, excluding school-leavers, GB

Million
1981-82 2.5
1982-83 2.7 .
1983-8L 2.7

These are illustrative assumptions and not forecasts.

But isn't unemployment likely to go higher than this?

As inflation continues to come down, and provided we stick to
the medium-term strategy, the prospects for creating jobs will
improve, Post-war history shows that increases in unemployment
have been associated with increases in inflation.

Won't unemployment hit 3 million this year?

I hope not, Unemployment predictions are very uncertain and
it would be misleading to be tied to any particular point figure.
Actual numbers will, for example, depend on how many school leavers

register in the summer,

Why doesn't the Government publish forecasts of unemployment?

Partly because of the uncertainties, successive Governmenis in the
UK have not published such forecasts. What matters is sticking
to policies designed to create sustainable growth and employment,
This means improving competitiveness throughout the economy.

If the Sunday Times report is wrong, why doesn't the Government
deny it?

All sorts of speculative reports appear in the press from time to

time, The Government is under no obligation to confirm or deny

every such report.



But doesn't the Treasury model produce very pessimistic forecasts
. of unemployment?

As can be seen from the array of forecasts published by many
different institutions, a wide variety of views is available:
a considerable measure of scepticism is in order.

Hasn't the Treasury constructed forecasts on more pessimistic
assumptions about growth?

As always, a wide variety of projections have been considered,
but we hsve no intention of adding to the substantial amount
of material already made available,
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1lker‘ urges"new mdustrlal plan

o by chhael Jones, Political Correspondent ," S

i
i

ssterday for a new govern-
ndustrial strategy, .as
11 sources .disclosed: a
easury forecast for un-
1ent next year. This sec-
re suggests’ that, on the
sumptions, there may be
) out of work by the end

r Walker,
and the only prominent
of the cabinet not yet
to -have endorsed Sir
Howe’s Budget, urged
rnment now to adopt a
positive industrial inter-’

1ent Con;ervatlves ‘who

his views said last night
alker’s call”

of electoral drsaster.

us reports of a possnble
the position of the prime
herself are already begin-
rculate in‘both Whitehall
:minster. They have been
ed by Tory fears, shared
Thorneycroft, the party
I, of the .possibility of

‘ agrlcu]tural |

7 -

the first ‘;_qﬁa‘rte{:.of next year.
“Tory :MPs h’avev-bee_n assured,

. . ' however; ‘that the recession is
DING cabinet dissident’

beginning ‘to bottom out and that
higher output will help to limit
rises in unemployment But a
-3,700,000 projection has not ‘been
ganncxp_ated - and Sir Geoffrey
Howe is likely to face questions
about .the basis for his Budget
confidence” when -he appears fhis

week before the Cammons. select :

committee on the Treasury.

“The" shotk: figure will ndd to
the ‘political : speculation sur-
roundmg Walkers speech yester-

1

¢

gave Mrs-
- what may ‘be her last :
o preserve cabinet unity
ect the Tories from the -

" day, which will.:be Kollowed today
.by another speech to .the dissi-

“dent. {I‘ory »Reform«Gropp con—

ference in ‘Oxford. - :

-— Walker’s—friends -were -at pams
to stress last might that his pur-
pase, ' Was oot to provoke a.cabinet
crisis. Bls &im-was rather to sug-
gest'.a “forznula for: rallying. the

cabinet .around a strategy which

was consistent with the expendi-
ture of billions of pounds to pre-
‘serve .:€ssential industries, ;and
which ' was at the .same ' time
‘aimed at restoring both industrial
‘and Tory ‘Party fortunes )

T But | prolonged contr0versy

:al social democratic suc- °

the next election.

authoritative = Whitehall
aid last night “that' the
yment forecast, the
>ver to come out-of the
, indicates that the three-
barrier may be broken by

Sundal T
d) mAapcC i
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reasury’

seems the llkely result Walker
‘offered the chancellor no support
for his Budget yesterday. : Last
‘night fresh demands for a purge
of the cabmet < wets 2 !were bemg
made. !

George Gardmer, rxght~wmg
Tory MP for Reigate, told a con-
stituency meeting that “a deter-
mined effort is being made by a
minority of Tories at Westminster
to-undermine Margaret Thatcher
and -secure heér rteplacement as
party leader—if ‘possible before
the next election.” He went on:
“ When so-called Tory voices urge
a radical change of course, or
that we should tear ,up major
election ledges their real hope
is that Margaret Thatcher will be
. discredited, then wdisowned.” - i

Under Tory Party rules, Mrs
Thatcher could face a leadership
challenge this autumn. 1 under-
stand that this has been privately.
mooted at Westminster but ruled
out at this stage. - -~ ’

Walker said yesterday that the
government had three years left
to convince the ctountry that it was
“ succeeding . to create the most
competitive and succeé$sful
economy . . The next few years
of the British economy can only’
be about the creation of a British
commercial presence that is able
-to compete with its rivals and has
advantages : comparable with
theirs.” i -

Defending the state aid already
given and:the fresh funds ‘ear-
marked for basic industries, he
said that non:intervention would
have meant the loss of Britain’s
shipbuilding, coal, aircraft engine,
car, steel and fishing industries.

‘
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MARCH UNEMPLOYMENT FIGURES

1. March unemployment and vacancies figures will be released
tomorrow, Tuesday, 24 March at 11.30 am,

2. The total number of UK unemployed was 2,485,000 an increase
of 21,000 compared with February. The percentage rate increased
to 10.3 per cent. '

3. UK seasonally adjusted unemployment excluding school leavers

was 2,381,000, an increase of 77,000 since February. The pércentage

rate increased to 9.9 per cent.
4. Seasonally adjusted vacancies fell by 1,000 to 97,000.

Comment

5. There are now a number of signs that conditions are _easing

somqugg. The situation will however remain one of rlslng

L

unemployment, albeit at a less rapid rate. NOnetheless it is

encouraging that the very rapid rate of 1nqr¢ase in unemployment

in the latter part of 19867appears to be over.
MM,__ e — g B S — ———

(a) Recent months unemployment flgures show that the rate of
increase eased around the turn of the year.'

Monthly . increases
000s seasonally ad justed
excluding school leavers

3 months to November 111
December (5 week month) 107
January 92
February 76

March 77
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(b) December and January's fall in manufacturing employment,
66,000 and 47,000 respectively, was less than the 77,000
per month average experienced in the second half of 1980.

(c) The flow off the reglster has been rising gradually

51nqe ‘the middle df last _year; from 263 000 in July to
280,000 in January and February (3 monthly averages). The
flow onto the register, which has been rising since mid 1979

il
appears to have peaked in December (368,000 -3 monthly average).
w1th January and February showing declines to 359,000 (3 monthl;:

average)

(d) Although vacancies (seasonally adjusted) fell in February
and March the large declines of last year are over. - Vacancies
rose in December and January.

(e) The decline in overtime appears to have bottomed out -
against this short-time rose during January.

6. The Department of Employment will be releasing figures that
imply a sharp rise in the register effect of special -employment
measures in February. This could be interpreted by some comment-
ators as casting doubt on the improvement in recent unemployment
figures. The Department of Employment's view, which they will be
putting across in press briefing, is that taking account of the
nature of the register effect estimates, and taking a perspective
extending over earlier months, the special employment measures do
not affect the interpretation of recent unemployment statistics to
any marked extent. ' '

Line to take

e Ministers will no doubt wish in public, to stress the uncert-
ainty of predicting and assessing future level of unemployment'

to recognise that the indications that the rate Of increase has
moderated is encouraging; to continue to reiterate the link between
excessive pay settlements and lost jobs; and to stress the desir-

ability of building on the recent evidence of moderating pay

settlements, éjngzd—zf - {

C H K WILLIAMS
EB

23 March 1981
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THE RECESSION: THE TIMING OF RECOVERY IN OUTPUT

At the March 18 session with the Treasury Committee, it was put
to officials that the latest forecast implied a different, and later,
path for recovery in the economy than the previous (November)
forecast and the statements made to the Committee by Mr Burns on
1 December.,

2, There is no néed to be defensive about this, Obviously the
precise timing of recovery is uncertain, and will remain so even
after the first CSO figures are published, but the forecast and
its interpretation has changed very little since the autumn,

2. The half yearly paths of output (GDP) in the two forecasts are
as follows:-

GDP, 1975 = 100

1980 1980 1981 1982
I II I II I
November Industry Act
Forecast 108.5 104.8 105.0 105,2 _ -
March 1981 FSBR 109.1 105.8 104.9 105.6 106.1
L, In evidence in 1 December, Mr Burns confirmed that he expected

the bottom of the trough in terms of output to be reached "sometime
between / 1 December_/ and / the spring of 1981 _/". An extract from
the record is attached.

°

B We still expect the bottom of the trough to be reached and for
a gentle recovery to begin sometime in the first half of 1981

—

zj 6. There is, it should be added, a real risk that recovery will

not take place in the first half of this year or even at all this
P ———— e ™

year: such an outcome would be well within the margin of error.

There is some danger that overemphasis on the probablllty of recovery
could backfire on the Government, ‘

Line to take

Prediction and measurement are not at all exact; nobody knows

precisely when the recovery will begin,

2s The evidence from business surveys (industry now appreciably
less pessimistic than in the autumn); most outside forecasts: the
CS0's leading and coincident indicators - all these point to recovery

beginning sometime in the first half of this year.

/3. The
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- The Government's own forecast, which in general is not

very different from outside forecasts, shows an end to destocking
and the holding up of consumers' expenditure (partly because of

a fall in the savings ratio induced by lower inflation) as the
main factors in the recovery.

1.« A _separate note is being sent to the Committee on stockbuilding.
Further questions could be met by reference to the past behaviour

of stocks - falls in which do not usually last long - and by

some surprise that the Committee should appear to put the onus of

proof on to forecasts which assume an end to destocking.,

5e In response to a suggestion by the Committee that, margins
of error being what they are, the forecast could imply no recovery
in output this yesr, the point may be made that there is an equal
chance of the recovery being faster than expected; and, if
pressed, that were destocking to go on longer, or be deeper,

than expected, then the subsequent recovery could well be sharper.

Sm.wceg 01' wvwi

i, Brnd &!:sh’d;u‘a«j (W&V\ a Aecelorakion n A(,s'*pdd.a:v\j Wl‘)() , |

2. Lowes m(lwtw'n swowld lead 2 a reductiom m sa,uvi«gc fai‘éa/ln-mgage/ wn
Frrpwh',em i mesme camsumed (e perple need B sawe.‘(m ke Wiatzm
HnLayuUJJL)

3. Cyclucal recovences m coorid Ha‘LA-L, and in invecbmenk i 1982 (1aliy
n(uwﬁwj lovpen imllrest rafu/hpw covnpary ()fvg%/jmmi
mljlnchum.t p«‘- Qe eitmomy t l""j"“" Md"“"'je’" ) "

ER Growp
2% Mook 1181



L

Timing of recovery

The Committee may suggest there is some difference between
the view of Mr Burns (the trough occurring sometime around the
spring of 1981) and the statement by Mr Evans ("some general

recovery perhaps in the second half of this year").
Line to take:

(1) The forecast of GDP shows a fall in the first half
of 1981, a rise in. the second half,

(2) This is consistent with the trough in output occurring
in the first half of 1981 - possible, as the CSO
coincident indicators suggest, that it has already

oceurred,

(3) Thus the start of some recovery in output can be expected
in the first half of 1981, continuing into the second
half and into 1982,



EXTRACT |
2 MDD Repon MoH TcsSC Sesion 190-g |

1 December 1980]) Mr T BuURNS, [Continued
Mr P E MipDDLETON, Mr J M BrIDGEMAN, Mr J B UNwiN and Mr H P Evans

MINUTES OF EVIDENCE TAKEN BEFORE THE l h
1

|
TREASURY AND CIVIL SERVICE COMMITTEE '

T Mr Sheldon

46. We were told that the bottom of the
rough in output was not likely to come

uch before the end of next year, that is,
the winter of 1981-82. Do you wish to
revise it? .

(Mr Burns) 1 indicated that we expected
output to stop falling sometime over the
course of this winter and that the level of i
output in the first half of next year would 1
be Eroadly the same as it was in the second :
half of this year. I did not wish to be precise
about when it would take place, but we are
looking at a fall this winter.

47. The bottom of the trough in terms of
output you would anticipate to be in broad
terms round about the spring of 19817

{Mr Burns) Sometime between now and ‘
then, yes. s

48. That is a change from the view which
was put to this Committee some few months
ago.

(Mr Bumsz 1 cannot remember the pre-

- cise details of that.

49. Q96.
(Mr Burns) 1 would say it is consistent
) with what we have been saying in the sense
that I mentioned earlier, that we have seen
a much sharper decline in stocks earlier

than was anticipated. And I would expect
that the consequence of that compression in
de-8tocking, and the tremendous speed of
the de-stocking which has'gone on over the
last few months, would be to bring forward

the point at which there would be some
recovery. - -
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Mr, Higgins: Yos, but we hove got o very clear answer on the Eic 33"

lest point which was really what I was after,
Mr. Eggar : ‘
34, Last Novenber the Chief Econonic Adviser cone to us and
he said that he saw the upturn coning in the spring of this yeoar foz |
exnctly the sane reasons that you are now givingfzze econonic uptuxn ‘
coning towards the end of this year. Who was wrong and why? |
(Mz, Evangj I think if you look at the two forecasts
that LERS published, both in Noveober and lest week, they are really
voxy sinilor indeed. What Mr, Bums said then was thet he did not |
know precisely when the upturn was co::ﬁ.ng, vhich is what all econonio ‘
forecasts say. 4% we are scying now is that the low point of output
hos been reached in the firnt half of 198l. Perhaps I nay refer

you to sone econonio indicalors that were published today - the

CS0Os cyclical indicators, their ieading indicators end coincident
indicators. The longer leading index has been turming up for
over & year now. The ehprber lending indicator turned uwp severcl
nonths ago, and the coincident 'Jndicato: for the last couple of
oonths has now flatvened oute So it does seen to ne, Mr. Chaim,
. thot all these indications are consistent with the view that output
cxround now has stopped falling, sone tinme around now which I
would not went 45 put into one particular i:onth, and that sone gemexral
recovery porhaps in the second half of this year should take place,
and the answer
Mr, Eggars Could I refer you %o question 1053/that Professor
Bums gnve to Mr. Sheldon. You night want to consider
the answer you have just given ne in the 1light of the answer thot
Professor Burns gave Mr. Sheldon in Noverber, and perhaps let us
have an explanation of the different nuances you put on the figures
“before we see the Chaacellor. Thank you.
Mr, Wainwright
354 Could Mr, Evans tell us rather more cs to why, in the

14
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MEDIUM-TERM ISSUES @ GROWTH "TAX BURDEN E7¢

Growth Assumption . _ :i:

The assumption in this year's FSBR is for growth of % per cent
per annum between 1980 and 1983. This is a working assumption made

for calculating the projections of government revenue, expenditure
and borrowing. Though not itself a forecast it falls within the
range of recent outside forecasts. The lower growth for the medium-
term than assumed in last year's FSBR reflects the deterioration in
prospects for the period immediately ahead: GDP in 1981 is now
expected to fall by about 2 per-cent, compared with the % per cent
fall expected a year ago. Average growth between 1981 and 1983 is
therefore by implication 12 per cent a year. [This means that the
latest projections assume a rather sharper cyclical movement in
output than was assumed last year.]

Sources of Growth in the Medium-Term

Before answering the specific question on the sources of growth
in the medium-term it is worth emphasising three points. First
the FSBR does not include a forecast of growth beyond the short-
term. There is a working assumption on growth in order to calculate

the medium-term projections of government revenue, expenditure,

and borrowing, but no attempt to predict the precise timing or
extent of movements in GDP after the first half of 1982, still
less the precise composition in terms of categories of expenditure,
output, or income of such movements. Second there has in the past
been a tendency by forecasters to underestimate the cyclical
fluctuations in output. Third though it is customary to talk about
growth prospects in terms of the main categories of final expenditure
it is essential to look at the constraints on supply as well, and in
particular to examine the factors that are likely to influence
companies' output decisions.

The forecast movements in the main categories of expenditure over the
period to mid-1982 are shown in Table 11 of the FSBR. We would
expect the recovery in output to reflect the end both of destocking

URF
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and of the cyclical downturn in investment; some fall in the savings
ratio as consumers respond to lower inflation; the effect of lower
interest rates and an improvement in' corporate profitability; and
an eventual improvement in trade prospects as world trade recovers
and the economy becomes more fully adjusted to the high value of
sterling and the recent loss of competitiveness.

A large run-down in stocks was the major factor contributing to the
' |

- fall in output last year, and we foresee continued destocking during

the cprrent year, though at a declining rate. But by 1982 we would
expect the adaustment to be more or less complete. “Even if there is

llttﬂe addition to stocks in 1982 the fact that they are no longer
belng run-down will mean that the major contractionary force in the
economy will have ceased to operate. Similarly, one might expect
the cycle in fixed investment to have run its course, though the
depth of the current recession suggests that the recovery in fixed
invéstment may be somewhat later than the recovery in stockbuilding.

As one gets beyond 1981 there should also be some _more p081t1ve

influences at work World trade should be rising more qulckly than
this year. Wlth lower inflation consumers will find that the real
value of their financial wealth is less rapidly eroded, so that one
might expect some reduction in the savings ratio. Companies will
find that the pressure on their profit margins is eased as the
prices of inputs rise less rapidly, and this could be an important
influence on output of many firms. One possible interpretation of
the recent fall in output is that firms whose profit margins have
been squeezed - in all sectors of the economy, not Jjust the trading
sector that has been affected by the loss of competitiveness - have
been forced to reduce their output. As margins recover output
should rise again. The recovery in output should also be helped by
a reduction in nominal interest rates. The expaﬁsionary effect of
lower interest rates is difficult to quantify precisely; but

it could be considerably stronger than is represented in most

macroeconomic models including the Treasury's.
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What is the personal tax burden implied in the revenue and
expenditure projections for 1983-847

The direct tax burden on persons will of course rise substantiall
in 1981-82. Thereafter its course will depend on several factors
ir particular the growth of the economy and the level of public
expenditure. . The projections published in Table 8 of the FSBR

.shggest that on present expenditure plans and growth in the

economy averaging the assumed } per cent a year over the period
1P80-83 there should be some room for tax cuts in 1983-84.
f pressed: If these wholly took the form of reductions in
he basic rate of income tax, this would be equivalent to about
4p off.] As the FSBR says, in broad terms the fiscal adjust-
ent implied for the later years would do no more than offset the
Fise in the personal tax burden in 1981-82.

N ' |
'Is the implied tax burden on persons higher in 1983-84 than

@i

when the Government came to office?

%E_terms of income tax the burden shoulq_beblower. In terms of

total taxes - direct and indirect - and contributions paid by

persons it would on present expenditure plans be higher.

[EQEEF. The personal tax burden is defined here as income tax as

a percen%age of personal income. On this definition, the implied
reduction in 1983-84 just about offsets the real increases in 1980-
81 and 1981-82 and gets the ratio below its level in 1978-79. If
National Insurance contributions were included the implied tax burden
in 198%-84 would be about the same as in 1978-79. If VAT, specific
duties and local rates were also included, the tax burden would be
much higher than when the Government came to office. We would not
propose to give figures for this - but it would be difficult to
refuse to answer qualitatively if asked. ]

We shall also be preparing short technical briefs on assumptions

the Relative Price Effect, and the North Sea revenues.

M GFremq> . .
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ECONOMIC EFFECTS OF THE BUDGET : SPEAKING NOTES <jj:>

Afraid cannot offer any quantified assessment of the etfects
of the measures announced in the Budget. Artificial to look at
them except in the context of policies and prospects as a whole.

2. [if taken by themselves, the fiscal changes announced in the
Budget can be described as restrictive. Buﬁjthe direct effects
on demand in the short term would be likely to be substantially
offset by other factors such as the fall in interest rates made
possible by a lower PSBR, the lower savings ratio and a lower
level of imports.

3. Budget measures must be related to wider policy stance and
prospect. Tax increases are partial complement to additional
spending over and above that assumed in MTFS a year ago (about
£6 billion in cash). So looking at both sides of tiscal account
tax increases in fact only meet just over half of extra 1981-82

r—

%nggigg. Again, unlike last year, financial year sﬁarts with an
underlying rate of inflation comparable to new monetary target.
Therefore mis-description to label overall fiscal and monetary
stance as deflationary.

4 . More meaningful to look at prospects as shown in Industry
Act forecast. This shows that both total output and manufacturing
output éxpected to pick up in second half 1981 and further in
first half 1982. By first half 1982 total output could be 1%
higher than year earlier. This will help limit rise in unemploy-
ment which already beginning to show some signs of easing offt.

D Outside torecasters generally expect a similar pattern ot
output: ie a recovery by 1982. |[USE WITH DISCRETION: Some
commentators (FT 18 March) have suggested that, on average,

following the Budget:outside torecasts are not markedly more
pessimistic on output¥Ythan they were beforehand. ]

[IF PRESSED
6. The tundamental problem with estimates of the supposed
effects of the Budget on output and unemployment is the

potential unrealism of their starting point. As explained

P Mo e Brre il
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in the Budget Speech, to budget tor a 1981-82 PSBR of

£14 billion would have been irresponsible and unacceptable.
With such a prospect the confidence of financial markets
could well have been strained so much as to bring a
funding crisis. The interest rate effects suggested by

a conventional economic model could thus be major under-
estimates. ]

Are thefte Treasury model simulations of the Budget's effects?

7. Yes. Naturally Ministers have been advised of various
simulation results. [As already explained] a good deal of
judgement has always to be applied to these in assessing the
economic effects of the Budget. '

Can the Committee see the simulations?

8. Simulations carried out in the course of advising
Ministers are not normally published. The Committee does of
course have access to the Treasury model via the Hohse of
Commons Library.

CU
23 March 1981
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Recession forecasts are more peSSImlstlc

BY PETER RIDDELL, ’ECONOMICS CORRESPONDENT :

THE RECESSION should bot-
tom out this year but the. re-
covery in 1982 is likely to be:
modest. and unemployment will
probably continue . to .rise,’
according to a survey of

| economic forecasts published:

since the Budget.

“The " accompanying .table
shows eight forecasts published
in the last week.. The list is
not intended to be comprehen-
sive though
Keynesian bodies such-as the
Economist Intelligence’ Unit’
and monetarist bodies such as
the Liverpool ‘Group headed by
Professor Patrick Minford. The
former are more pessimistie, .

“These projections' are com-

pared with a sample of 17 fore-,..
| casts
1 February 9..

published on: Mon‘day,

The : two sarhples are not
strictly comparable, but it is
clear that the forécasters have

.become. . slightly mote pessi-

mistic - about’ the outlook this
year.  They. generally believe

it. ‘covers "neo- -

that the turnlng point wlll

come in the. summer, gr early

autumn -rathér.than now. - ‘.

In :early:. February :
aVerage projected declme in
total output for 1981° was 1.6
per cent. ; The latest estimate is
a drop of 1.73 per cent. Some
forecasters,. including the Trea-
‘sury and stockbrokers. Phillips
and Drew have, However, re-
vised their forecasts downwards
by about % a percentage point.

The volunie 'of ' consumer
spendmg is .¢xpected ‘to fall 0.6 .,
per, cent ompared with. a
ptrevious :pro ectmnf of a fall of .
0.3 per. cent.:

These revisio s are small and

‘reflect not only the -impact .of

the tax increases in the Budget
but . also. -the- general deteriora-
tidn ifi the economic outlook;in
‘the 1ast couple of months. _Fore--
casters such -as the London
Business : School and' . the

National Institute were already"

becoming more = pessimistic

before the Budget

‘the

o
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i comphmsou 'o_:.r;;

‘Percentage change year-on-year. "Avetage’ - I Ao LEEN Economist
in constant 1975 prices forecast in i) \ Philllp! Economic, ‘Hoare =~ Wood ' Uverpool Staniland Intelligence
_ unless ‘stated early Féb. Treasury* and Drew _Models . Govett Mackenzle L Group'r Hall Unit .
Gross Domestic Produce 1981 —16 =20 . =35 —19 +0.8 ~-25 l=02 < -0 ~25
; 1982 ' +1.7 +1.1 415 +2.0 +2.1 +3.2 o +2.9 +2.2 —0.8
Consumer Spending o 1981 —=03. ~—08 i —12 [ —2.0 +1.1 =02 ;¢ 57540, -1 —0.9
. ’ 1982 1905 Ll 20+ 407 - +1.8 415, e i 410 +2 -+0.5
Exports 1981 =30 . =83’ —2.4 —3.8 —=3.1 —35. .. e —82
\ L S . 1982 +24 . =16 429 +1.9 = 445 +3.4 i —17
Imports (LR 1981 —0.8 «ei=258 '+ —68 .. =27 . - —24 —-— —2.6
EARLAN L T 1982 449 . +8.0 ¢ +5.4 A27 ST T 4100, - D +3.6
Retail Price Inflatlon 1981, 4th ‘0275 100 o108 n7 - % 89 2.9 500, 100, 120,
12 month rate of increase .. 1982, 2nd - 80 - 94 e e 9.3, — -
LA g Am;z,m, 22 w3t 108 9.5 LY — 9.0 10.0
Unemployment 1981 26 —i 29 26 v, 2TS o 2.8 2.6
(UK adults, 4th qtr, m)... - 1982 2,75 L TR 1 G 27 Rt I e T 2.6 3.0 2.9
Current Account (£bn) 1981 +14 +30 ¢ +30° +38 © +449. +20" +2.0 —_— +3.2
1982 —0.6 xer —0.7 +3.2 +1.9 +0.3 15 — +13

¥ 1982 forecasts for Treasury and Wood Mackenzie are for first half compared with first half of 1981,
¥ Liverpool Group forecasts for inflation and unemployment- are’ average not fourth quarter levels.

Collapse of Unlted Industrlal was caused by bad management’ €

BY ANDREW FISHER

| THE COLLAPSE of - toiletry

wholesaler United Industrial”
Company in 1976 was brought
about by bad management, a
costly French venture and an
unexplained lack of gross profit
for 174 months, a Department
of Trade report concluded

Once the previous manage-
ment left in 1974, having been
found diverting some of UIC’s
profits, the quality of manage-
ment and control ‘“unhappily
fell far short of even acceptable

saxd' o The oyierall picture of

the contmuiné busineéss is one
of increasing failure, with fall-’

ing turnover.and falling profits,
acceleratmg into serious losses.”

It added that there'was no
‘doubt -~ that Eridor . Trading,

* - effectively managed by Mr. Eli

arris, “ had been sxphomng off
some. of the group’s profits and
that those directors. connected
with- Eridor, led to
declare their to the
remaining dir IC.»?

aw b Ja s

‘France,

ful ‘cpmpetition with UIC, which

was based in Leeds. .
“They.left behind no regular
or patterned structure of man-

.agement,” -the report said. Mr.
' Dennis’ Hillman-Eady, who lived

in_ Monaco and owned 15 per
cent of UIC, became its chair-
‘man early in 1974, He and his
family later bought more shares.
- It was his idea to go into
a decision that -cost
UIC a total of £303,000 for no
return. ‘ Whether it was a bril-

Yianmt ana Panlhawndrer idaa ic nnt’

had most intereSt in Monaco,
the inspectors said, made the.
management - tasks more diffi-
cult. “In effect, he attempted
to manage the group by tele-
phone.”

Despite the. appointment of a
deputy, “Mr. Hillman-Eady, a
forceful ' personality, - retained
the power and appears to have
used it not always to the best
advantage of the group.” .

One way in which UIC tried

to build up turnover was by
onine intn ratailine. hut . the

in France apparehtly supported
by the rest of the board, was
mainly executed by Mr. Hill-
man-Eady _‘““who lacked the
necessary expertise and know-
Jedge of foreign law and com-
mercial practice to which he
pretended.” .

. He also, said the inspectors,
“enjoyed extensive expenses
and commissions for which in
the, event he gave no value.”
But they. said they were satis-
fied that he eéxpected the ven-
ture to succeed.

spectors said. :; O ‘

Though profitable up to the
early 1970s, UIC lost some
£76,000 after extraordinary
items in the year to June 30,
1975. In the following 174
months losses were estimated by
,the inspectors at ' nearly
£500,000. !

After June 1975, UIC failed
to earn a gross profit margin,
they added. Since there was no
evidence that prodicts had been
sold for no more than they cost,

‘the absence of a margin must be
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ASSUMPTION ABOUT GREEN POUND IN FORECAST
Facts

1. Treasury officials were asked last week what assumption was
made in the short term forecast about the level of the green pound.
They responded on the lines that, because this was a delicate
matter currently under negotiation, they were unable to give an
answer. But they agreed to consider whether any more information
could be given.

CONFIDENT-

IAL: NOT |2. The forecast did assume a green pound revaluation sufficient to

FOR USE | 101d the_sterling increase in EC farm prices this year to 5%.

3. As a result of the realignment effects of the Italian lira
devaluation the UK positive MCA will, at present exchange rates,
be reduced from 14.1% to some 12%.

Comment
4, Given the present state of the CAP price-fixing negotiations

it would be damaging and highly embarrassing to reveal the forecast
assumption.

Line to Take

5. Level of green pound an issue currently under negotiation as
part of the CAP price-fixing. EC Commission have proposed cut in
UK positive MCAs of 5 points, equivalent to green pound revaluation
of just over 6%. Given present state of the complex price-fixing
negotiations hope that Committee will understand that it would not
be appropriate to give the green pound forecast assumption.

IA1
23 Maccl 19



CONFIDENTIAL

THE BUDGET AND INDUSTRY

I CBI ESTIMATES

(see attached CBI handout: 1 to 2% oft GDP and 100, 000 extra
unemployed, £1 billion oft non-North Sea iccs proflts "next
year" [1981-82 or 1982779)

Line to take

1. [As already explained] It is misleading to produce precise
estimates of the eftects of the Budget in isolation. The
alternative to action to reduce the prospective PSBR could well
have been higher interest rates - not lower - and all assessments
need to reflect that. '

2. Naturally CBI and others would have liked more relief for
business. But within the tight overall position there was simply
not enough room to provide across-the-board help. However the

great weight of the revenue-raising measures bears on persons, the
North Sea and the banks rather than on the hard-pressed parts of
industry and commerce. And some significant selective tiscal relief
is going to industry. Ministers' judgment was plainly that it would
not be feasible to hit the personal sector even harder to cover
further relief for industry.

-

II ARITHMETIC OF.HELP FOR BUSINESSES

Background tigures

3. See separate note attached

Line to take

4. Because of doubts about successfully modellihg the consequences
of some alternative approach which would have provided for a

£14 billion PSBR, hard to be precise about the overall effects on
industry. But there are undoubtedly measures of 51gn1flcant dlrect

P B e i |
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benefit:

s N
..o first the benefits ot lower interest rates - which the CBI Civi
have previously estimated [Budget Representations published e
3 February] as worth £§§Om a year off "companles Vgggggl ﬂgz

SSENTIAL ” interest charges on bank borrow1n§;;ﬁggr each 1% reduction, o

o USE —

THESE WORDS ——— -
EXACT LY
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CONFIDENTIAL

[NB £350m was always an over-estimate of the net benefit
which the CBI now seem to put at £250m per 1% - close to
our own (confidential) estimate of £280m.] Interest

rate reduction particularly valuable when more companies

than usual are '"tax-exhausted".

coe second the -improved stock relief scheme - minus the credit
restriction - worth £180m in 1981-82, £400m in 1982-83
and £450m in a full year.

ose third the energy measures - worth some £120m in 1981-82.
Within this, new arrangements proposed by the electricity
industry, for example, could benefit some large industrial

consumers by up to 8% of their electricity costs.

cee fourth the various other measures to encourage enterprise and
small business. Much more significant than their revenue
cost might imply. Nevertheless latter estimated at

over £90m in a tull year.

5. Of course businesses will pay more in excise duties tollowing
the Budget [NOT FOR USE: an estimated £700m in a full year assuming
a non-indexed base, say £350m from a revalorised base]. But looking
at the direct eftects, including those of the MLR change, there are
still worthwhile measures of help for the hardest-pressed parts of

businesss

III INDIRECT EFFECTS OF "DEFLATION"

Line to take

6. [As already explained] it is misleading in the Government's
view to label the Budget as '"deflationary". The "indirect"
effects of an excessive PSBR would certainly not have been in
industry's long term interests. While the preciée eftects of the
Budget itself are unknowable it is relevant that the government's
forecasts show both GDP and manutacturing output turning up in the
course ot 1981.



Arithmetic of help for businesses

" Background note

S,
e
(A

1. The direct effects of the Budget fiscal measures[ﬁB excluding
changes in CTT and items like business start-up schemes where

"the relief flows to persons, though bringing benefit to businesé]

affecting non-=North Sea non-banking business are (all figures

from FSBR):

revenue cost/public expenditure

1981-82 full year
stock relief 180 450
ceiling for CT small -
companies rate 12 21
industrial buildings negl 25
allowance: increase to _
75%
CT extension of group relief negl 25
relief for capital losses Y negl 10
against investment companies'
DLT profits negl 2
VAT registration limits 5 10
total tax reliefs 197 539
petrol (say) -320 -320
derv (say) -270 -270
VED (say) -100 -100
net tax relief (tax increase-)-493 -151
gas and electricity 118 ?(public
spending con-
sequences aft:
1981-82
. undecided)
boiler conversion scheme ? ?
(helps industry even though
does not add to total public
spending) '
net direct fiscal relief (+) =375 -151 +?
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.2, Adding the (confidential) Treasury estimate of the

effects of the 2% MLR change we get

560 [700 J* 560 [700]*

net direct Budget 175 [315]* 509 +? [649 +7 )%
: effect

* figures in square brackets based (rather illegitimately) on
- CBI 3 February estimate of effects of interest rate changes on
"interest charges on bank borrowings".

3. So, even allowing in full for the excise duty changes, the
net direct effects of the Budget help non-North Sea non-banking

business. But there are real dangers in attempting an overall
assessment of this kind (eg interest rates may prove volatile
over the year ahead) and its results should not be quoted.

Reconciliation with CBT figures

4. The above figures can be reconciled with the CBI figures
(as attached) by making the following adjustments:-

CBI figure for net extra 1981-82 "take"
from companies 550

less "excess" increase in employer NIC from -175
April (tweaking of UEL?) which is not .
a Budget measure —

A

net direct fiscal relief 1981-82 =375
(which is the total given in para 1)

5. The CBI handout assesses the net relief dué to the MLR
change at 500 (ie 250 per 1% point) as compared with the

700 (ie 350 per 1% point) given in their Budget representations
as the effect on "interest charges on bank borrowings'". The

250 per 1% point is near the Treasury estimate of 280,



QUNFIDENTIAL

Full simulation results

7. Taking account ot the indirect effects of the Budget on
output, demand etc the MP2 assessment (Mr Burns' 9 March
submission to the Chancellor) is that, working trom an
indexed base, the Budget as defined implies a £% billion
annual reduction in cc's disposable income less dividend
payments, from l§8l—82 onwards. From an unrevalorised

base the eftect might be a £% billion reduction. These
model-based estimates are CONFIDENTIAL and, tor the reasons
explained by Mr Burns, are potentially misleading.

CuU
23 March 1981



© CBI Representations following 1981 Budget o ﬂ?;} 55“7
1. The Chancellor drew attention to the imbalance between the
fortunes of 1nd1v1duals and bu51nesses.

2. He certainly hit individuals with failure to Rooker—Wiee and
with increases in specific duties twice the rate of inflation.

3. But he failed to give any. . net fiscal relief to business. On
the contrary, the effect was to take away some £500-600 million
from business generally, plus £400 million from the banks,
plus £1 billion from the o0il companies, making a total of
nearly £2 billion. (See attached table.)

If it were right to count. the 2% cut in MLR as a Budget
measure, this would be equivalent to a net relief of £500
millilon. - A

4, In the circumstances, the least we can ask for is the
"reinstatement of our demands for 2 points off NIS and abolition ‘
of Heavy Oil Duty. This would cost £1.3 billion in 1981/82,
and increase the PSBR by £1 billion (allowing for the increase
in revenue and reduction in expenditure resulting from the
consequential higher activity), to £11% billion instead of the
Chaﬂcellor s estimated £10% billion after the Budget measures.

5. This would be quite restrictive enough. The PSBR in 1980/81

' is estimated by the Chancellor at £133% billion. Allowing only
for inflation, the corresponding figure in 1981/82 would be
nearly £15 billion. (This allows nothing for the adverse
effects of the deeper recession on government receipts and
spending.)

6. We regard a cut to £10% billion as excessive. Our preliminary
estimates suggest that the Budget would reduce output by 1%-2%
and increase unemployment—by—at least 100,000 next year;
and reduce profits of 1nd1v1dua1"\hd commer01a1 companies
(outside North Sea) by £1 ‘billion or more.

7. We reckon that a PSBR of £113% billion would be consistent
with the Chancellor's target growth of £M3 of 6%-10% and with
a continued fall in interest rates.

8. An alternative strategy to give business the same reductions
in cost as the £1.3 billion tax concessions described in
paragraph 4, by reducing MLR, would need a reduction of 5

percentage points. This would only be practicable if there
were an effective campaign to cut curreéent publlc spending
substantially. :

CBI
13 March 1981
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DIRECT EFFECTS OF BUDGET ON BUSINESS IN 1981/82

| e m—

e

) e e S
GIVE o v . £ million
[ s ' N '

‘Stock Jelief E . 180
Small companies corporation tax rate’ , | 12
Energy |prices - . © 118

VAT; increase in registration limits '_ . -5

315

- TAKE T

DERV (100%) - LR - 270
" Petrol (35% of 910) - « | 320
Vehicle excise duty (45% of 225) . 100

Employers' National Insurance_Contribution(z) [375

o | . 865
Less"GIVE" - | et 7o pls

. D . Net TAWE- 550

PLUS - 0il . » \ 1020
Banks ' ' 400

\

r

(1) Excluding indirect effects through deflationary effects

- of Budget

(2) Announced 'in November. Excess over what necessary.
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HEAVY FUEL OIL DUTY

[There have already been probing gquestions in the House about the
relationship between the dﬁty and gas price contracts, including
gquestions from Mr Tim Eggar, a member of ‘the Treasury Committee.
Copies of questions -already answered are attached.]

Iine to take

[As pfovided by Department of Energy for general use.] There are a
number of contracts for the supply of gas to the British Gas
Corporation in which the gas price is linked to the price of heavy
fuel 0il (including duty). Heavy fuel oil has, in fact for many
years, been taken as one of the price markers in commercial arrange-

ments for the supply of fuels generally.

The linkage in gas contracts varies considerably from contract to
contract. Overall the effect of a reduction in heavy fuel oil duty
would be to {Hcrease the cost of gas purchased by BGC and, with it

also, our gas 1mport bill to the p01nt where the wider natlonal

jg&ﬁgﬁﬁirupn1d not be served by reduc1ng the duty We have therefore

concentrated on prov1d1ng assistance to 1ndustry on energy prices
directly in addition to measures already recently implemented, such as

restricting renewal prices for:firm industrial contracts to some 70%
of the related oil price; and tempering the price for new firm

industrial contracts.

Details of individual contracts

Not for the Treasury to comment on gas purchase contracts. These

-

are commercial matters which are confidential betweem BGC and

the 0il companies concerned.
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Why does not the gas price fall with reductions in the price of
heavy fuel 0117

A matter for my right hon Friend, thevSecretéry of State for Energy.

[If pressed. I understand that clauses in the various contracts are
very varied: some have this simple relationship but others are more
complex as far as fuel oil duty is concerned. Also, fuel oil duty
is often only one of many elements involved.]

How many contracts involved?

A matter for my right hon Friend.

[If pressed. I believe there may be up to half a dozen which could

L —

be affected.] = WRB—

Who negotiated the contracts. Were they approved by the Department
of Energy. Were they reviewed by the Department?

-

[One of Mr Eggar's questions]

A matter for my right hon Friend. As his answer (on 17 March) indicate
details of individual gas supply contracts are commercially
confidential. Contracts for the sale of gas to the BGC were
negotiated between them (or their predecessors) and the producers;

the contracts were not reviewed or approved by the Department of Energ:

Y e ———— g

e ’ e = = = Fe== Dy

Is the Norwegian Frigg contract involved the main contract

[As suggested by Sue Cameron in the Financial Times on 19 March,
copy attached.]

Cannot comment. [That is for my right hon Friend.l]




What would be the extra cost of gas to BGC from reducing or
abolishing the duty?

[Another of Mr Eggar's questions.)

Cannot comment. As my right hon Friend's answer (on 17 March)
indicated this concerns the contents of confidential commercial
contracts and is essentially a matter for the BGC.

Cost to the Exchequer of abolishing/reducing by 50%/reducing to the
European average/the heavy fuel oil

\/J &9
Over a number of years, the cost would be substantlal There would
also be an increase in our gas 1mport bill.

[Confidential. The Chancellor will presumably not be drawn on
figures. But the interdepartmental report found that Frlgg eventually
more than doubles the other direct costs of abollshlng the duty, and
adds over 40% to the cost of halving the duty.]

e e bt e A e e eaeee D

Rehegotiation? What action to break the link with fuel oil duty?

[The third of Mr Eggar's questions.)

This is a &ensitive commer01al matter on which 1t,would be unwise to
comment. As my right hon Frlend s answer (on 17 March) made clear

any decision to' renegotiate gas supply contracts is a matter for

the various contracting parties.

But would mnot the Treasury support renegotiation?

Depends on the costs and benefits involved. Many considerations:
industrial costs; effect on gas prices; effect on imports; best use
of national resources.

FP GFOU\P
23 Marcd ,qi?t
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File ref, - DEPARTVENT .OF ENERG - PQ NO.
GAS PQ 40/193 LUEDVESDRN 1% MAReH 621 - 486

86 Mr Michael Grylls (North West Surrey): To ask the Secretary of State for Energy if,

W following the Chancellor’s Budget statement on 10th March .1981, he will give further
details on the reasons why a reduction, in a heavy fuel oil tax from £8 a ton to the
average in the rest of the European Economic Community of £2 a ton, would put up the
cost of gas purchased by the British Gas Corporation; what the other consequences
referred to in his statement would have been ; and what the cost would be if he reduced
heavy fuel oil tax to the average in the rest of the European Economic Community.

e — - - e R TR T RIS L --z,gwezefﬂ—

MR. NORMAN LAMONT

o

The effect of a reduction in heavy fuel oil duty on the cort of gas
‘purchased by the British Gas Corporation results from provisions in
. confidentinl contracts between BGC and its suppliers. The magnitude of
. this effect is a-matter for the Corporation. The size of direct effects

on the Exchequer resulting from a reduction in HFO duty is a matter for
the Chancellor. '
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INDUSTRIAL ENERGY PRICES

Background

There have been suggestions since last summer that UK prices to industry
might be out of line with those in Europe. A good deal of study by various
interested parties followed and was discussed at NEDC in January. A Task
Force was set up to narrow differences of opinion on the facts. Their report,
discussed at NEDC on 4 March, showed that prices to the vast majority of
industrial consumers remained in line with Europe, but a limited but

important number of large users of electricity and gas were paying more

for supplies.

Government action announced in Budget

The Budget Speech announced relaxation totalling £118 million on the external

i fihancing limits of British Gas Corporation (£73m) and the electricity supply
industry (€45m). This is to accommodate new measures proposed by the industries
in response to concern expressed at NEDC. (Details of measures are annexed).
The measures are in addition to the flexibility the industries have already
shown during the course of the debate on pricing, such as the Gas Corporation's
holding back on its traditional link with gas o0il prices for firm (ie non-
interruptible) gas supplies. The Speech also announced that the Government

was committing £50 million over the next two years for grants to industry
towards the cost of converting industrial oil fired boilers to coal.

Effect on public expenditure

The £118m EFL changes will add to the 1981-82 public. expenditure totals.
The adjusted EFL's appear in Table 17B of the FSBR. Expenditure in 1981-82
for the boiler conversion scheme cannot be estimated reliably.at this stage;
it will be met from the contingency reserve, without increasing the planning
total. (The effect on later years' expenditure will be considered in the
1?81 nationalised industries-investment and financing review).

!

LINE TO TAKE

Measures do not close the pricing gap with Europe?

The Task Force report showed that some of the major causes of disparity for

large users were different cost structures in other countries, and exchange

1#).
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rate movements. We made it clear at NEDC that the Government remained
committed to economic pricing of energy and that it would not be appropriate
to base prices in the UK on cost structures in other countries or to take
account of fluctu ations in exchange rates (If pressed; the measures will
certainly help, but they are not intended to bridge the largest gaps in
prices identified in the NEDC Report. It is inevitable that price differences

will remain - for example, in relation to electriéity prices based on

France's lower cost hydro-electric resources and considerable nuclear programme).

Too little help for industry?

The limits on movement in energy pricing are to some extent set by the economics
of supply. For example, there would be statutory constraints on supplying
electricity below cost - as well as the arguments of commercial good sense and
economic pricing. The Government has always made it clear that it is not

in the business of generalised energy price subsidies. But this is a matter

on which questions should be addressed to D/Energy. The measures announced,
together with those already being taken, will provide substantial help to

UK industry.-

Is the package the Government's final response to the NEDC Task Force Report?

The Secretary of State for Energy indicated to NEDC on 4 March that the
Government would respond within a fortnight. This we did in the Budget.
I know of no reason to expect further action based on the Report.
N -

e : i
: e ——— =

Does the help on electricity and gas go to energy-intensive companies ‘or

to all large consumers imdiscriminately?

The prices charged by energy supply industries are generally more closely
linked to the characteristics of the demands upon them, rathep:than to whether
these demands are a high proportion of individual consumers' costs. But
energy intensity and high loads quite often go together, as in chemical process
use. The details of the action proposed by the industries are matters for
the Secretary of State for Energy and for the Corporations themselves.

Zﬁr Shepherd has shown interest in the distinction between high loads and energy

intensiveness./
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= Renewal prices for all gas purchased on contract by industrial

customers will be held at their present levels until December 1, 1981.

= The existing provision for price escalation of 1p/therm per quarter in
firm gas contracts (ie gas supplied on a continuous basis) will not be

applied in the period to December 1, 1981.

Electricity

-~ The electricity supply industry in England and Wales will offer a new

arrangement to customers who can take advantage of load management terms.
This will mean that larger industrial consumers who can adjust their

demand at short notice can cut their electricity costs.

- Additional flexibility will be introduced by area boards into their
special agreements with industrial customers with the aim of reducing R

as far as possible the impact of rising electricity costs. . ‘

= In Scotland, the Scottish Electricity Boards will review their pricing
arrangements to ensure that the overall price for electricity charged
to large industrial consumers on special agreements is no less favourable
than the price charged under the new arrangements to consumers with similar
load cha;;cteristics in England and Wales. No increase is required in the

Scottish Boards' external financing limits.

PE |
23 Maccl 199
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1. The Government possesses and malkes use of a number of powers to

intervene constructively 1n support of private industry.

2. Through our ownership and control of BL and Rolls Royce we fund

directly the application of high technology by those.compenies.

3. The BL Metro, introduced to time and to cost ZEBOO millio§7, has
since its launch last sutumn established itself as one of the four
best selling models in the UK market. Early reportson its Buropean
launch suggest that it will be a success in that important but
difficult market. The funding of BL Corporate Plan by the Governmnch®
at a cost of £1 billion over the next two years will see BL well on
the way to couwpleting a new farily of cars spearhesded by the letre
The plan is vital to the return of BL to profitability and the
whole of the UK motor components industry should beunefit fiom this da®
“he Government's funding of the Flan.

.
4, TIn the case of Rolls Royce we are providirg for cxample
launching aid for new versions of the RE-211 which
are alrcady achieving some success in the teeth of fierce competition

from their.American rivals.

5. Ve slso continue to provide selective assistance to industry Toth
regional and national. This can prove particularly important for

internationally mobile'projects. For example, lMitel, the Canadian

» . - =
telecommunications company,-recently announced plans to build 1its
SeSconin Lok

Buropean headguerters in Gwent, helped by a PegloﬁaW Develcmvent Grant
Nﬂ”— sl )

e ————re R ——

and regional 591€Cblv assistance. The GOVOIUmeb‘“jbO provides

=

assistance towards 1nd ustry's research znd developx lent costs and
further benefit should flow to industry from the £50 million pgggage,

centred on increcased support for R&D and D“OdUCb develepment, that
I announced last Novembe
S,
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technolegy. We hzve suthorised the completion of its investment
plans for INNMOS, and have backed its proposal for CEZLLTECH - a joint
venture with the private sector in the new and challenging field

of biotechnology.

7. In the case of ICL, because of our major user interests, we hzve
acted decisively to mobilise private lending to meet a temporsTy
crisis. Although our action is limited to the provision of a

guarantee for up to two years on lending of up to £200 million,

it can scarely be characterised as the act of a Government biindly

indifferent to the problems of private industry.

8. /K11 these steps have been taken within existing powers. Whcre
we recognise the existence of gsps in the market we may btake action
to remedy them. The financing of small firms is a case in point

and the steps I announced in the Budget should encourage the
esteblishment and developmenf of small businesses =znd the opportunitis

they can provide./

IA DIVISION
23 March 1987
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ISTRIBUTIONAL IMPLICATIONS

Teake-hcme pay reduced for everyone

True. But Budget must be viewed in the context of the rise in
real personal incomes over the last three yeers when real output
only mearginally increased. Between 1877 and 1S6C resl after tax
income of individuals rose by 17%.

Budget regressive

The pattern is more complicated than that. The Budget will
have varying effects according to people's circumstances.
But, incliuging the non-indexation of income tex allowances and

rete bands,the largest cuts in resl income fall on those with

—

very high incomes.
D p— e

FI7 pfessed on deteils. Up to the top of the basic rete band,

sbout £13,500, if married,the extra income tax, compared with

indexation, is a flat amount of £88 . But above that the extiras S; \
tax rises, both in cash and in proportion to net income. At f{kK

£15,000 it is z.5%; at £30,000 4.5%; at £40,000 4.8 %. This is %iz

the effect of not indexing the rate bands./

°

Indirect taxes

1

These are estimated to cut purchasing power by about 2% on
l=dmitn ! g A s _

average; for séhe people a little less, for others a little

more, depending on expenditure patterns.

/17 pressed on deteile. For most single people the .cut is about

N)
o\?

‘For married couples ithe effect is rather sharper for those
on below average incomes, and rather less than 2% for higher
incomes. But the data on Tamily spending is not very reliable

et the top and bottom of the income scale./

Hits families

No. Femilies are helped by the 50p increase in Child Benefit

from November which fully keeps pace with inflation. In
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Wouldn't it have been {feirer if the Chancellor had '
fully indexed and pzid for this by raising the bzsic rate?

This would have different effects at different points on the income
ecale. It would have benefited those on smaller incomes; but it v
woulc elso have helred those on very high incomes - because of

the indexation c+ the h

[

cher rate scele. But & large number of

pecple on micddle ir

comzs would have beern worse off.

/0nly if the besic and higher rates had been increased to pay

for indexation would the result have been generzlly more progres-

sive./

Mr Robin Cooke's figures /Budget debates second day./

As we understand it, these relsted tc & Tamily earning £3,500
) g

end £15,000. Latter only just paying higher tax rate. At even
highe

[N
p

garnings levels the decision not to index the allowance and

c+ M

ol

e

")
4}l

)ends meens an even bigger proportionate cut in net income.

/17 pressed oiier following figures: extrea,tax from non-indexation.

Gross income Inccme tax % of net income
£ 3,500 £ Qs a5
£ 7,000 £ 88 2.0
£15,000 £ 260 2.5
£28, 000 £ £BE P -
£30, 000 £ 790 4.5
£40, 000 £1028 4.8
Figures are for & married couple with only husband earning./
M‘\m -

S

Sunday Times article/IFS figures

‘r Lipsey's figures are in line with what we would 'expect.  No
rezson to doubt ihem; but cennct comment in detzil without more

informetion ebout his sesumpiions.

/One important point of ceteil. He includes the effect of higher
NICs but omits the incresses in pensions znd child benefit. This
would improve the relative position of the poorer families even

~eroD /
ol ©s



Budget reverses move away fTrom taxing income
to taxing consumers expenditure

No, both income tax and éxpenditure taxes were increased in the
Budget. But, allowing for forecasts of personal income and

consumers expenditure next year, total taxes on consumers' expandi-

ture actually expected to rise a little as a share of total

téxation, not fall.

D Y

b o]

/Figures from F3SBR table 19. Between 132£20/81 and 1S81/62:

Income tax yield increases by 14:%
Customs and Excise taxes by 17:%
(including VAT)./

Whet if NICs included?

The increase in income tax and employees' contributions will be
rather more than the increase in the tax on consumers' expendi-

ture. But the difference is not large.

/Note: Figures are as follows:

As % of GOP at factor cost.

1.7 Employees. Taxes on
T NICs expenditure
1978/7S 12.9 2.8 10.7
(est) 1980/81, o 13.1 3.0 12.7
(forecast) 1981/82 13.6 3.5 13.5

Budget hits incentives

2

For the bulk of’working population marginal rates of income tax

—

will- be unchanged next_yggr. They will be rather higher $or

péople with very low and very high incomes. /Marginal rates wilil

be generally higher if national insurance contributions are
included; but the effect of this on incentives depends how

people view NICs./



Won't everyone face higher marginal rates because of
the increases in excise duties,

There will be rather higher rates of tax on some kinds of
expenditure (drink, tobacco, petrol etc) but the Government
take the view that, for incentives, this is preferable to

raising rates of income tax again.

Income tax burden greater than when
Government came to power

P

Not true as a general statement. Next year a man on average

earnings will pay roughly the sameﬁprooortlon o¥ s income in

1Q33me tax as he d1d when the Government took office. But real

incomes have risen over that perlod
C—

- ey

/Figures: Income tax as % of income at average earnings

Single Married
1978/79 25.2 21.6
1981/82 24 .7 21.8
Note: But at lower income levels, thé burden of income

tax will be higher than when the Government came to power./

Tax burden will rise. By what proportion of GDP.

Total taxation as a percentage of GDP at market prices is forecast
at about 40 per cent in 1981-82. This compares with 35 per cent
in 1978-79, 363 per ceht in 1979-80 and an estimated outturn of

38 per cent in 1980-81. ‘

/Proposed. reply to Mrs Renee Short's PFlOFlty Written Question
of 17 March/

FP @-rwe
23 Marcd. 199
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MAINTAINING THE REAL VALUE OF THE EXCISE DUTIES

1. The paper TR(sub TX)29 discusses (para 7) the movements in
real values of the tax burden (duty plus VAT) on excise duty goods
since 1966. Para 8 of the paper suggests that there could be

advantages in moving the excise duties to an ad valorem basis.

2 In questioning -officials on 18 March Mr Michael English MP
drew attention to the decline in the real value of cigarettes and
whisky over the period 1966-1981 and indicated that he might

return to the matter on the occasion of the Chancellor's appearance.
Before the session with officials it had been suggested that the
Committee might wish to discuss the arguments relating to ad
valorisation. This brief concentrates therefore mainly on these
aspects in which the Committee has already indicated an interest.

A. REAL VALUE

Z. Para 7 of TR (sub TX)29 includes a table of real values for

the tax burden on the main excise duty goods. Officials were asked
informally if they could complete the figures for wine. Our completed
version of the table (otherwise unamended, but see para 4 below) is

as follows:- v
Post Budget Indirect Taxes 1966-81 at April 1981 price51

Cigarette52 Whisky3 Beer4 Petrol5 Wine6
1966 76.2 8.95 2045 85.7 - 68.5
1969 75.5 9.22 19.7 %.4  102.7
1972 61.4 Te51 16.0 78.4 - 83.6
1975 o4.7 6.24 16.7 82.5 114,
1978 e D16 14.8 635.6 - L
19797 57.4 4.96 16.5 6659 96.0
1980 57.4 4,72 16. B 69.5 95.5
1981 67.0 4.92 19.2 83.0 99.4

1. Excise Duty + VAT. Deflated by RPI assuming 10.4% increase
April 1980-April 1981. '

2. Pence per 20 king size. 3. & per popular brand standard bottle.
4, Pence per pint (o.s.g. 1037)5. Pence per gallon of 4 star petrol.

6. Pence per /5 cl bottle of 7. June figures except for cigarettes
table wine. which is August.

Sources: Reports of Customs and Excise; Kay and King 'The British
Tax System'; Institute of Petroleum; DE Gazette.
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4, For his own use the Chancellor will wish to note that the
table is unsatisfactory in the following respects:

(a) The RPI assumption for 1981 excludes the effect of the
Budget. The unpublished Treasury forecast for April
based on the NIF suggests a year-on-year rate of’

inflation of close to 13% including the effects of
the Budget.

(b) Officials have found difficulties in reconciling the
Committee's figures with their own estimates. Many of
the discrepancies are minor and may represent small
differences in the methods of estimation. The Committee's

series for whisky seems more reliable than most of the
others.

(¢c) The series for cigarettes is especially difficult to
reconcile. The Committee's advisers have used king-size
cigarettes as the typical commodity, although these
were rare in 1966 and 1969. In practice, many of the
figures seem to be reasonably close to official figures
for standard tipped cigarettes, which were the usual
measure in the earlier years. From 1978 the tax burden

on both kinds of cigarettes has been substantially the
same.

(d) The figures for 1966 appear to include the effects of the

July Regulator operation and are not merely post-Budget
as stated.

(e) Footnote 7 is presumably intended to relate to 1979 and
not to 1980. In 1979 there was, of course a June Budget
followed in August by a revenue-neutral adjustment between
the specific and ad valorem elements in the duty on cigarettes.

B If questioned about the fall in the real value of tax burdens,
the Chancellor may wish to draw on the following material:-

(a) Base Year. Whether there has been a decline in real value
depends on the choice of base year, which is inevitably
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a somewhat arbitrary exercise. For example, , 1972

would still show a fall in real value for whisky, but
=
not cigarettes. If, on the other hand, one were to
take 1978 representing the last Labour Budget as the
"'—-‘_~<—-—=v“
base-line for the present administration, it would be
apparent that the real value of the tax burden on

cigarettes, beer and petrol has been-more than maintained,

and that there-have been varying degrees of success in
restoring some of the erosion of previous years. The table
annexed to this brief provides details of the changes made
by the present Chancellor in each of his three Budgets.

(b) Cigarettes. All Chancellors have to make a careful
judgment between revenue considerations and other factors
which may point in more than one direction - such as health
policy and prices policies. Otherwise, not for present
Chancellor to discuss decisions of his predecessors.

The table reproduced in paragraph % above suggests that

the effect of the increase to 15% VAT in 1979 and the

revalorisation of 1980 was broadly to maintain the real

value of the tax burden. This year revenue considerations

dictated a substantial addition to the duty raising an

extra £500 million from all tobacco in 1981-82 and £510

million in a full yeaf. On the basis of the calculations

of the Committee's advisers the real tax burden on cigarettes

is about 16% higher than after the last Labour Budget in 1978.

(See Annex for details of all Budget changes). / IF PRESSED
—

ONLY: The estimates for 1981-82 allow for a volume fall in

consumption compared with 1980-81 of about 9%. The size of

the figure follows from the high proportion (now 75%) of

tax in price but the effect is not, of course,‘inconsistent

with the thrust of Government health policy. Employment in

e ——

the tobacco industry has in any case been falllng (present

level: Just under 40 OOO) as a result of the secular trend
against smoking. /

(¢) VWhisky. Again a careful judgment is required. Particular
care has to be taken in raising the level of the duty on

3 ,
(* Total revenue forecast from tobacco in 1981-82: £%,220 million)
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spirits because of the very high price elasticity of demand
/ IF PRESSED: A price elasticity of - 1.3 was used for
Budget estimates. / and the high weight of tax in price
(close to 80% for whisky at typical post-Budget off-licence
prices). The combination of these factors makes it diffi-
cult to do more than broadly maintain the real value of the
duty in any particular year; otherwise, one would risk
invoking the law of diminishing returns and there would

be an effect on the RPI disproportionate to any additional
revenue secured. Account has also to be taken of the effects
of the Scotch Whisky industry which is one of our most impor-
tant export earners.

Overall, the real value is about 4% - 5% less than in 1978.

The action the Chancellor took in his Budgets of 1980 and 19871
came as close to revalorising the duty in line with inflation
in the previous calendar year as considerations of taxable
capacity and revenue potential allowed (see annex for details).
There was a modest fall in real value in 1979, but a duty
increase in addition to the increase in VAT to 15% -would

have been unrealistic.

The following table shows the spirits component of the
relevant entry in FSBR Table 19 (Taxation and Miscellaneous

Receipts):-
& million
/7979-80 1980-81

Budget Estimated 1981-82

Outturn/ forecast outturn forecast
Spirits, beer, wine
cider and perry 2 ;825 2,600 %5200
Spirits only / 1,152/ 1,270 1,160 1,275

Implicit fall in volume compared with last year: aboutzf%.

B.

G

AD VALORISATION

This is a complex issue but, if questioned, the Chancellor may

wish to draw on the following points:-



(b)

(c)

(iii)

{1q

Obvious prima facie attractions in ad valorem duties which,
as the paper suggests, would allow them to move up in line
with factor costs, with the Government intervening only
to make real changes.

The present specific basis is very economical. No
a001dg,ﬁﬂthat, apart from cigarettes and experlmental
mlxed Danish system for spirits, EC countrles generally

—s—

operate specific duties. Comm1581on S proposals for

harmonlsatlon of structures of duties on drinks and oil
based on specific duty concept.

Considerable practical difficulties in ad-valorisation:

(1) If ad valorem duties charged like present specific
duties at point of production, could be major problems
of valuation and encouragement to vertical integration
with profit margins being taken after duty point had
been passed.

(ii) If charged at retail stage, almost insuperable problems
of control with very high rates of duty (for example:
excluding VAT, about 300% for whisky, 225% for
cigarettes, 90% for petrol and 40% for typical beer)

payable by about 125,000 retail outlets in drinks trade,
30,000 garages etc. Collection of 15% VAT often diffi-

cult enough already. Civil Service manpower policies
ete., ! ‘

works only because linked to tight system .of maximum

retall prices operated by the small number of producers.

By no means a universal feature for excise duty goods.
Revalorisation of specific element still necessary.

H M . Cusboms
1% "'\D\FJ\ [A)

Present mixed specific/ad valorem system for cigarettes



‘ Price ANNEX igﬂﬁ? %0

effect of Specific New
Budget duty typical Tax component in price

1, Cigarettes change increase = Dprice Duty Total 7

(20 king size) %
Pre-Budget 1979 (57p) 35.1p 9. 3p 68.9
Post-Budget 1979 + 6p (VAT 1ncrease) 6%p 36.8p 45.0p 7.4
Post-Budget 1980 + 5p + 14% 7%p 42.2p 51.7p 70.9
Post-Budget 1987 + 14p + B341% 91p 55.2p 67.1p 73,7
2. Whisk

(typical bottle, off-licence)
Pre-Budget 1979 (&4.55) £%.16 £3.50 76.9
Post-Budget 1979  + BOp (VAT 1ncrease) £4.85 £3.16  £3.79 78.1
Post-Budget 1980 + 50p + 151% £5,50 £3%.56 £4.28 77 .8
Post-Budget 1981 + 60p  + 141% £6.20  £4+.08 £4.90  77.8

. Beer _

(typical pint, 103%7°, public bar price)
Pre-Budget 1979 - - (36p) 7.5p  10.2p 28.%
Post-Budget 1979 + 24p (VAT increase) 3Z9p 7.5p 12.6p 32.%
Post-Budget 1980 + 2p + 22%% 44p 9.1p 14.9p %3.8
Post-Budget 1981 + 4p + 38% 51p 12.6p 19.3%p 37.8
4, Petrol

(gallon, 4-star)
Pre-Budget 1979 = - (£0.95) 30p 40.6p 42,7
Post-Budget 1979 + 10p + 22»0 £1.05 36.8p 50.5p 48.1
Post-Budget 1980 + 10p - % £1.%2 45.5p ©62.7p 4.4
Post-Budget 1980 +

20p + 38% £1.52 62.8p 82.6p 543

5. Light wine
(75 ¢l bottle of table wine, off-licence)

Pre-Budget 1979 = (£1.80) 5%3.6p 66+9p 3.2
Post-Budget 1979 + 10p (VAT increase) £1.90 53.6p  78.4p 41.3%
Post-Budget 1980 + 8p + 4% £2.00 e1.1p  87.2p 43.6

Post-Budget 1981 + 12p + 17% £2.15 71.4p  99.4p 46.2
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BRIEFING FOR CHANCELLOR'S APPEARANCE: MONETARY QUESTIONS

TREASURY AND CIVIL SERVICE COIMITTEE

Criteria for interest rates

As indicated in the Budget Speech, decisions about short term
interest rates will continue to take account of the whole
range of monefary indicators and other factors that affect
the significance of the numbers, especially progress in
reducing inflation, the effect on real rates of interest,

the externalvpressure exerted by the level of the exchange
rate. Within this range of indicators, the past and
prospective movement of sterling M?% in relation to the target
would generally be the primary factor, though we shall be
monitoring the others. If monetary growth were exceeding the
target range, the first question we should need to consider
would be the reason for it and the relevance of it to a
possible change in interest rates. It is not possible to

say in advance of a particular situation what Jjudgement the
authorities will make, this is not a field where [mechanistic
rule%ﬁ'whether simple or complicated, make sense.

Prospects for interest rates

MLR has come down by 5 points from 17% to 12% since the summer
and short rates are now lower than equivalent rates in Germany
and the USA. The Government naturally want interest rates

to come down,further if possible. The Budget measures and

the funding innovations increase the chances of that but
interest rates must depend on the.Governmeantls overall
assessment of monetary conditions. ‘

Clawback

It is not possible to specify exactly the circumstances in L
which clawback would be desirable. The situation will probably Mostfo—
ALy

be one where the continued reduction of inflation seemed .
NEF

jeopardised either by monetary developments or by other factors
such as a fall in the exchange rate.
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Monetary control

Some of the changes outlined in November have already been
made, for example in the Bank's market operations in bills.
This gives the market a greater influence over the structure
of interest rates for maturities over 1 month. Other changes
desirable in themselves include the end of the Reserve Asset
Ratio as a minimum requirement which will come about as soon
as the Bank's current round of discussions on monetary control
are complete. This will help to avoid round-tripping.

The changes would be compatible with a move to monetary base
control, but no decision has been taken on whether to move

in that direction, or on which form of MBC seems most promising.
No decision is likely to be taken until the arrangements
described last November have been in operation long enough

for them to be assessed. 1t is right to proceed in this way
because changes in control can go badly wrong.as "Competition
and Credit Control" demonstrated clearly. One possible
development after the next stage would be a widening of the
band within which interest rates could vary.

HF 3
23 March 198)
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TREASURY AND CIVIL SERVICE SELECT COMMITTEE

BRIEFING FOR THE CHANCELLOR'S APPEARANCE 25 MARCH 1981

Indexed Gilts

Positive

Reactions to the indexed gilt have been mixed. Some
commentators have welcomed it, others have expressed
reservations. A summary of these different reactions is in
the attached note. There are a number of angles from which
criticism can come and defensive notes are provided below.
It is important however to get across the rationale for
introducting IGs.

Qﬁ-,‘(ﬁqﬁﬁédﬁﬁw fun pii? Dowe &

(i) The issue of an indexed gilt demonstrates the Government's
confidence in bringing inflation down. For a Government
committed to bringing down inflation, IGs promise to be a
cheaper form of funding than long dated fixed interest stocks
at current yields. A Government not wholeheartedly committed
to reducing inflation would not wish to issue them.

(ii) Two major advantages for monetary policy. ZFirst, by
eliminating uncertainty in the market about future real yields,
indexed borrowing should benefit both lenders and borrowers.
Secondly, there are important advantages for monetary control.
Addition of a new instrument, which will be sold by action,
offers more flexibility enabling Government to match preferences
of investoré more closely. This should enable funding
programme to be sustained.

(iii) In due course, as the stock of IGs grow, it will be
possible for pemsion funds and insurance companies to offer
pension benefits in the private sector with an element of
index linking.

Defensive
(i) A further regrettable step to an indexed society?

Aware of the problems which extensive indexation can create, | \/
but important to distinguish between indexation e.g. of wages (AKX

Fict
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and benefits where a level of real income is guaranteed
and which often provides the springboard for additional
claims, and a long term financial contract. With the IG,

the real return is determined by the market and only a

E——

lender holding the asset to maturity is guaranteed any
particular return, which may or may not be positive.

(ii) A regrettable response to Scott

An indexed gilt has been under discussion for many months

- questions were put by Committee to Governor in July last
year. Initiative should be seen in context of move to improve
funding and monetary control, though ultimately there will

be benefits in pensions area.

(iii) Could be disastrously expensive compared with
conventional gilts.

Its cost in real terms will be the same in 15 years as now.
Historically conventional gilts have proved cheap only because
inflation has been greater than expected. Doubtful whether
Governments can continue to benefit at expense of investors.
Certainly not right for Government to plan for such an
uncovenanted benefit.-

(iv) Effects on company sector - competition with equities
Appreciate these concerns. Certainly possible that IGs

could compete well with equities, depressing their price.

But a number of benefits to offset against this. First,

not our intention tgrgfgrgGs to allow us to increase borrowing
and total gilts sales/effect should be to allow 1nterest

rates on conventional gllt to decline, a fall from which
cogzzzies can also benefit. Their average cost of capital
may not as a result be increased. Secondly, to the extent

that IGs improve monetary control, there should be a

beneficial impact on inflationary expectations and the
Government's monetary targets should be achieved at lower
interest rates.



.

(v) Why the restriction on eligibility?

As the Governor made clear in his evidence in June (copy
attached) we were concerned that a novel asset like this could
attract unwanted capital inflows. By restricting IGs to UK
pensions business, the area where they are most suited, it
should be possible to eliminate these inflows.

(vi) Why a 2 per cent real yield when Granny Bonds have no
coupon?

The real yield is not necessarily 2 per cent - that depends

on price IGs sell for. Now that we have added a bonus,

there is in effect a small positive real yield on index
linked certificates.

(v) What is the logic of limiting eligibility of index
linked certificates

We have accepted that there is a role for index linking of small

savings up to a specified holdings limit. No partidular merit
in the 50 year o0ld age limit but it could have caused a
disruptive surge into National Savings if the limit had been
removed altogether. Whether we move further will depend on
how successful we are in meeting our £3 billion objective.

HF 3
23 Macch 198/



ANNEX A

COMMENT ON INDEXED GILTS

Reactions to the IG issue have been somewhat slow to develop.

Most initial commentaries were descriptive, though Wednesday's
Daily Telegraph quoted Mr Henry James of the National Association

of Pension Funds as saying that the introduction of IGs was

"most welcome" though he warned against expectations of index-
linking of private sector pensions in the near future. A
number of commentators interpreted it as a move in response

to Scott, and were surprised at the speed with which the
Government had reacted.

In Parliasment, there were only a few

references in the Budget debate. Mr du Cann said ne "disliked

the idea" without giving any indication of his reasoning.

Mr John Browne was more forthright. He said his "most serious ;
criticism of the Budget" related to the issue of IGs. They |
would "build in" inflation into the economy and reduce the

will to respond to inflationary shocks in a stabilising manner.

Their introduction would, furthermore, kill the corporate debt

market. Mr Hddern thought the cost of IGs would be too high,
and they would prevent companies issuing debentures.

There was more press coverage at the end of the week and over
the weekend. Sam Brittan referred to the "long-overdue

introduction" of indexed gilts, which showed that Mr Lawson
had at last beaten the Bank. The Economist was in favour, but
thought they should be generally available. In an editorial
on Saturday (attached) the Financial Times described the

decision as being of greater long-term importance than any of
the fiscal measures. A further article - also attached -
attempted to dispel certain misconceptions about:IGs. The
Investors Chronicle was critical, however, and thought IGs

would represent extremely costly funding for HMG and amount to
"A considerable Government subsidy to the private pension
sector". An editorial described the issue as a "Trojan Horse"
which the City had welcomed with misplaced enthusiasm. The
potential for disruption of existing markets was enormous.




o

Future Governments would be able to "assume control of the
country's largest investment flows without legislation by
offering the pension funds indexed bonds on terms they could
not refuse". '

We also know, from Mr Cardona's and Mr Ridley's minute of

11 March, that Gordon Pepper has made a number of criticisms
though in the event he did not include them in the post Budget
Bulletin. He argues that there will be large-scale switching
out of equities, causing a reduction in share prices.
Companies will not be able to issue indexed debt and will be
forced even further into the banks, which will lead to further
funding and even worse crowding out. Also, actuaries may

begin to use 2 per cent or less for their real return
assumptions, putting pressure on companies to top up their
pension funds. The choice of a 15 year maturity was also
wrong. The longer the date of a stock, the more volatile its
price will be. ‘

HF3
23 March (981
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aun XMID THE polmcal ‘furore

o1 Imay seem odd to suggest that

'mu‘the gilt-edged market
27, greater importance . than the
°f"Chancellor’s controversia] fiscal
xyjudgment or his restatement of
'~ ‘the monetary targets or the
4..regressive impact of his tax
-= changes. But for the unem-
~~iuployed and for the directors of
“ thard-pressed manufacturing
., ., companies, as well as for long-
".'.' term investors of all kinds, the
> Government’s acceptance of
‘index-linked borrowing could
. mark a watershed more import-
-ant than the fiscal U-turn that
‘many of them persist in expect-
ing, despite the Prime Minister’s
g c(':-‘emphatic denials.

is of

MG

o,m,;
can L orezgn inflows
‘."’ .The immediate sixnlﬂcance

2al.

,d.“,of the index-linked gilt lies in
.the fact that it could prepare
e ‘"the way for the removal of one
/of the most important obstacles
to a  substantial "and rapid
"_“ decline in interest rates: the
need to sell long gilts to a
s8i'market*which will not huy them
“»teynless it anticipates  that
an interest rates are set to fall stm
further. -
The issue of indexed gilts,
-izeparticularly * if “ ways can be
vin.found of -extending their avail-
ao.ability to investors other than
. -» -pension funds without attracting
" foreign inflows, should greatly
"ease the' task of funding the
**"Public Sector Borrowing
Bi *Reqmrement without needing
nowfit times to manipulate short-
term interest rates upwards, It
could also, in time, reduce
- =~ %substantially the large sums of
*pubhc money which are spent
i;,‘,,ﬁn debt servicing and merely
ave 1o be, bnrrowed back from
imdnvestors.. .

L YalVy

ik

lex-lir

<in
1CCS

s If the first
Jdinked stock is as successful as

! ; initial reactions to the prospec-
-2 ‘mere “technical” reform in . tus indicate that it may be, there

issue of index-

-1s 4 good chance that further
issues would be able to mop up
.excess liquidity in the économy
"quite rapidly and bring the
‘money supply figures well with.
in the Government’s new targets,
.This should enable short-term
.interest rates to fall again with-
out appearing to undermine the
. Government’s medium-term fin-
cancial plan: and it is on low
interest rates that the whole
.case for expecting the Govern-
ment’s strategy to pull British
industry out of the recession
depends.

Of course, the very help
which an index-linked stock can
give to a government seeking to
reduce interest rates while
‘controlling monetary growth
has traditionally been one of
the strongest arguments against
such stocks being issued, With-
out the need to answer to the
gilt-edged market so directly for
its actions there could, in
theory, be less pressure on the
Government to contain its
horrowing. If the prospect of
higher inflation makes the pur

= NI A 0.
e

{"'?

chue of government bonds
more attractive, rather ~than
less attractive, 1t would seem
that fiscal extravagance could be
reconciled with monetary
stringency. Fortunately the
Government’s other actions in’
last week’s Budget suggest that,
for the time being at least, this
is not a danger. Thus from the
point of view of market confid-
ence, this will bc a good time
to launch the new lude-linked
Jnstrument.

Whether future governments
can be relied on to use index-
Jinked horrowing prudently is|
a question which the markets
are now anxiously pondering.
The answer must surely he that
political pressure, rather than
market pressure, should be the
primary anti-inflationary force
operating in a democratic
society. Many investors may
not find this very reassuring;
there are certainly those who
consider that the acceptance of
index-linking paves the way for
hyper-inflation.

Greatest danger .

They should remember two‘
facts, however. One is that it:
was the public and not the
financial markets which gave
Mrs.  Thatcher her large
majority in the last General
Election. Her victory was based
substantially, though not
entirely, on the promise of put-
ting the fight against mﬂatwﬂJ
above all other economic priori- |
ties. Even in the .depth of the|
present recession, it is remark-
able what a powerful resonance
that commitment continues ‘to
have in the public mind. The
idea  that inflation = is the’
greatest long-termi danger to a

nation’s economic well being is:
‘mnow one of the points on which
the consensus in Britain ‘is
strongest. {d x

- The second, and even more
fundamental, point is that -a
gaovernment which * is deter-
mined to be irresponsible in- its
financial policies cannot ulti-
mately be prevented from doing
damage by the financial
markets. It was only when the
need to curb monetary growth!
became widely accepted by poli- -
ticians of both major parties
that the famous “Duke of York"
effect ©~ gave the . gilt-edged
market {ts power. A government:
that was hellbent on ‘raising
public spending or cutting taxes:
without regard for the infla-.
tionary consequences could do
so with index-linked bonds or
without them, simply by aban-
doning money supply targets
altogether.

In sum, the issue of index-
linked bonds has wide ranging
and in some‘‘ways disturbing
consequences. But at least it
will  give ' .governments the
chance to be honest with
investors and to ensure that
future taxpayers, who will have
to pay the interest bills con-
tracted today, see success jn
‘combating inflation as a bless-
ing and not a curse.

wde
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urpose of

indexe od ﬂﬂﬁs

BY ANTHONY HARRIS
THE ISSUE of indexed Govern-

.ment bonds next week may or

may not achieve an opportunity

‘to cut the cost of servicing the:

national debt in a big way. But
it has already given a splendid

jolt to thinking in the City,.

and presents some entertaining

ponsense in our correspondence‘

co!umns

Before things get quite out
of hand, I would like to pro-
pose some ground rules for the
debate which will no doubt be
still going on this time next
year ahbout whether indexed
bonds are a Good Thing. .or a

_ Bad Thing.

I do not want to suggest the
answer to the question.
spite of the widespread impres-

. sions to the contrary, I am not

particularly enthusiastic about
indexed borrowing-—-especxany

redeemable indexed borrowing,.

T am just against over-reliance
on conventional fixed -money
interest borrowing. But it is
not necessary to know the
answers in order to suggest
what are the right and what
are the wrong questions.

1
2o

R v ke
Rurdens 1L
For example, it is not.:an
objection to indexed borrowing,
to suggest it represents some
form of “spend now and pay
Jater,” All long-term borgowmg
is an effort to spend now- and
pay later—even'the -long-term
borrowing indulged in by Mr.
Gladstone. It is nonsense to
suppose that indexed ‘bonds’
represent dreadful burdens for
our children. The point about
an indexed bond is that it can-
not under any ' circumstances
represent a dreadful burden for
our children, or an msigmﬁcant
one for 1hat ‘matter. -
- It will be jmst as expensive in
real terms to: repay 15-yvears
from now as if would be to
repay tomorrow—and. just. as
cheap. That- is the pomt ‘of

© . indexation.” -

_ 1t is not'very helpful either;
. to consider taking up another

reader who offers to bet thatthe
cash outlay on the new indexed
bond will be greater, from start
to finish, than that on a 154 per
cent conventional gilt of the
same maturity, For one thing,
there is a large institution for
making such bets known as the
stock market,. For another, it

" would be véry odd if the cash
¢ outlay on the indexed gilt were

nat_liable: to'bhe a. great” deal

, Jargermhian’on the. conventional

In

one. After all,
does not get the cash for
several years, during which
most of its value has been
eroded by inflation.

To cut a long story short, the
nature of an indexed gilt is
very simple, in spite of all the
obfuscation. It is just like the
sort of gilt-edged investments
ithat used to keep widows and
‘orphans in the days of Queen
Victoria when nobody had’ even
heard about inflaton for several
decades.

It has a low cost in real terms.
Its cost in mopney terms can

the investor

i i R

L

‘only be forecast by those who !

think that they can forecast the
rate of inflation for several
years ahead; and people who

are as clever as that are unlikely"

to be interested in anything as
simple minded as an indexed
gilt. o

You might think that this
description means that indexed
gilts are a good thing. This does

not follow, If you regard a low

f

cost of debt service as a good

thing—which suggests that you
think as @ taxpayer and not as
an investor-—you may still ques-
tion whether indexed gilts are
a help. After all, Government
‘borrowing has not involved any .
real cost for the past ten years
‘0T S0, 80 why ‘pay even one or
two per cent?

‘;lnvegﬂnént

" However, the real question is
not whether if"Is a good thing
o cheatf ‘investors or to pay an
honest if modesf_return, but
“what you borrowrfor, This is
the—tssne that seems to be for-
gotten by everyone taking part
in the debate, If the Govern-
ment uses the money it raises
at 2 per cent real'to invest in

something ‘like a power station |

which will'earn 3 or 4 per cent
in real terms, our children will
not face 'a burden, They will

enjoy a handsome profit. If, on-

the other hand, the.Government
is borrowing 'the money to pay
unemployment benefit or to pay
the interest on unindexed debt,
“then whatever it borrows and’
-on whatever terms wm be a
dead weight. 7+

Since conventional borrowing
mainly gets repaid in the early
years in real terms, I would
share the moral ob]ections to in-
dex borrowing if it is used to’
finance current - expenditure.
But if the Chancellor has an in-
strument to justify some over-
due real .investment, then three '
cheers,

s T P hdden @t
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MINUTES OF EVIDINCE TAKIN BIVTORE THHI

21 July 1980)

The Rt Hon GOrDON RICHARDSON, MBI,
Mr C W McManiox and Mr E A J Grokae

—_—

i('uulumt’d

the current target rate of expansion of the
moncy supply in the short term. It s a past
situation which we are dealing with, and
which has been wronply recorded. But it s
a diierent thing to say whether or not 1t
shouid be accommodated within the tarpet
for the whole year. That is plainly a subject
we shall have to look at when we see the
scale  of rantermediation and  how it
happens.

453 Would you just like to comment
bricfiy on the “Sam Brittan™ point as 1t s
somenimes known? Is the Government not
trying to hinance its pubhce sector borrowing
requirement primartly by perhaps unneces-
sartly high interest rates rather than assum-
ing 1ts policies succeed and index-linking its
gilt-edged requirements?

(Mr Richardson)y That, of course, 18 a
very interesting and attractive argument
The arpument,in the way itas put by him
and  Professor Friedman, s that o the
Governnient had conhidence in ity policies
and saw oanflation coning down it would
very quickly proceed to index-linked scecuri-
ties on the ground that this would reduce
the cost. There are probably guite a lot of
things that you could say about that irst
of all tis an cnormous guestion to move to
index-hinking on o peneral scale Tt involves
an act which as hard just to bimit to one
particular thing. Ttas really taking a view
that you cannot rely on the value of money,
that vou are prepared 1o index it in this
way. When you look at the general question
and put 1t in a wider context you have to
try to imagine to yourselves what the con-
sequences would be. Some anxiety has been
cxpressed in relation 1o the level of the
exchange rate. One of the first questions
you would have 1o look at is, af these
sccunities  were  gencrally  available, how
attractive they would be to persons outside
this country as well as the persons inside.
There thas been a long perniod in which
OPEFC have longed to hind .index-linked
assets into which they can put theirr moncey
Il we were immediately to move to this we
would be the only major country in the
world which was ssuing penerally these
kinds of securities. The question you want
to ask yourself s how attractive they would
prove to those people, what the inflow would
be and what that inflow would do to the
exchange rate?

Mr Buker
484. That would be assuming that all
gilt-edged  sales would be  index-hinked:
would 1t not? *

(Mr Richardson) Not necessarily.

45 11 you madce them all indea-linked
then there might be an enormeus inflow of
money into the country. | aceeqt that argh
ment and that would push up the exchange
rate even higher. But in fact vou could hive
a mixture could you not, of some inder
linked and some not index-hinked?

(Mr Richardson) Yes. you could. Then.
of course, you would have very interesting
questions about what 1t would do 1o the
prices of sccurities that were not index
linked. That would be a consideration 10
trying to determine whether you are in fact
getting a cost benehit from 1t or not.

486. So the report in the Financial Times
by Miss Elinor Goodman and Mr Peter
Riddell this morning, that you are examin-
ing this as a posstble aiternative with the
Treasury has sumething in 1it?

(Mr Richardson) 1t s quite plain that a

matter of that importance would not be the
subject of intense examination.

487. Before we leave the ways of financ-
ing the Government debt, are you giving
any thought to & much wider use of sales
within the country, to Britush residents, of
index-linked debt. e an extension of what
are known as the Granny-bonds or an
cxtension of the SAYE which is very modest
at the moment and where people in employ-
ment can only pay £20 a month into the
SAYE scheme. What do you think of the
idea thataf that level was increasced substan-
tally or if the Granny-bonds level was
increased substanually, that a much higher
proportion of the Government debt could be
hinanced from that way. You would have to
sell fewer gilts— even index-linked or not—-
as a conscquence of that policy.

(Mr Richardson) It is quite true that the
Government's  borrowing  requirement s
linanced 1n part, and in great part, by sales
of conventional gilt-edged stock, substan-
tially to long-term savings institutions--hfe
insurance companies  and . pension funds.
The amounts actually taken from National
Savings or from certificates of tax deposit
are relatively small. Tt is perfectly possible,

!
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21 July 1980]) The Rt Hon GORDON

Mr C W McManioN and Mr E A ) GLOKGE

RICHARDSON, MBE, [Continued

il you wanted to go to index-linked sccuri-
nes, to think of an extension of some kind
of indeacd security which would be avail-
able to persons 1in this country on some kind
of defined but himited basis. You then have
1 consider both the cost of doing that
what actual cost they would involve —and
you would immediately have to consider
what the cffect of putting the Government
into that bit of the private sector personal
liquidity would do 10 the people who are
now taking their deposits out of that sceror
and in particular the building socicties.

488. Have you muade any estimate of
what you think s the proportion of the
PSBR that could be funded in a more’
ymaginative use of those sorts of schemes?
Or is that not a fuir question to ask you?

(Mr Richardson) The use of the word
“imaginative”™ jumps quite a2 number of
fences 1none po because it ammediately
throws a glow of approbation on the whole
idea without examination of the points that
| have been making about it

Mr English

489. Let us assume that you did index-
Jink the lot. You are lar too experienced an
individual to really believe that thereby you
would automatically have an  enormous
influx o money because presumably you
believe 1in the price mechanism? Presum-
ably one would reduce the interest rate.
One might even get below the 19th century
21a Consols rate. At some point the inllows
would cease when your interest rate was
extremely low on your index-hinked capital,
or be ncgative as the Swiss did on one
occasion. At some point you could stop the
inflow on a market basis, could you not?

(Mr Richardson) If there were an enor-
mous demand for 1t of course it would tend
1o depress the rate of interest and the rate
of interest would go from whatever it
started as to a lesser tigure. That of course
is one of the problems of doing small
amounts as opposed to more. You might get
no very good impression of  what the
demand really was. But | have the fechng
perhaps that you might have to take an
awlul lot of inflows before you arrived at
that point,

490. But that is not quite what you said.
You said that you could not introduce it
because there would be a vast How —1
suppose we really mean America, Germany,

.

Japan and the Middle East— from the other

financial centres or the ol countries. Is that
right?

(Mr Richardson) If I may say so, what
I was trying to give was an impression of
the factors that you have 10 ke into
constderation (f you were thinking of mov-
ing in this direction. The risk is that you
would attract a lov of the OPEC surpluses
into this kind of asset. If you did so it would
put an upward pressure on the exchange
rate although 1 do not deny that if in fact
the pressure to get the bonds was very
heavy it would tend to reduce the rate of
return on them. Whether it would go 10 a
negative hgure or not 1 do not know.

491. But is not the simple way to do that
1o put out a stock at a ludicrously low rate
of interest and see what happens- hall a
per cent say and see what happens. It may
not get tuken up but you will have proved
that that rate is too fow at any rate.

(Mr Richardson) That involves all sorts
of questions about the volume of the stock
that you put out and how vahd the exper-
iment would be.

(Mr McAahon) Could 1 just say some-
thing on that and parucularly on “could

you not try a little bit and see what
happens™.

492, 1 did not say a little bit, Mr Baker
did.

(Mr AfcMahon) But 1 just wanted to
make one point that occurred also carlier
on about cexchange  rate movements,
whether one is talking about doing things to
push it down or whether it night not go up
all that very much if you did something
else. The experience that we have taken
from recent years is the extraordinary unex-
pectedness and unpredictability of what can
happen to exchange rates. 1 one thinks
about the movement of the yen for instance,
which looked for a while unbelievably rock-
like sohd and fell despite all their efforts
and immense intervention from 170 10:250,
one pets i bit of humility about being able
to devise schemes ahead of tiume which will
have a predicted effect, cither large or small
or up or down. If I could just make a second
point about the indexation. The elfects on
the markcets, either domestic or external, of
doing it, are also very unpredictable. Tt is
very easy to see the point that Sam Brittan
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It occurs to me that the Chancellor might like to have my
additional notes on the Kay and Morris and Hills papers -
TR (Sub TX)28 and 29.

2 These are attached. They are very brief.
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23
Treasury Committee
Comments on TR(SubTX)28 and 28
L. Do you agree that the marginal rates of tax have increased?
W\mewm—t“:f’«‘:’—»’f““—"'”_‘“' e S U
Yes; that must be the case.
2 Do you agree with the figures produced by our advisers?
Cannot pass Jjudgement on the detailed figures of Mr Kay
and Mr Morris. We do not know on what precise assumptions

they are based. But the pattern of their results does not
seem implausible. We do have reservations about the weight
which can be put on calculations which add together marginal
rates of direct and indirect tax - and on some of the details

in their tables.

3. Why?

Because they do not allow for the element of choice which
individuals have if the taxes on particular types of

expenditure are increased.

4. Any comments on the figures?

Important qualification that they apply only to basic rate

taxpavers. Higher ratepayers excluded - as Kay and Morris-
1xpayers g pay y

recognise.

Wholly static analysis. Does not allow for changes in

N ot TN ;
income between this year and next.

Y YIncludes the increase in employees' national insurance

contributions - not part of the Budget. But does not

%ideal with families who gain 10i% increase” in child benefit.

| g

S—— — em—

Treats employers NIC kaﬁa;WWé presume National Insurance
Surcharge) as a tax falling wholly on personal incomes.
We would think the distributional effects of NIS are not

as straightforward as that.
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TREASURY SELECT COMMITTEE

I have had a very quick look at the IFS paper on the
Impact of the 1981 Budget. As in the case of last year,

the paper: provides very little information and it is

impossible to analyse their calculations in any detail.

Having said this,there are several points which stand out
rather clearly and which you may find to be of help as an
aide memoire.

(1)

(1i)

(1ii)

Messrs Kay and Morris use a straightforward:
static analysis, combining both income tax
and the indirect taxes in order to produce

combined marginal rates pre and post Budget.

They choose to include the announced NICs
as part of the Budget.

For the married couple (husband only working)

the marginal rate of total taxation rises from

54.4 to 56.9 per cent. One half of this increase

is accounted for by the announced change in the

NIC. The greater part of the remainder is accounted
for by the petrol duty increase.

Je wsns
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"'(iv) The IFS calculation treats the employers NICs

(v)

(vi)

(vii)

including the NIS as a tax which is borne wholly
by wage earners. That is to say, they assume that
if the NIS did not exist wages would be higher by
2% per cent (there is full backward shifting) we.
would assume that the NIS is passed forward into

‘prices.

Very little comment is made about incentive effects

and in their calculation the IFS seem to prefer
judgments which are based upon the marginal rate
only. Income effects are ignored and hence they
would tend to regard the tax measures as being
somewhat regressive and having a disincentive
also. I would stress however that very little
is made of this point.

The IFS analysis is expressed entirely in static
terms and no account is taken of inflation through
the year.

Whilst individual family types are identified,
comparisons are not drawn across the income
distribution. They limit themselvesto the

statement that their analysis applies to basic
rate taxpayers only. As you know, in our
internal work we look at several different income
levels within the basic rate band.

& Might I suggest that if this subject arises our general

line should be that the paper contains insufficient information
for us to offer a detailed assessment and commentary. Having said
this, taking the calculations as they stand we would think that
the figures are broadly correct and that the general conclusions

/3 ssn
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concerntgtheiprofile of distrirut:onal effects is about right.
That is to say, those at the lowest and highest incomes fair
worst in proportionate terms.

e

DOUGLAS TODD
DEU2
17 March 1981
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TREASURY COMMITTEE: DR BRAY'S QUESTION

157 O

cc Chief Secretary
Financial Secretary
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Mr
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Burns
Middleton
Monck
Bridgeman
Evans
Unwin
Burgner
Battishill
Folger

You have received a letter from Dr Bray warning that when you go
to the Committee tomorrow he will return to the question he put
to us last Wednesday on "is it Jjust a coincidence that the real

PSBR implied in the Budget is about zero?"

2 This question, as his letter implies, is prompted by the
paper by Marcus Miller. Professor Miller, following the sort of
exercises previously done by Taylor and Threadgold, adjusts the
nominal PSBR for the effects of inflation in reducing the real
value of the stock of outstanding government debt. The resulting
concept, termed "the real PSBR", is regarded by many as a better
measure of the fiscal stance than changes in the nominal PSBR. On
this view the implication that the real PSBR implied in the Budget,
and indeed through the MTFS period, is close to zero could be taken
as suggesting that fiscal policy is intended to be broadly neutral,
neither contractionary nor expansionary. This presumably is what
Dr Bray is trying to establish.

Be There are considerable difficulties with using the real

PSBR as a criterion for Budget-making. It would no doubt be quite

a good benchmark if we were already starting from an acceptable

rate of inflation, rather than from a rate that we are still seeking
to reduce. Aiming at a particular PSBR 1n real terms could, however,

“M—
easily degenerate into endorsing a Tiscal pollcy that would

accommodate Whatever the 801ng rate of 1hflat10n happens to be. In

gave most weight to consistency with the monetary objectives and
the general thrust of policy towards lowering inflation. You
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explained in your Budget speech why you ruled out the £7% billion
implied in last year's projections, as unduly restrictive in the
more depressed conditions of the economy, and Jjustified £101 billion
as being "consistent with the monetary target that I have Jjust
announced. I also believe it to be a sum that can be financed
without placing undue strains upon the capital markets".

4, I am sure this is the line to hold to, and not get drawn
into technical debate with Dr Bray about the desirability, or
otherwise, of a zero real PSBR. However, as it happens, the way
the MTFS is set up would imply that if inflation declines in line
with the monetary target then the illustrative PSBR path in the
projections would be roughly zero in real terms. But I think this
is better regarded as an incidental feature of the projections,
not as a deliberate obJjective that we had in mind in producing
them.

Giw I attach a draft speaking note on the lines indicated above,
and also, for convenience, the pages of the transcript of last
Wednesday's hearing covering the exchange with Dr Bray.

-

F CASSELL
24 March 1981
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DRAFT SPEAKING NOTE
REAL PSER

I explained in my Budget speech how I reached my Jjudgement that
it would be right to provide for a PSBR in 1981-82 of some
£10% billion, or a little more than 4 per cent of GDP. [I
ruled out the £74 billion implied in last year's illustrative
projections as unduly restrictive in the conditions of lower
output and higher unemployment than had been envisaged when
those projections were made. As I said, I believe the figure
£104 billion to be consistent with the monetary target announced
for 1981-82, and also to be a sum that can be financed without
placing undue strains upon the capital markets.]

AP mon
2 It is me—doub$ jtrue, as Professor Miller suggests in his
paper, given the prospect foreseen for inflation, that this
implies a real PSBR of close to zero. Certainly, if inflation
falls more or less in line with the declining monetary target,
the projections in the medium-term financial strategy would
imply a real PSBR fairly close to zero. This is because fiscal
policy in these projections is set to be consistent with a growth
in the total financial assets of the private sector that is more
or less in line with the monetary target. Hence money supply,
total financial assets and the stock of government debt would
all move together broadly in step through the period. And if
inflation follows much the same path, the PSBR - which measures
the nominal increase in the stock of public debt - would be

close to zero in real terms. But that is not the same as saying



Lo

that a zero real PSBR is the objective. As the discussion of the
MTFS in the Red Book makes clear, the projections of the PSBR

are not to be taken as targets. Fiscal policy in any particular
year will be operated so that the PSBR for that year - in nominal
or real terms - will be consistent with declining monetary growth
in the particular circumstances of the time. What the real PSBR
will be through the MTFS period - and indeed what the economy's
real growth will be - will depend to a very large extent on the

pace at which inflation falls.
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f (Mz. Cnssell) Looking at a wealth income series

¢ vhole run of yea;rs and getting sone sort of trend line in}6 it,

of our repoxrt was pretty nountainous.

(M, Cassell) Poge 77 of your rdport?

93, It wes the velocity of noney.

{MMr, Cassell) First of 2ll{ this particular sentence
thot you axe picking on is reloting t¢ sonething that is wider
than noney., It is relaving to the fLotal finoncial portfolio of
the private seciox,

94, I oppreciate that, fut it would be interesting to sece
it, even so, for the wider ghe as well as for the narrower one,

(Mr, Monck) I think our feeling is that the gtartirg
point, Beth on wealth ghd on the reoal morey supply and oﬁ
velocity, are 21l ~ fhe starting pointa for 1961/82 - are all ot o
nore nornel ratey/ clogser to the  trsnd lirne than they were ot the
beginning of thg last finmncial yea.

95, WhAt it would Dbe nice to get is some measm:é of the
accuracy of whot you mean by 'nornnl!, It seens to me that
the erxyr norgin there is likely to be 4 or 5 per cent, in
relatdon to the one per cent, adjustnments in target thot you are
te}feing about. Can you give us sone estinmate of the standard ermoxr
f your estinmate of wiaat the norrmal levels of wealth are?
(2, Tnwin) I wonder if we may consider this?

Chziriea: 3By all neans,

Dr. 3xoy
96, Can we move on then to the tationcle for choosing
~ ;) 2 < v . ' . 2 2 s 2
2105 Dbillion for the PSER? It is Jusy 2 coincidence, is it, that

339



the real PSBR with the expected inflation rate works out at about
zero ?

(Mr., Cassell) It was rot derived in that way.

97 It is just a coincidence.

(Mr, Cagsell) Then it is just a coincidence. The sene

forces that were influencing us in choosing £10% billion also
have that other effect,
98, Can you glve us any other rationale for choosing £10% billion?

(Mr, Cageell) As Mr, Unwin said, in the end it is a

natter of judgnent within a range, obviously. However, taking into
accomt the sort of general nmediun texm path of reducing the Putlic
Sector Dorrvowing Requirenent as a percentage of GDP, and then looking
et that trend in the light of the particular conjunctural
circunstances of any years, then if you more or less offset the
worscening of the reression from what we have been cexpecting a year
ago, agadn you come to a figure of something like £10% billion.

99. It is again a coinciasnce, 1g it, that your figures for
the poruentage of GIP ratios of PSHR end up in 1983/84 this year
at about the scme level as they did last year, and that in oxder to
get there a credible rate of reduciion of PSBR you do land up nore
or less £t £10% biliion,

¥y, Sasgell)  No, thet is not coincidence. In fact,
we have consciously raised the PSDR ratio fron 1% per cent. to
2 per cent., in 1983/ 84 and what thabt determines then is the size of
fiseal adjustmente you build into these projections,

100, The Governrent would he jolly pleased if it got within
15 per cent, of its criginal tazget.

(ﬂg; _Cassell) That would be well within the margin

of exryor,.

101, The ain is to end up wita the "told-you-so" kini of

40
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(Mr., Cassell) Yes, but it is also important how you

position that you built into your original intention. t

get there.
102, The average error quoted for the PSBR is £3% billion
which means that the expected range would be £6 billion to

£15 billion of PSDR. i

(Mz, Evana__) Yes., This error, as paragraphélB \and 19
explain,is no more than average error for the past forecasts.
That is ke average absolute error; +hat is the status of it.
103, So it is?iikeiy %o be outside that range as it is to be
ingile thet range.
(Mr._Evuns) Yas, you could put it that way.
104, You just hope it is below rather than above,
\Mr, Unwin) We have no reason to believe that it will

be.

reasons for the cnange in the iilisvrative tables, you nenti

change in the North Sea tax revonues. What exchange rapé assumption
¢id you use for North Sea tax revenue?

(Mr, Casgsell) In the early part of the period it

obviously is the one that is in the short {£1m forecast which is

broadly where it was when the forecast sfas done. BReyond that I do

not think I really want to disclosg/the exchange rate assumption we

agguned.
106, Ir %he past yeap it was possible to bring down the interest

rates at a time when i€ PSBR was rising very repidly. Why is it

considered that a AHzrge reduction of the PSDR 1s necessary now

to reduce intefest rates furthor?

‘ngﬂgassgl;) It may nwve been possiblk to bring then

evglmiion

At there was also a very lazge overchoot on the noncy supply,
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DR. JEREMY BRAY M.P.
HOUSE OF COMMONS
LONDON SWIA OAA

01- 219 4057 (direct line)
01- 219 3000 (switchboard)

23rd March, 1981.

Unc Guliee, "

e
I am not sure that Treasury officialséhad seen the enclosed
paper by Marcus Miller before they appeared at the Select Committee
last Wednesday, 18 March. When I asked them (Q.96), "It is just a
coincidence, is it, that the real PSBR with the expected inflation
rate works out at about zero?'", Mr. Cassel's first reply, "It was

not derived that way'" does not necessarily mean that it was not
derived in an equivalent way - e.g. balancing the Budget after

taking into account a notional "inflation tax'" or many other possible

expressions of the same idea.

May I give notice that I will ask you about this if I have
the opportunity when you come on Wednesday?

Rt. Hon. Sir Geoffrey Howe, M.P.,
Chancellor of the Exchequer,
Treasury Chambers,

Parliament Street,

S.W.1.
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attached for: Sir Douglas Wass
Mr Burns

3. CHANCELLOR Mr Ryrie
Mr Middleton

Mr Battishill
Mr Unwin

Mrs Gilmore
Mr Cropper
Mr Lewis IR

SPECIAL TAX ON BANKING DEPOSITS

I attach, as requested in Mr Wiggins' 20 March note and commented on in
Mr Locke's note of the same date, a technical note on the arguments banks
are using that their ability to lend to industry will be reduced by a
multiplier of some 20 times the yield of the tax and a general note

responding to the various criticisms which have been made of the

Government's proposals for use by the Paymaster General. This second,
general, note is also recommended to the Chancellor as  background
briefing for his appearance before the Treasury Select Committee. I
further attach a third note with relevant tables summarizing the results

of the four big'clearers for 1980 which have all now been published.

A R BOOTE |
24 March 1981
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EFFECT ON CLEARING BANKS ABILITY TO LEND TO INDUSTRY OF SPECIAL TAX ON
BANKING DEPOSITS

Table 1 attached shows the ratio of the clearing bank groups free capital

to advances since 1977. Comparison of the 1978 and subsequent figures

with the earlier figures is difficult because before 1978 full provision was
made for deferred tax : this explains the rise in the ratio of free capital
to advances in 1978 compared to 1977. The figures for 1978, 1979 and those
available for 1980 are broadly in line with the ratio implied by the clearers
press comments on the tax namely that the ratio of the banks free capital to

advances is in the range 1 : 15.- 20. The table does, however, emphasise the

ézgergence in the ratios between the various clearers reflecting their own
differming policies and perhaps accounting practices. For example, Midland
have a much high ratio of free capital to advances than the other clearers
and even within the same banking group there are notable variations from year

to year in the ratio - for example the rise in Barclays from 1978 to 1979.

2. Table 2 attached shows free capital as a percentage of deposits for the
clearing bapnk groups. This free capital ratio to the banks liabilities we

would consider of more prudential relevance than the ratio .of the banks free
capital to their advances. Again the figures for 1978 and 1979 show considerable
differences within the clearing bank groups. It is also interesting to note

that for the two groups which have published their accounts for 1980, the free
capital ratio has remained the same for National Westminster and has risen

significantly for Lloyds.

3. Table 3 is an attempt to show the effects on the ratio of free capital to
advances and free capital as a percentage of deposits of the special tax.

The table assumes the broad figures of liability to the tax widely quoted in

the press. For the two banks that have published their accounts for 1980 the

T

effect on free capital as a percentage of deposits is to lower thelr free capltal

S — <

ratio by three tenths of a percent in each case. For Lloyds the resultlng

P

percentage is still hlgher than the percentage in 1979 while for National

e

ww«w g
Westminster the resultlng flgure of 3.6% is lower than any percentage e for any
of the banks since 1977 though certainly above the comparative percentage in

earlier years. (Again comparison here is difficult). As far as the ratio

of free capital to advances is concerned the picture is if anything more favourable.

The effects of the special tax is to reduce the ratio for Lloyds to their
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1979 ratio while for National Westminster the resulting ratio is the same
as Barclays for 1978.

4, The detailed figures for the individual clearlng bank groups of the ratio

m——
of free capital to lending would therefore seem to support the view that

e e e A e e et £

there 1s no mechanistic relatlonsh1p between a banks free capltal and its

S d

advances. The ratio of free capital to advances has varied considerably
both between the clearing banks groups and over time in the same group. The
effect of the special tax on the two ratios it is possible to calculate
for 1980 do not léad to results widely inconsistent with those for previous

years.

5. There are various wider comsiderations which also throw deubt’?ghe banks
argument that their ability to lend to industry will be reduced by some
multiplier of the yield of the tax. Firstly the clearers have already catered

for difficulties i ir advances through large provisions for

bad debts made before the figures for free capital are struck on which the

ratios above have bggg_calculg}ed. In aggregate the clearers charged around
£400 million against their 1980 profits for bad and doubtful debts. At least
some therefore of the lending which the banks claim their ability to do has
been reduced is already catered for outside the ratio to which they are
referring. Secondly the amount of the clearers free capital is by no means
immutable at least in the medium term. It is quitguposgégle for the clearers
to increase their free capital for example by a righté issue if thej‘fhiﬂk““

it is inadequate. This is of course a matter for the clearers own decision :
-

it is not true, however, to suggest that they have no alternative to reducing

their lending even if they consider their eapital base inadequate. Thirdly,

as Mr Locke suggests in his 20 March note, what evidence we have on international

comparisons suggest that the clearers ratio of capital to assets is fairly

good by international standards. Attached at table %}hn extract from the

Banker of June 1980 based on 1979 figures : all the UK clearers are within
the top ten banks in the world in terms of capital/ assets ratio.

6. For these reasons, we consider that the banks argument that the special
tax reduces their ability to lend to industry by a multiplier of around 20 times
the yield of the tax is unconvincing. Whether, of course, the tax reduces

the banks willingness to lend to industry is another question which depends
on the banks attitudes.



TABLE 1

Lloyds

Nat West

Barclays

Midland

In aggregate

RATIO OF FREE CAPITAL TO ADVANCES FOR CLEARING BANK GROUPS

1977

H 1704

: 20.6

s 22.2

¢ 16.0

: 19.3

[

[
[

i
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TABLE 2

Lloyds
Nat Wset
Barclays

Midland

In aggregate

FREE CAPITAL
1977 1978
l+.1 4.‘*
55 4.2
%5 b.q
k.2 5.5
3.7 k.5

AS A PERCENTAGE OF DEPOSITS FOR CLEARING BANK GROUPS

1979

b4

3.9

.5

5.1

Ik

1980

5.0

3.9

Na

Na

Na

5%



TABLE 3

EFFECT OF SPECIAL TAX ON FREE CAPITAL IN RELATION TO DEPOSITS AND

ON 1980 RESULTS

Lloyds (60)
Nat.West (100)

ON 1979 RESULTS
FOR CLEARERS IN AGGREGATE

FREE CAPITAL

843

1147

3531.9

Zissuming a tax
liabilityof

FREE CAPITAL AS
% DEPOSITS

b.7%

3.6%

L, 1%

ADVANCES
£m
/Lloyds 60
Nat West 100
Barclays 90
Midland 70
20 7
RATIO FREE CAPITAL
TO ADVANCES
Qe e,
1 ¢ 195
1 : 18.0
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“Tne Banker
Jone 1980
THE TOP FIFTY"
Re-ranked by capital/assets ratiot
Bank % Bank % Bank %
1 Compagnie Financiére de 19 Sanwa Bank 3-77 36 Bayerische Landesbank  2-60
Paris et des Pays-Bas 866 20 Tokai Bank 364 37 Industnal Bank of Japan = 2:55

2 Lloyds Bank 696 21 Bank of Tokyo 3:57 38 Commerzbank 2-47

3 Banco do Brasil 664 22 Citicorp 3:50 39 Bayerische Vereinsbank  2:41

4 Crédit Suisse 6-58 23 Manufacturers Hanover Bank 3-39 40 Mitsui Bank 2:31

5 National Westminster Bank 648 24 BankAmerica 3-33 41 Bayerische Hypotheken-

6 Union Bank of Switzerland 6-38 25 Canadian Imperial Bank of und Wechsel Bank 218

7 Midland Bank 6-04 Commerce 3-29 42 Long-Term Credit Bank

8 Barclays Group 5-79 26 Chase Manhattan Corp 3:27 of Japan 2-14

9 Crédit Agricole 574 27 Deutsche Bank 3:23 43 Tatyo Kobe Bank 2-12
10 Swiss Bank Corporation 568 28 Banca Nazionale del Lavoro 319 44 DG Bank 2:03
11 J. P. Morgan 4-48 29 Westdeutsche Landesbank  3:17 45 Société Générale de
12 Sumitomo Bank 420 30 Chemical New York Corp 3:15 Banque 1-76
13 Fuji Bank 415 31 Daiwa Bank 2-95 46 Société Générale 1-65
14 Amsterdam-Rotterdam Bank 4-12 32 Algemene Bank Nederland 2-86 47 Banque Nationale de Paris 1-40
15 Centrale Rabobank 4-09 33 Dresdner Bank . 112:82 48 Banco di Roma 1-28
16 Mitsubishi Bank 4-02 34 Banca Commerciale Italiana 271 49 Crédit Lyonnais 122
17 Continental lllinois Corp 3:93 35 Royal Bank of Canada 2:65 50 Norinchukin Bank 040
18 Dai-Ichi Kangyo Bank 378

* By assets less contra accounts.
t Ratio of capital and reserves to assets less contra accounts.
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RESPONSE TO CRITICISMS OF SPECIAL TAX ON BANKING DEPOSITS

lg‘/ o

There have been various criticisms of the proposed special tax

on banking deposits: the suggested response to these criticisms
is as follows.

1. OCriticismii: The special tax is dangerous in principle because
of its element of retrospection - "to penalise banks ..... on a
basis that was not known at the time the business was legitimately
done is qute simply wrong."

Response: Retrospection can come as no surprise in view of the
high interest rates in 1980. Ministers made it clear it the 1980
Finance Bill debate that they were continuing to look at the
possibility of a special tax; the tax is in any case payable in
the 1981/82 financial year.

2. Criticism: The reduction of the banks' capital as a result of

the tax will reduce their ability to lend. Sir Jeremy Morse - |
Chairman of the Committee of London Clearing Bankers - has been |
widely reported as stating that every pound removed from the banks |
capital base removes between £15 and £20 from the banks ability to \
lend. ‘

Response: There is no mechanistié)relationship between the size of |
a banKs capital base and its ability to lend - indeed this relation- ‘
ship has varied considerably over the past few years. The special

tax will reduce the banké’free,capital ratios below what they
otherwise would have been but their ratios are currently quite

high and should continue to be fully adequate. The banks are already |
catering for difficulties now foreseen through large provisions for
bad debts made before profits are struck. The level of bank support
for industry is a matter of their commercial judgement and it would
often not be in the banks best commercial interest to withdraw such
support.
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3. Criticism: The special tax sets a dangerous precedent by
taxing success, making profit a dirty word and will only be used
to back losers, e.g nationalised industries.

(LN dAM\%’h'c_ buwatwens
Response: Bank profitngre not a result of their extra exertions
so much as the high level of interest rates. Non-interest-bearing
deposits are a reasonable measure of the banks’ endowment profits
resulting from high interest rates. The proceeds of the tax are
not going to back losers but to help hard pressed sectors of

industry, suebh—eas—by Tower—interes-rates.

4, Criticism: Recent high banking profits reflect$ the banks
profit cycle and are not excessive.

Response: DMost banks have had two very good years. Their recent
experience contrasts sharply with that of manufacturing industry.
The recent Economist survey on international banking confirmed
that the return on assets of the four largest clearers was way
ahead of all their major international rivals.

5. Criticism: The profits on the clearers’domestic business fell
in 1980 and the tax is therefore effectively a tax on the clearers’
good overseas results.

Response: It is true that the clearers’ domestic profits for 1980

were down on their results for 1979. However, in part this is

because of the generous pay increases they agreed in 1980 - for the
year as a whole staff costs on average rose by around %0% compared

to 1979. The special tax is justified by the exceptional profitability
of banks in the recent past and not just in 1980.

6. Criticism: The tax will wipe out virtually all of the clearers’
after-tax current cost accounting profits for 1980 which are in any
case well down on the figures for 1979.

Response: The post-tax profits of the four largest clearers on a
current cost accounting basis were over £400 million for 1980
which compares with their estimated liability to the tax of around
£300 million. On a current cost accounting basis as well as a
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historical cost accounting basis, banks have also done relatively
well over the past few years. In any case it is arguable that the
current cost accounting profits understate the taxable capacity of

the banks just as historical cost accounts are argued to overstate
their taxable capacity.

7. Criticism: The Government should have accepted the clearers’
offer to refinance £1 billion of export credit lending or should
have made it clear why this offer was unacceptable and that the
alternative was a special tax.

Response: The banks offer to take back responsibility for &1 billion
of export credit lending would have meant little real contribution
from the banks. The Government tried to find an alternative to

the special tax, but the clearing banks would not agree to sharing
the subsidy costs of export credit and other fixed rate lending.
Indeed they said that they would rather be taxed. The Government
made it quite clear to the clearers why their offer to accept
responsibility for £1 billion of lending was unacceptable and that

a likely alternative was a special tax.

8. The effect of the tax on individual banks such as the National
Girobank, the Co-operative Bank, Yorkshire Bank and the Trustee
Savings Bank is particularly harsh.

Response: I am afraid that I cannot comment on the tax affairs
of any individual institution.
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The four big clearers have now all published their results for 1980.

RESULTS OF BIG FOUR CLEARING BANK GROUPS

2. I attach at Table 1 the historical cost profits for 1980

of the four clearers and at Table 2 their current cost profits.

Total pre-tax historical cost profits for 1980, at around £1450

are about £100m down on their 1979 results - a fall of about 7%.
Current cost pre-tax profits fell by about £180m - 18% - to just
over £800m. Table 3 shows the post-tax position for 1980.

On a historical cost basis post-tax profits were over £1000m;

on a CCA basis Jjust over £400m.

5. Table 4 shows the charge against profits for bad and doubtful
debts. In 1980 the total charge for specific provisions was around
£3%30m, for general provisions about £75m (in aggregate £405m);

the respective figures for 1979 were around £6%m and £60m (aggregate
£124m) .

ﬂﬁfﬁ%’t’@J

A R BOOTE
2% March 1981



Table 1° &M

Historical Cost Basis Pre-Tax Profits of Clearers for 1980

1979 1980 Change Percentage

1980 on 1979 change
(1 (2) (3) (&)
Lloyds 276.6 289.9 + 13.3 + 5%
National Westminster Ll 410 - 31 - 7%
Barclays 529.L 523.5 - 5.9 - %

Midland 315.5 231.8 - 83.7 -263%
In aggregate 1562.5 1455.2 -107.3 - 7%

30l



Table 2:

Current Cost Pre-Tax Profits for 1980

(including CCA Adjustments for Associates)

Lloyds

National Westminster

Barclays

Midland

In aggregate

1979 1980
(1 (2)
169.6 164.5

285 2Lz
2558 309.6
183 ok
9934 19

Change
1980 on 1979

(3)

&M

Percentage
change

(%)
- 3%
-15%
-13%
=L9%

-18.32%



Table 3

Lloyds

National Westminster

Barclays

Midland

&M

1980 Profit after taxation

Historical Cost Basis Current Cost Basis
202.1 76.7
218 151
371.4 1575
169.7 52
1061.2 bao,.2




Table 4

Lloyds

National Westminster

Barclays

Midland

In aggregate

Charge against profits for bad and doubtful debts

Specific

1.9
26

25.5

1979

General

9.3

1

35

2.2

60.5

Total

11.2
Lo
60.5

12.1

123.8

Specific

52:6

95

102.9

1980

General

15.2

25

31.6

£M

Total

67.8
120
134.5

82.7

ko5
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SPEAKING NOTE ON THE FINANCIAL EFFECTS OF THE CIVIL SERVICE DISPUTE

The disruption to the normal flow of government revenue, caused by

the Civil Service dispute, will inevitably mean that the central

government borrowing requirement for 1980-81 will be higher than the

estimate of £12,760 million which we published in the Financial

 Statement and Budget Report. Even now, however, it is hard to say

what the difference will be. As I said in the House of Commons on \
Monday, it is clear that a substantial proportion of the revenue

due this month has been received. However, the due date for the regular |
monthly payments of PAYE and national insurance contributions was last |
Thursday (the 19th). That money is still coming in and we really

cannot tell yet what proportion will be received. !

Revenue which is delayed beyond the end of March will of course, be
received in the next financial year, so what we are talking about is
really just temporary funding, rather than a net addition to the
borrowing requirement taking the two years together.

A
Cloec
Stwieg
?rwd'ﬁ |
BUEP
2—' |
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CIVIL SERVICE DISPUTE: FINANCIAL EFFECTS

BACKGROUND NOTE

1, In all revenue collecting departments lodgments were
delayed on Monday 9 March, because of the one-day strike

by all unions.

2. In Customs and Excise, selective action began on Tuesday (the 10th)
when data processors, who among other things sort and encode

cheques for the payment of VAT, remained on strike. Alternative
arrangements for the payment of VAT by large traders were put

into operation but a large number of smaller payments are held

up. VAT receipts are comparatively low in March and the impact

of the strike on exchequer receipts is being mitigated by our

inability to make repayments of VAT to traders entitled to
them.

3 In Inland Revenue, normal working was resumed on Tuesday
and in general things were back to normal by the end of the

day. The staff of the Accounts Offices at Cumbernauld and
Shipley were called out, indefinitely, from the afternoon of
Friday 13 March, affecting the PAYE and National Insurance take.
There was little impact on receipts until 19 March, when the
PAYE and National Insurance deducted by employers in February
was due to be paid. Something like £2.5 billion of receipts
were due to be processed by the two centres between 18-31 March.
The impact of the strike is being mitigated by receipts from
large employers who have been asked to pay directly into the
Inland Revenue zccount at/Baﬁk of England and by the alternative
arrangements at Bush House. But it is too early to say just

how effective these are being.

4. The Times this morning suggests that Whitehall is deliberately
withholding information &n the effect of the strike. This is not
true. We simply do not know yet. At a very rough estimate, the
cumulative central government borrowing requirement for the year so
far is perhaps £750 million.larger than it would have been if

the strikes had not occured. However some of the loss may be

recouped later this week - the alternative arrangements take
1
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rather longer than the normal procedures - and the position is

still not clear enough to make any estimate public.

HM Treasury
24 March 1981



LINE TO TAKE ON THE FINANCIAL EFFECT OF THE STRIKE

As the Chancellor said to the House yesterday, it is too soon
to make a reliable judgment of the financial impact of the
Civil Service dispute; A substantial proportion of the revenue

due has been received.

/If pressed: We should know later this week when we have a better .

estimate of the total amount of PAYE received/.
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SUPPLEMENTARIES

'HAS THERE BEEN A -~ ‘STGNIFICANT EFFECT 'YET?

VAT receipts are comparatively lew in March and the impact

of the strike is reduced by the inaﬁility to make repayments
of VAT to traders entitled to them. Most of the PAYE receipts
due in March were not payable until last Thursday (the 19th].

CAN PRECISE FIGURES OF THE EFFECT BE GIVEN?

we should know more later this week when we will have a better

estimate of the total amount of PAYE received/.

FINANCIAL PENALTIES FOR CIVIL SERVANTS ON STRIKE:

Peoplé in the Civil Service are not paid for days that they i

are on strike. / People who refuse to do their normal work

can also be suspended without pal7.

SUGGESTION IN THE "TIMES"™ THAT INFORMATION TS BEING WITHHELD?
Information is not being withheld. The due date for the

regular monthly payments of PAYE and national insurance was ?
last Thursday (the 19th). This money is still coming in and

it is too early to say what proportion will be received.

o
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Wednesday
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PARLIAMENTARY DEBATES
(HANSARD)

HOUSE OF LORDS

OFFICIAL REPORT

Industry; The Public Secto;
2.46 p.m.

Lord Beswick rose to call attention to the constant
ministerial criticism of the public sector of the British
cconomy; to the sale of profitable publicly-owned
asscts; and to the need for a more constructive and
positive policy which recognises the value of a properly-

balanced and integrated mixed economy; and to move
for Papers. ‘

Industry: The Public Sector
Debate resumed.

4.18 p.m.

Lord Harris of High Cross: My Lords, I would have
waited just a little longgr, but I am glad to begin by
thanking the noble Lord, Lord Beswick, for the oppor-
tunity to join in this wide-ranging debate. If T may
say so, without appearing to patronise, I thought that
his speech was quite delightful and that it was, in parts,
very plausible and that it tended in other parts towards
excessive complacency.

I must at the outset apologise to noble Lords that a
meeting of the Political Economy Club, of which T am
the honorary secretary, will prevent me from staying
until the end of the debate. But 1 shall read the full
Hansard with special interest because in onc respect at
any rate I stand midway between the Opposition and
the Government Benches on this matter.

I must confess that 1 do not make any complaint

about ministerial criticisms of the so-called ** public |

sector . But I do complain that Ministers have not
acted sufficiently on their criticism in curbing the heavy
cost of what [ would rather call the present govern-
mental conglomerate.

Government, in all its aspects, now spends one-half
of the national income and it employs almost one-third
of the total labour force. In raising its revenue it is
incvitable that it should throw some burdens on to
private industry. Taxes, after all, inflate costs; they
discourage effort, they discourage investment and they
can discourage employment. Yet much of this hard
won tax revenue is then spent on shiclding the national-
ised industries from the very market disciplines to
which private industry is fully subjected. A series of
Written Answers last October from the noble Lord,

| capital subsidies to

Lord Cockficld, revealed the fact that the current and
the nationalised industries—

excluding the NEB—amounted since 1960 to £26,000
million at 1978-79 prices. -
eel, which is dealt with quite separately for

accounting purposes, has, in addition, a'ready run away
with £6,000 million since nationalisat{>4in 1967. I do
not believe that it is fanciful to regard this process as a
perverse transfusion of finance from strugglidg,
productive industry to a pampered and often less
efficient sector under Government control and regula-
tion. If we were to add the cost of nationalised health,
nationalised education, nationalised housing and
assorted local government services, the full burden on
the private scctor would be truly crushing.

I sometimes detect some scepticism in this House
about economists and their conflicting theories. I

think that is a healthy instinct, and it seems to me it
would be particularly correct on the issue before us
today. I want to say that throughout my lifetime much
of the most damaging Government intervention of
which I complain has been based upon a false deduction
drawn from an abstract economic theory. This theory
taught to every first-year economist, starts from a
concept which is called * perfect competition ™.
Perfect competition assumes that consumers and
producers have complete knowledge of all relevant
facts. Tt assumes that there is free mobility of all the-
factors of production, and it assumes an unmirxed
range of products that are homogeneous and comp ete
only in price.

Not surprisingly, economists who come into the reai
world find that markets do not operate in full accord
with this textbook model. But they then make the

| naive deduction—a misplaced deduction—that if

private enterprise works ** imperfectly ”, public inter-
vention would necessarily work better. It has taken
long decades of empirical experience to discover that
Government failure is often so much worse than
so-called market failures. e
This word * public "—of which the noble Lord,

Lord Beswick, made such effective use—is often a
I once recall seeing a notice.
board which gave the game away; it read simply

semantic pretence.

“ public property—keep out”. The plain truth is
that the ordinary public have less access to the control
of the National Coal Board or the BNOC than they
have to ownership of Shell or ICI. The critical dif-
ference which makes public industries different. from
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private industries is that the nationalised industries

cannot go bankrupt, because the public can be made,

to pay their debts.

As the noble Earl the Minister said, where national-,

ised industries are monopolies they can sometimes
- collude with powerful trade unions to batten onthe
public as both taxpayers and customers. There are
many examples which we could take, but the case
of the National Coal Board is instructive. The oil
caxtei obligingly raised the price of the main alte

native fuel ten-fold in the decade of the 1970s. Yet
mnal Coal Board, having raised its price six-
fold in a decade, is to this day stn]lﬁ*"ﬁ“m upon the
Exchequer, and its coal is still_ more expensive than

coal we could import from the United States or from’

Austréha

“Tt is well known, especially to those who have been’
involved in nationalised industries,
often become the playthings of political expediency.
There are many examples in many industries goin