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FEFEEERER

ECONOMIC OUTLOOK

Mr Unwin has suggested to me that we should attempt to agree a line
for Ministers to take on the "bottoming out" of the recession and
the prospects for recovery.

2, The great danger here is of appearing too bullish, and placing
too many hostages to fortune. It must be remembered that the only
direct evidence that the recession has bottomed out is one month's
industrial production figures. There is, of course, a good deal of
indirect evidence - eg from the CBI's latest Industrial Trends
Survey, the increase in private sector housing starts, anecdotal
material, etc. At the Chancellor's meeting to discuss first order
questions earlier this week, he said that he prefered not to refer
to "troughs" or "bottoming out", as these phrases have become some-
what cliche-ridden. There are also dangers in using the word
"recession" which is not unambiguous, and easily misunderstood (I
heard Sir Geoffrey Rippon say the other night soﬁething to the
effect: "Of course the recession is not over; it will not be over
until unemployment has stopped rising'). If this is ruled out there
seem to be two alternatives - a precise reference to recent and
prospective movements in output, or vaguer references to the improved

business outlook. I would suggest something along the following
lines



- there is growing evidence that the fall in output L//L//

has come to an end; and/or
.-———--———""""_M
T

- the business outlook (as evidenced, for example, p///

in the April CBI Survey) now appears[Egc%Imore
favourable.

Ba It should be remembered that any statement about the "improved"
or "more favourable" business outlook is only relative to the un-
favourable position during the earlier part of the downswing. Indeed,
there is still a (small) net balance of firms in the April CBI Survey
who see business prospects as deteriorating (and output falling) over
the next four months. (I understand, however, that the next FT Survey
will show a small net balance who see an improvement in prospects,
though this Survey is based on a smaller and narrower sample of
industries, some of which - brewing, engineering and paper, for example
have not been exposed to the full rigoursof the present recession).
So caution is needed and it certainly seems best to avoid statments

at this stage to the effect that : — —

e

- the upturn has come; or (as Sam Brittan claims in
today's FT):

- « output is growing a good deal faster than at the

snail's pace predicted by the Treasury at the time
of. the Budget. )

There is really only the flimsiest of evidence for such views.

4. In countering Mr Shore and others who advocate "reflationary"
policies it might be safest to go for a rhetorical apﬁfoach - eg
how can Mr Shore criticise our policies now that there is growing
evidence that output has stopped falling, that business confidence
has improved, that (in some industries) there are reports of higher
productivity, etc, etc, and how can he criticise our policies when
his own would mean higher interest rates and/or taxes and undermine
any recovery, just as it may have started ? v



D On the question of productivity, it is not easy to substantiate

at the aggregate level the reports of claims by various industrialists
(fervently reiterated by Sam Brittan in yesterday's FT) that there has
been substantial improvements in productivity in many industries during
the current downswing (you will recall that businessmen were saying
much the same thing in 1971-72 and 1975-76). Indeed, so far as they
go, aggregate data suggest that movements in productivity during the
current recession have been very similar to those experienced during
the previous cycle. But the CSO figures take no account of the speed
and depth of the recession. When output falls, there may be fewer
opportunities to benefit from economies of scale and from technical
progress. The Treasury model equation for employment in manufacturing
tries to take account of such factors but has recently overestimated
the level of employment (thereby underestimating the level productivity).
This suggests that productivity may have been holding up rather better
than expected given the present level of output. But until more
evidence emerges, I would suggest taking a rather cautious line.

. -

R I G ALLEN
EB
1 May 1981
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The Rt. Hon. Sir Geoffrey Howe, QC, MP,
Chancellor of the Exchequer,

Y . 4 A\ p tF
H.M. Treasury, REC. } = 1?%&Y198‘ [
Parliament Street, L ALELA-4 N YA
b s ad LS [me“.
COPES

Demr  Hhamea s o

My Council have asked me to write to you at once tio expr€Ss their
deep concern at the possibility expressed in this mornindg's papers, and pa—
ventilated in some quarters in the House last night, of any further
increase in tobacco taxation at the present time. The savage increase
already imposed in the Budget of 10th March has presented my industry
with serious problems in terms of short time working resulting from the
kind of sharp drop in consumption against which, you may recall, our
pre-Budget submission had warned you. It is still too early to judge
what the full consequencesof that earlier increase may be; however, to
pile Pelion on Ossa at the present juncture by a further increase would
certainly, in our estimation, be disastrously unwise.

This letter merely seeks to let you know at once my Council's
deep concern. Early next week, I plan to let you have a fuller paper,
setting out in more detail the consequences of the increase in taxation

already imposed, and showing how devastatingly dangerous any further impost
would be.

%
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MR R ALLEN

SHEET OF BULL POINTS FOR TREASURY FIRST ORDER PQ’'s

The Chancellor had occasion this morning to use your sheet of bull

points as a quarry for the radio Programme today.
2y He found it particularly useful.

3. He would be grateful if for the future you would update the
note more frequently than is presently done for the purposes of
first order PQ's, so that it might serve as a standing note on
which Ministers might draw for media interviews. It may be that
a fortnightly updating would be appropriate, though there may be
particular events which would merit an updating more frequently
than this.

Lo

R I TOLKIEN
1 May 1981
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Interest rates. Short-term rates below those in US, France
and most OECD countries (but no longer Germany).

Inflation. Despite 1 per cent increase in March due to
Budget, 1l2-monthly increase in RPI remains at about 123%

A% per cent. And trend is still downwards. One year ago
,Terry Ward forecast that inflation today would be 25 per
|cent; Joel Barnett forecast 20 per cent; but Financial
[Secretary forecast 13 per cent (D. Express, 23 April 1980).

Earnings/wage settlements. February figures (published
29 April) show underlying earnings rise of £ per cent a
month since September 1980. TFor whole economy, average
settlements probably running at under 10 per cent.—

g—— — o

Recession. Increasing evidence (including February 2 per
cent rise in industrial production and April CBI Survey)
that output may have stopped faiiing.

April CBI Industrial Trends Survey. Further evidence of

ef—recession—and improving business confidence;
slackening in expected rate of destocking; 'stabilisation'
in company liquidity.

PR

ousing starts. Private sector starts in January and February
tﬁ%tially up on 1980 H2 levels - about 12,000 compared
with 7,000 a month (seasonally adjusted).
/. : . : ;
Executive recruitment. Management Services Ltd say executive
<\;£ggpuitm€nt in UK is showing first real upswing for three
years (14 per cent up in 1981 Ql). i R

——

S r—

ICI. Chairman reports (22 April) that recent sales incréases
ZZd cost-cutting "should result in our being able to report

a improvement in profits for the first quarter" (after dismal
a8t Teturns)e—————————— WRIERS'S

Spending cuts in other countries. Britain not alone in taking
difficult decisions on public spending - eg Sweden, Belgium,
Netherlands, USA and Japan also making or planning cuts.
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RECENT ECONOMIC DEVELOPMENTS

Inflation

(1) 12-monthly increase in RPI rose slightly to 12.6 per
cent in March (12.5 per cent in February). Increase in
month to April was 1.4 per cent, of which about 1.0 per
cent result of Budget measures (further 1 per cent from
Budget expected in April). [CONFIDENTIAL: 12-monthly

RPI increase expected to fall to about 12 per cent in
April].

(ii) Six monthly annualised rate 10.5 per cent (8.2 per
cent in February).

(iii) Underlying increase about 11-12 per cent at annual
rate over last six months [increase from 10-11 per cent /
last month due to Budget effects]. This compares with an
underlying six monthly rate of about 12% in May 1979; buf
inflation was then on a clear upward trend.

(iv) 12-monthly increase in TPI 13.4 per cent in March,
but in April and subsequent few months figure will be 3-4
per cent higher than 12-monthly increase in RPI (result of
Budget failure to index income tax, and higher NI contribut-
ions). PQ answer gave forecast increase in TPI in year to

1981 Q4 as 13-1%} per cent, compared with 10 per cent RPI
increase.

(v) Wholesale output prices for manufactures rose 1%
per cent in March, but 12-monthly increase fell slightly
(for twelfth consecutive month) to 104 per cent. Three-
quarters of March increase due to Budget effects. Input
- " . il .
prices for manufacturing increased by 13 per cent in
March, mainly reflecting higher sterling oil prices
following de rec1atlon of sterling agalnst ‘the dollar.

Input prices have risen 8] per cent in last 12 months.




...nange Rates

With a strong dollar and the recovery of the Deutschemark, the
sterling exchange rate has eased slightly. Opening rates

29 April showed drop of 7 per cent in effective rate, and 113}
per cent in dollar rate compared to January peaks. (The & :

$ rangaéé 12-month low, and some recovery'ﬁ£§ be expected over
coming weeks). But these changes relatively small in comparison
with 40-50 per cent decline in competitiveness over last 2 years.

Money Supply

} Although recent figures for £M3 growth have been good (last 4

| month's increase all less than 1 per cent), Ministers are

advised to be cautious. Seasonal adjustment factors are currently
being revised and this is likely to make growth in immediate

past look less favourable.

Interest Rates

UK short-term rates well below OECD average :

5-month
Euro-currency rate
(latest April)

UK 12.25
Us 16.50
Japan 7.50
France 1%5.25
Germany 12.00

OECD

February's earnings figures were published late (29 April) because
of the Civil Service dispute. 12-monthly increase in whole economy
earnings 16.4 per cent in February (compared with 18.6 per cent

in January); increase adjusted for temporary factors is about 15%
per cent. Underlying increase since September about 2 per cent a

Earnings
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jouth, compared with 12 per cent in period January-July 1980. CBI
pay databank continue to show a sharp moderation in level of settle-
ments. Since October, settlements in manufacturing have been
running at an average of 8-9 per cent compared with 16-17 per cent
last spring. For whole economy, average level of pay settlements

is probably running at less than 10 per cent.

Unemployment

Total UK unemployment (including school leavers) rose above 2.5

million in April and is now 10.4 per cent. But underlying increase

in unemployment is clearly slowing down. April increase of 65,000 \\
xcompares with 81,000 pm in first quarter and 115,000 pm in 1980 Q4.

Other indicators point to slowing down in deterioration in the //
. labour market: lower declines in manufacturing employment, bottom-

ing out of overtime, declining flow onto the register, a levelling

off in number of wacancies.

Balance of Trade

No new figures are available because of the Civil Service dispute.

Industrial Production

All industries index rose by 2 per cent in February, and manufactur-
ing output by 1 per cent. February manufacturing output no lower
than last December. Risky to put too much weight on one month's
figures - but encouraging, particularly when taken with other
indicators.

Productivity

Many business sources generate anecdotal evidence of a step im-
provement in productivity of the order of 10-20 per cent. Whilst
this can be used and cited as evidence of how some firms are
coping, it should be remembered that :



(a) such improvements do not yet show up in aggregate
data; productivity performance may not be greatly
different from earlier recessions;

(b) businessmen were saying much the same thing in
1971-72 and 1975-6.

Company Finances

Figures for industrial and commercial companies' appropriation
accounts (published 21 April) show substantial improvement in
financial position in second half of 1980. Companies had
virtually eliminated their financial deficit and achieved net
repayments in 1980 Q4. But this reflects in the main except-
ionally large scale destocking.

Recession Bottoming out ?

A number of clear signs suggest that the recession is bottoming
out and that we may be close to the trough. Any output recovery
likely to be very slow.

(1) CBI and FT surveys of business opinion and prospects
have pointed to improved optimism for several months now
(CBI indicators have a good historical track record).
Latest CBI survey (published on 28 April) confirms this
view - more optimism; expected slowdown in destocking,
improved corporate liquidity position. Anecdotal evidence
of renewed business, activity and confidence (eg see
Sunday Times feature on W. Midlands, 19 April). Stock
market 'boom' could be misleading indicator (eg comment
in FT that 'recovery' could now be over-discounted).

(ii) CSO leading indicators have since end 1979 for longer
leading indicators, and more recently for shorter leading
indicators, been pointing to the trough being reached in

the spring. Coincident indicator levelled out last November;
February rise suggests we may already have reached trough.
EBut this may prove to be false dawn as more information
becomes available].
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(iii) Latest outside forecasts for NIESR, LBS, and Phillips
and Drew assess the fall in output to end at some point dur-
ing 1981. CBI see output falling slightly to the start of
1982. [But note: only CBI and P & D are full post Budget
forecasts. 1LBS, and NIESR submitted post Budget simulations
to TCSC].

(iv) Treasury Budget forecasts consistent with fall in

output ending in the spring, with the prospect of some
[slight] recovery between the first and second halves of
1981.

(v) Housing starts: Private sector housing starts in

January and February substantially up on 1980 H2 levels;
about 12,000 compared with 7,000 per month (seasonally
adjusted). The Housebuilders' Federation are reported to
be optimistic about prospects for 198l.

(iv) Labour market: Recent developments are consistent

with the recession bottoming out (see above). The increase
in unemployment has moderated this year and vacancies have
stabilised since the end of last year.

Deflationary Impact of Budget

Some people have suggested that Ministers have been making incon-
sistent statements on the deflationary impact of the Budget. The
fullest treatment of the subject was given in FST's IFS speech

(23 March). He stressed that while Budget could have "some very
modest contractionary effect" in the short-term, it was much more
important to look further ahead and see the Budget in the context
of the MTFS ie as part of medium-term strategy to reduce inflation
and create conditions for sustainable growth. Other Ministerial
statements have taken a very similar line (see summary at attach- \\
ment C); there is no inconsistency of approach. The fault lies

in the interpretors.

//
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Spending cuts in other countries

Britain is not the only country having to make difficult decisions
on public spending :

- In Sweden, Denmark and the Netherlands measures have
been taken or proposed to reduce the index-linked
uprating of pensions and/or social security benefits.

- In Belgium the Government is aiming to reduce the
planned growth of health service expenditure (includ-
ing a cut in the number of available hospital beds)
and to increase some charges for health care.

- In the Netherlands, planned expenditure by the Ministry
for Social affairs has been cut by 6 per cent in 1981
(eligibility for disablement benefit, family allowances
and unemployment benefits has been reduced). \\

- The new US Administration plans to spend less on health
in 1982 than in 1981 (in cash terms). .

- Japan reported to be cutting back on welfare programmes.
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l..isterial statements on deflationary impact of Budget

"His (Mr Jack Straw's) condemnation of the Budget is based on the
false premiss that it is massively deflationary ..... I do not
think that it can remotely be described as deflationary to adopt
policies leading to a PSBR of £104 billion."

[Chief Secretary, Budget Debate, 11 March, Hansard col 920]

"This brings me to ..... the charge made by the Opposition that

the Budget is deflationary. I maintain that it is not a deflat-
ionary Budget, although it is certainly an anti-inflationary Budget."
[Financial Secretary, Budget Debate, 11 March, Hansard col 978]

"Both sides [public expenditure and taxation] have to be looked

at ..... this certainly affects the balance between the public and
private sector, but it certainly does not mean that the Budget is
in any sense deflationary."

[Financial Secretar, interview on BBC radio 4, 12 March]

"The current underlying rate of inflation is within the new monetary
target, so that judged by that yard-stick there is no reason what-
ever to characterise this year's Budget as contractionary."
[Financial Secretary, speaking to journalists, 12 March]

"It is wrong to suggest - as some have argued today - that the
Budget is too deflationary. It is important to consider the
overall fiscal stance and to consider both sides of the account."
[Chancellor, Budget Debate, 16 March, Hansard col 97]

"I believe that this misunderstanding [that the Budget is deflationary]
comes about through looking at the Budget alone, rather than taking

it as part of the Government's whole policy, including its expend-
iture response to the recession."”

[Chief Secretar, Huddersfield, 20 March]

"That is also why those who described the Budget as "deflationary"
misunderstand the basic objectives of the strategy."
[Chief Secretary, Finance Bill Debate, 13 April, Hansard col 35]
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'In the short term, there may be some very modest contractionary
effect [of the Budget]. 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."

[Financial Secretary, IFS Speech, 2% April]



10 DOWNING STREET

From the Private Secretary 5 May,1981

You wrote to the Prime Minister and the Chancellor of the
Exchequer on 6 April about VAT repayments delayed because of
industrial action by computer (data processing) staff at the Customs
arnd Excise computer centre in Southend. I have been asked to reply.

I regret thsat, because of this strike, Customs and Excise are
unable at present to make repayments of value added tax. The size of
the operation, about 10,000 repayment claims a day received in random
order, rules out any question of making the repayments manually,
even on a selective basis. Nor is there any valid means of
distinguishing between claims in order, for example, to deal separately
with claims from a particular class of trader or those where hardship
exists. Once the industrial action is over, Customs and Excise will do
all they can to see that repayments are resumed as quickly as possible.

However, although VAT is distinct from income tax and national
insurance contributions collected under pay-as-you-earn arrangements,
Collectors of Taxes will have regard to difficulties facing businesses
because repayments of VAT are being delayed. They will not take
precipitate action to collect pay-as-you-earn payments falling due
where there is a genuine temporary difficultyabout paying in cases of
this kind. -

You also ask why VAT has to be levied on machinery which is sold
only to registered businesses who can reclaim the tax. It has in fact
been suggested previously that VAT should not be charged on transactions
between registered traders, and, in 1978, a joint working party,
comprising the Consultative Committ{ee of Accountancy Bodies, the CBI,
the Retail Consortium, the Federation of Wholesale and Industrial
Distributors, and Customs and Excise, was set up to consider the
‘question in depth. However, the conclusion of all the trade bodies
represented on the working party was that the balance of advantage layv
in retaining the present system, and in the light of that finding the
Government could not comtemplate introducing such arrangements, which
would not, in any case, be permissible under the European Community
regulations.

I am sorry that I cannot be more helpful.

S L Thornton, Esq
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FIN4RCIAL SECRZITARY

ECONOMIC OUTLOOQK

I agree with Mr; Allen's suggestion that we should be cautious
about claims of a recovery.
2 There are now many tentative signs that output has stopped
falling much as we have been expecting in recent forecasts. There
has been a major shift in press coverage and this has been noted
generally. My impression is that this increased confidence has
been the result of 9hanges in the market place. However,many
critics are all too’ready to argue that it has been inspired by
Ministerial statements. It would now be easy for the Treasury to
overplay its hand and claim more of an uptﬁrn than eventually
occurs. Any faltering of recovery would then receive undue
attention. This would only distract from the principle that an
end to falling output does not depend on government 'reflation'.
If recovery emerges more rapidly than we have forecast there will
be plenty of others who will carry the story. Our response should

now be low-keyed.

(TERRY BURNS)
6th May, 1981.
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ECONOMIC OUTLOOK

We spoke. Further to the Chancellor's comments (summarised in
Mr Tolkien's minute of 6 May), could I suggest the following
standard passage for insertion into letters for the Financial
Secretary's signature, etc

"It is encouraging to note the growing signs from
[recent movements in industrial production], business
surveys, labour market trends, private sector housing
starts, and other sourées, that output may have stopped
falling. The business outlook also appears to be more
favourable. There are many reported recent examples of
new businesses being set up and new initiatives being
taken, as well as of the weeding out of damaging re-
strictive practices, and in some companies substantial
improvements in productivity. All these changes augur
well for the future."

2. The reference to the industrial production figures has been
put in square brackets, pending publication of the March figures

on 19 May.
f

R I G ALLEN

EB
7 May 1981
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Mr Cropper
Mr Cardona
Mr R Allen

ECONOMIC OUTLOOK

The Chancellor has seen Mr Allen's minuté of 1 May about what
line Ministers should take on the "bottoming out” of the recession

and the prospects for recovery.

Zn The Chancellor thinks that we should take the line suggested
by Mr Allen at the end of his second paragraph, save that the
business outlook should be described as appearing tc be mcre
favourable rather than much more favourable. He agrees that
statements to the effect that the upturn has come or that output
is growing a good deal faster than was predicted by the Treasury
in the FSBR should be avoided.

R -

R I TOLKIEN
6 May 1981
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Parliament Street, ACTION | €< \ ¢+ i
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In my letter to you dated 1st May, I undertook to let you have some fuller
information early this week indicating the consequences so far of the increases
in taxation imposed in your March Budget; though it is still too early to
judge the full impact of those tax changes upon the tobacco industry, it is
already clear that the effects have been far reaching. Against such a
background, comments in the press and in the House suggesting any further
increase at the present time appear to my Council as extremely ill informed.

Norodide 3

VWG N gy

One should perhaps first look again briefly at the drastic character of
the increases already imposed in the March Budget. These changes involved:-

a) A 30% increase in the tax on cigarettes compared with a
year earlier, which raised the price of a packet of 20
cigarettes by 14p to 91p (plus 18%).

b) Similar tax increases of 30% on cigars and handrolling
tobaccos.

c) A 25% increase in tax on pipe tobaccos.

The immediate effect of these unprecedented increases has been to cause a
drop in sales to the distributive trade of approximately 15% since the Budget.
U.K. manufacturers have thus been forced to cut production and make adjustments
to their labour forces. So far, these steps have involved:-

a) Imperial

Over 5,000 workers laid off for up to two weeks at seven
factories (W.D. & H.O. Wills in Bristol, Swindon, Newcastle,
and Glasgow; John Player in Nottingham, Stirling, and
Ipswich), plus further short time working on cigar production
continuing into the summer.

b) Gallaher

Short time working for 6,000 workers over three months at
six factories in Manchester, South Wales and Northern Ireland.

e wi 2



The Rt. Hon. Sir Geoffrey Howe, QC, MP. 6th May, 1981

In the case of B.A.T. and Carreras Rothmans, success in exports has so
far cushioned the effect in production terms of the drop in U.K. sales;
even so, some short time working may be necessary within a month or so, while
the Budget increases caused deferment of plans to increase production at
Rothmans' Spennymoor factory for which 90 more workers would have been
recruited.

Smaller businesses, concerned mainly with the pipe tobacco trade, whose
difficulties were explained in our pre-Budget submissions, have found their
problems accentuated as a result of the tax increases. The slightly smaller
increase in tax on pipe tobaccos makes only a small difference to their
problems in a declining market and with severe foreign competition.

It must also be remembered that the March tax increases were imposed on
an industry whose products were already substantially over taxed across the
board, with duty and value added tax, taken together, accounting for about
70% of consumer expenditure. It is no coincidence that sales of cigarettes
have fallen annually since 1973, and that, in 1980, the level of cigarette
consumption was 12% below that of seven years ago. The base for future tax
revenue was thus already being diminished at an alarming rate before the
recent Budget; the latest tax increases, by further increasing the tax
proportion of the retail price to 73%% on the most popular cigarette price
levels, can only accelerate the process.

Nor are the consequences of the recent budgetary increases confined to
the tobacco industry itself. There are serious effects on the wholesale and,
in particular, retail trades where smaller businesses of the C.T.N. type may
be made unviable, as their stocks at the old prices become exhausted and their
profits are affected by other adverse factors e.g. substantially higher rates.
Similar 'knock on' effects are suffered too by the transport industry (wholesale
and retail distribution) and tobacco ancillary industries (packaging, fibre and
board etc.).

It is worth a brief look at the effect of continued high taxation on
comparative prices within the E.E.C. The following table of cigarette prices
shows that the retail price is unacceptably high as compared with the situation
obtaining elsewhere except in Denmark. These figures could almost be
interpreted as evidence of discrimination against the British industry and
smoker.

Most popular cigarettes
(Sterling equivalent

per 20)
Belgium 44p
Denmark 113p
France 27p
German Fed. Rep. 62p
Greece 21p
Italy 31p
Luxemburg 35p
Netherlands 47p
Rep. of Ireland 63p
U.K. 88p to 9lp
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The Rt. Hon. Sir Geoffrey Howe, QC, MP. 6th May, 1981

Over and above the serious consequences indicated above, severe increases
in taxation of the type imposed in March have other, perhaps more permanently
damaging, effects on the capacity of T.A.C.'s companies to secure employment
and produce wealth for Britain. Some of the more important of these factors
are:-

a) Effects on Forward Planning

A successful large business, with the responsibility for the
employment of many thousands of people, needs to be able
accurately to forecast sales trends in order to safeguard
employment. It is, of course, possible to make allowances
for reasonable adjustments of indirect taxation; the process
of business planning, however, becomes much more difficult
when Government chooses, for whatever reasons, to make such
large changes as were imposed in March. T.A.C.'s companies
had been planning some methodical run down in manning levels
in consequence of their more efficient operations; now,
however, redundancies beyond those originally visualised are
undoubtedly more probable.

b) Profitability

A reduced U.K. cigarette market of the kind indicated by the
drop in retail sales already referred to must inevitably
cause a reduction in overall profits. Tighter competition in
a declining market will mean an increasing demand on the
reduced resources available; it seems, therefore, possible
that there may be a consequent reduction in money available
for the research and development which are so vital to the
future of the tobacco industry.

There is another, less immediately obvious, but perhaps even
more significant factor. It should be remembered that the
member companies of T.A.C. are involved in a wide variety of
industrial activities other than their tobacco components.
However, the profits from their tobacco divisions are an
important source of funds, especially in a recessionary
climate, for investment in other industrial activities, while
these are developed and made profitable. Clearly the tax
increases on tobacco products in the recent Budget will make
it more difficult for these other activities of T.A.C.'s
companies to be maintained or extended, with consequent
adverse effects on the whole industrial scene.

For all these reasons, therefore, my Council would deprecate any idea that
yvet further tax demands on tobacco products are being considered at the present
time. Any such action would only exacerbate the severe problems for the tobacco
industry and trade following the damaging March increases. Moreover, to heap
further taxation upon consumers already highly taxed, and to do so immediately
following a massive increase only two months ago, could affect demand so
severely as to render any normal recovery of sales, and consequent revenue
out turn, extremely uncertain.

e
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The Rt. Hon. Sir Geoffrey Howe, QC, MP. 6th May, 1981

Finally, my Council consider it inequitable that one prosperous and
efficient industry in the private sector should be called upon to carry a
disproportionate part of present economic burdens. In my Council's view,
the Government should make determined efforts to bridge the gap in public
expenditure arising from the diesel concession by further restricting
current public expenditure - the sum involved (£85 million in 1981/82 and
£135 million in a full year) is surely within the scope of economies
capable of being achieved without further taxation.

Perhaps, therefore, I may end this letter as it began by stressing
again my Council's view that even to contemplate any further increase in
tobacco taxation at the present time would be very unwise.

At this stage, less than two months after the unprecedentedly heavy
tax increase on cigarettes, neither the Industry nor the Treasury can be
sure of the full extent of the drop in consumption and consumer purchases.
T.A.C. fears that in the present climate this drop could be more severe
and longer lasting than might have been expected from previous patterns
following more moderate increases. In this uncertain situation we believe
that to contemplate any further increases to tobacco taxation would be most
inprudent and put at risk not only future sources of revenue but also
permanent jobs in the tobacco industry itself and in its various associated
businesses.

By any standards, therefore, the imposition of further tobacco taxation
at the present juncture would, in my Council's opinion, be impossible to
justify.
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Your letter dated 1k4th/April awaited me on my return from the
USA and the notion that even an?;quity issue by say BL would be part of
PSBR finally killed my suggestion of placing participating preference
shares of some nationalized industries with the market. May | suggest
that PSBR is an obvious misnomer?

Still my idea may be shelved for later use rather than
completely discarded. If so, | wanted to suggest a further refinement,
namely making such participating preference shares convertible into
ordinary shares say, in 3-4 years from issue at par and for a premium
of say 25% - 50% within say two years thereafter. This may have special
appeal to institutions as they could benefit from a turnaround in the
fortunes of a company like British Leyland. It could also be considered
a subtle way of privatization, which could avoid it becoming a political
issue. In addition, it would strengthen the argument for commercial
discipline.

My case rests - at least for the time being. Should you ever

wish to reconsider it, possibly under changed circumstances, | shall
always be gladly available to further develop it.

Lo €ver
%rciuk@

F. A. Singer

Sheerwood Corporate Services Limited is registered in England, No. 1207965. Registered Office: 36 Chesham Place, London, SWi1X 8HE
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Chancellor of the Exchequer cc Financial Secretary :
Mr Ryrie
Mr Byatt
Mr Cassell
Mr Sedgwick

NORTH SEA OIL AND GAS

At the first meeting of MISC 56 you agreed to circulate a
memorandum on the impact on the UK economy of North Sea oij
and gas revenues. This was to be done in consultation with
the Secretary of State for Energy. The attached draff/ has
Just been sent across to Energy officials., But I wolder if
you could bear to glance at it at the same time and let us
know whether you think it is on broadly the right lines.

&

P E MIDDLETON
11 May 1981
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THE ECONOMIC IMPACT OF NORTH SEL OIL AND GAS REVENUES

Introduction

Total tax revenues from North Sea o0il and gas amounted to some
£%2 billion in 1980-81. This year they are expected to be around
£6 billions. By 198%-84, they might amount to about £8 billion

- (at current prices). These figures are substantial, but even by
1983%-84, North Sea revenues will still account for only about

6 per cent of total general government revenues.

IMPACT OF NORTH SEA OIL

1979 1980 1981 1982 1983 1984

Output of North/Sea 0il 78 80 80-95 85-110 85-115 90-120
(m. tonnes) :

Direct Contribution of

0il and Gas to GNP o4 3 32 4 44 5
(as a % of GNP in that
year)

1979-80 1980-81 1981-82 1982-83 1983-84

Total Tax Revenues from
North Sea

¢
(£ billion) ' |
(a) current prices 2.3 23 6 62 7%

(b) constant 1979-80
prices

2.3 33" L 42 5%
2. In broad terms these tax revenues can be taken as a measure of

the potential addition to the nation's income as a result of North

Sea o0il. But two important points need to be made about this:
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Firsé, North Sea 01l is not a cheap source of supply.
Producing it has a high resource cost. With the present
world oil price we are clearly better off with it than if

we had no oil. But we are not better off than we would

have been without o0il but with the oil price where it was at
the beginning of the 1970s. North Sea o0il has not made
Britain better off in any absolute Sense}eaXEEwa% has done
is to gﬁgfﬁgt our standard of living from the_&{fggts of the

sharp rise in o0il prices that has hit living standards in

other industrial countries.

Second, the adjustment to the rising output of North Sea oil
and the higher 0il price has entailed major structural changes
in the economy. In particular, the relative size of the non-
0il tradeable goods sector of the economy (notably manufactur-

ing) has to decline in order to accommodate the higher share
—

taken by oil. This need not involve an absolute contraction,
but these structural changes, which are associated with a high
real exchange yate, have undoubtedly accentuated industry's

difficulties in the present recession.

It is important to see the potential benefits of North Sea oil in

this fuller perspective.

The Use of the Revenues

3.

~

It is impossible to say exactly how the revenues from the

North Sea have been used. For this we would need to know what

would have happened to the economy in the absence of North Sea
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0oil. Both the private and public sectors would have been faced
with a significantly different economic environment. In
particular, inflation would probably have been even higher,
personal living standards have risen less and company profitability
been less severely squeezed. In these circumstances persons,
companies and the government would almost certainly have made

—~axrffiTait decisions from those they actually made.

T
d‘: T f'c,a:/& ‘
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4. 1In principle the Government could use North Sea Tevenues in
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(i) to reduce other taxes; 70 ulu

any of the following ways:

(ii) to increase public expenditure;

(iii) to reduce the PSBR, but to keep the monetary targets
unchanged - this would reduce interest rates;

(iv) to reduce both the PSBR and the rate of monetary growth.

The reduction in inflation this makes possible will
directly increase real personal incomes.

5. While the Government's broad economic strategy is independent
of the existence of N?rth Sea o0il and gas, its monetary and fiscal
policies have been frémed with knowledge of both the impact of and
the opportunities afforded by the North S%a wealth. In other words,
the Government has consciously sought to'use North Sea revenues in

ways that reinforce its overall strategy.

6. Thus, compared with what policies might have been in the
absence of North Sea o0il, North Sea revenues have in effect been

used to reduce other taxes,ipublic sector borrowing and interest
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rates ana, selectively, to increase public expenditure. There

is little doubt that personal real disposable incomes are

higher than they would have been without o0il; and that inflation,
public borrowing and interest rates are lower. It is zlso clear
that without the o0il revenues it would noﬁgggdgggible tolg}ovide

support fqé]industry and employment from public funds on the scale

now envisaged. NON s Mreame BWAN B8N 28 Un o
hph‘"")\ln n pVﬁ.,{‘( IOA")’ p&-.iw

The Exchange Rate

7. The impqct of North Sea 0il on the economy is felt not only
through govérnment revenues, but also through the balance of
payments and the exchange rate. A substantial part of sterling's
rise in the past thfee years is attributable to North Sea oil.
Industry's competitiveness has suffered, at least in the short
run, and this has added to the severe pressures on business
profits. But by improving the terms of trade the rise in the
exchange rate has increased real incomes and helped in reducing
the rate of inflation. The relatively small fall in the nation's
real disposable income in 1980, compared with the fall in GDP,
can be attributed laréely to the impact of North Sea o0il, and
this played a part in sustaining final expenditure-during the

».

recession.

8. The impact of o0il on the balance of payments has had other
beneficial effects. The strengthening of the current gccount_
enabled exchange controls to be abolished, so allowing the private
sector to invest overseas and to finance such investment in the

cheapest-and most profitable way. It has also allowed the foreign



exchange reserves to be rebuilt and the most expensive public
sector overseas debt to be repaid. The associated improvements
in the UK's net overseas asset position will provide against the

day when the o0il begins to run down.

Conclusion

9. The revenues from North Sea o0il have been, and will continue

to be, 6f undoubted benefit. Compared with what would have happened
in the absence of oil - a comparison which cannot be made with any
preéision - they have helped to reduce taxes, public sector
borrowing, monetary growth and interest rates and to finance
substantial government support for industry and employment. With
its impact on fhe exchange rate, NOorth Sea o0il has helped to

bring inflation down, at some cost, however, to industry.

10. The revenues — and hence their potential impact - must,
however, be kept in perspective. They are not large by comparison
with total government revenues. And they are already committed -

our medium-term fiﬁancial strategy takes full account of them.

I
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MEETING WITH MR ARTHUR BURNS

You are seeing Mr Arthur Burns at 10.30 am on Tuesday 12 May.

Mr Burns was Chairman of the Federal Reserve Board from 1970 to 1978.
Since then he has taken up a position with the international bank,
Lazard Freres, lectures at Georgetown University and more recently
was named as one of the twelve eminent figures appointed to advise
President Reagan. A personality note is attached at annex A.

2 Mr Burns standing in the financial world and his proximity
to President Reagan should make his views on future US developments
worth hearing. You might be interested in his opinion of:

(i) the likely responsiveness of the economy to the
supply side measures; in particular whether growth will
be stimulated by as much as the administration forecasts;
and whether inflation will fall as far as anticipated.

(ii) the operation of US monetary policy; has the US
experiment with monetary base control led to higher/more
volatile rates than necessary? Effect of volatility on
inflationary expectations, business confidence? European
complaints about effects on EMS currencies?

3. A brief on President Reagan's programme for economic recovery

is at annex B. You may like to glance again at an updated version of
the brief on US monetary policy, prepared for your meeting with

Mr Volcker in February at annex C. A short note on recent US
economic developments is at annex D.



4, Mr Burns will probably want to discuss UK policies. A copy
of the aide memoire on the UK economy is at annex E. The main
point to get over is that you believe the economy is turning the
corner, as evidenced by the improved business climate.

5. He may be particularly interested in monetary matters because of
his background. You will be sufficiently familiar with recent
monetary developments to answer his enquiries. The latest position
is described in Mr Turnbull's for the Prime Minister of 5 May.
Although Mr Burns is unlikely to be interested in the muddied waters
of the Civil Service Dispute, you will want to reassure him that
monetary policy remains broadly on course., The underlying rate of
growth of £M3 has been within the target range. He may be interested
in the impact on the UK of the recent sharp rise in US interest
rates. While the dollar exchange rate has fallen the effective
exchange rate has remained stable. The impact appears to have been
more dramatic in the gilts market which has witnessed a major

fall in prices; over the past 10 days the price of 20 year gilts

has fallen by £3, raising the yield from 13.8 per cent to 14.3 per
cent. The market appears to have lost hope of an early reduction

in interest rates.

6. You will be supported by Mr Bottrill at the meeting.

O doolin

P N LEAHY
163
1l May 1981
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Arthur Burns (76) was appointed to a 12 member advisory board to assist
President Reagan and Treasury Secretary Donald Regan on economic matters
in February 1981. He joined Lazard Freres in September 1978 as a senior
adviser on general policy matiers, especially those relating to international
developments. He holds this position in conjunction with two others based
in Washington DC: '"distinguished scholar in residence'" at the American
Enterprise Institute for public policy research, and distinguished
professorial lecturer at Georgetown University's School of Business
Administration. These academic posts reflect Burns' career before his

two terms as FRB Chairman from 1970 to early 1978 where he exerted
considerable influence on US economic policy. His economic research,
mainly in the fields of macro-economic theory and policy, was largely
conducted at the National Bureau of Economic Research, where he served

as Director of Research before becoming President and Chairman. From

1953-56 he was Chairman of Eisenhower's Council of Economic Advisers.
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THE REAGAN PROGRAMME

1. President Reagan's programme for economic recovery aims through
tax cuts, public spending cuts and deregulation to reduce the role of
Government and increase incentives to the private sector. The main
measures proposed are:
(i)  personal tax cuts of 10 per cent in each year 1981 to
1983, starting from July 1981; '

(ii) corporate tax concessions via accelerated depreciation
allowances; and

(iii) extensive public spending cuts of about 2 per cent of
a re-estimated version of Mr Carter's January budget in
FY 1981 (October - September) rising to 6% per cent in
1982 and 9% per cent in 1986.

2. The importance of reducing monetary growth in coming years is

also recognised. As is the significant role of expectations in
shaping economic behaviour. A balanced budget by FY 1984 is crucially
dependent on optimistic projections of GNP and inflation growth based
on the economy's assumed response to supply side measures. A marked
departure from recent trends is anticipated. Average GNP growth of
4% per cent between 1982 and 1986 is assumed. Inflation is expected
to fall from 13% per cent in 1980 to 4.2 per cent in 1986.

Tax proposals

Personal income tax proposals are rather more cautious than once
thought likely and less concentrated on the upper and of the earnings
scale. Nevertheless it is these measures which have attracted
Democrat fire not the expenditure cuts. Marginal tax rates are to be
reduced by 10 per cent a year from July 1981 for the next three years
bringing the present range of rates down from 14 - 70 rer cent to

10 - 50 per cent. Incentives will therefore be raised but the fiscal
impact this year, even if Congress agrees the measures before the end
of the financial year, which seems increasingly unlikely, will be small.
In subsequent year the cuts will only partly offset fiscal drag.

The revenue cost is much the same as the expenditure saving.

Tax and expenditure measures are therefore complementary.’

Expenditure cuts

4. Expenditure cuts in the present fisdal year are mcuh less .than
proposed '



in the election campaign but targets for subsequent years are ambitious.
Cuts are planned for all areas of the budgét except defence spending

which is projected to rise from 23.4 per cent of total spending in 1981

to 37.6 per cent in 1986. Federal spending is planned to fall from

around 23 per cent of GNP in 1980 to 19 per cent by 1986. Reagan gained

a significant victory last week when the House of Representatives
overwhelmingly passed the 'Gram-Latta' budget resolution which incorporates
all his spending cuts and more. Senate has still to vote but is expected
to agree to the resolution. But spending targets may be exceeded when
detailed proposals are examined in Committee stage.

The federal deficit

5. Between 1973 and 1980 the federal deficit was on average Jjust under

2 per cent of GNP. Reagan aims to balance the budget in 1984. A deficit
of $54.9 billion this year is forecast, 1.9 per cent of GNP, much the
same as that bequeathed by Mr Carter. The profile for elimination of the
deficit is:

1980 1981 1982 1983 1984 1985 1986

target balance gb -59.6 =54.9 45,0 =-22.8 0.5 5.8 28.2
% GNP -2.3 -1.9 -=1.4 -0.7 - 0.1 0.6

Monetary policy

6. The administration has only published a summary statement of its
monetary plan in order to avoid the impression of interfering with the
independence of the Fed. But it is aiming to halve the rate of monetary
growth by 1986, The Fed has reduced 1981 monetary targets by % per cent
in each case. The upper limit of M1 - B range is 6 per cent. It is not
easy to reconcile this with expected growth in nominal GNP of 12 per cent
or so. This implies growth in the velocity of circulation of around

6 per cent, compared to an average of around 3 per cent in the last 20 years.
But this increase in velocity was surprisingly achieved in the first
quarter of 1981 - albeit US interest rates have risen in the most recent
period.

Conclusions

7. Tax and spending proposals seen likely to be passed as a package by
Congress although there is still some uncertainty about the tax measures.
Nevertheless the imbalance between fiscal and monetary policy is unlikely

to be alleviated in the near future. Pressure on interest rates is likely -—



to continue given the prospect of large budget deficits this year and
next and the the possibility of strong economic growth.



US MONETARY POLICY

Techniques and problems

New techniques introduced in October 1979 seek to control growth of monetary aggregates
by restricting supply of reserves to the banking system. Not pure monetary base
control. Interest rates arenot completely free but allowed to fluctuate within wide

margins.

2. Techniques applied through open-market operations. Fed buys and sells securities
to provide volume of non-borrowed reserves thought consistent with money targets. If
money supply moves above target banks need to top up reserves. They are encouraged to
use Fed discount window only as a last resort and to look for other sources of funds
first. In this way reserve pressure pushes up money market interest rates (the Fed
funds rate is the trigger) and so affects bank lending and money supply growth. If
money supply fails to come back on course the Fed can squeeze the supply of non-

borrowed reserves further.
3 Two main problems in practice: what targets to choose and how to define them;
and how to react when relationships between bank reserves and money supply appear to

shift.

Ae Choice of target

b, Trade-off between Fed's ability to control a given aggregate and influence of
that aggregate on overall demand. Monetary base easier to control but weak
relationship to overall demand. Broad aggregate such as M2 has more stable

relationship but hard to control. Narrower aggregates fall in between.

5. Problems of definition a further complication. US financial system evolving
rapidly. Growing availability of new instruments and banking facilities blurring
distinction between various forms of money. Fed has opted for flexibility.

Family of targets:

MIA - Currency plus demand deposits

MIB - MIA plus other checkable deposits (eg recently authorised "Negotiable

Order of Withdrawal' accounts which are interest bearing).

M2 -~ MIB plus banks' overnight repurchase agreements, savings and small

time deposits.
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Volcker recently said "No single monetary measure should be emphasised
to the exclusion of others, nor should undue weight be placed on short-term
changes or small deviations from targets, particularly when those

deviations are not consistent from one measure to another."

b. Relationship between bank reserves and money supply

6. Fed nonetheless has problem of distinguishing between self-correcting money supply
fluctuations and more fundamental shifts. It periodically sets short-term (1-2 months)
targets during the year and manages reserves on day-to-day basis. Procedure designed
to avoid unnecessary market disruption (many say it has failed in this): while

responding early to serious money supply slippage.

7 One difficulty has been unpredictable relationship between reserves and money
stock. Different money stock components have different reserve requirements: some
have none at all; many banks have left the Federal Reserve system to avoid requirements.

Uniform requirements are being applied to all deposit taking institutions but this
will take 8 years.

8. Another difficulty has been Fed's limited ability to achieve reserves targets.
Forecasting errors and faulty or erratic management of the discount window have been

blamed. Reforms to increase Fed's control over reserves are being considered.

Recent monetary developments

9. Partly for these reasons, new techniques have had teething problems. But
Volcker attributed last year's volatility of interest rates and money supply mainly
to parallel volatility in the overall economic environment (cf GDP fall in Q2 at

10 per cent, annual rate, rise in Q4 at 5 per cent). This argument now looks weaker

since activity in the last half year has been relatively steady.

10. US interest rates (3 month CD rates) rose from 10 per cent in February 1980 ‘

to 18 per cent in April, fell to 6 per cent in June, rose to 20 per cent in mid-December
fell to 13 per cent in March and are now back up at 18 per cent. Money supply

(MIB) fell in the second quarter of last year and grew rapidly for much of the second

half. For the year as a whole MIA and MIB grew at the upper end of target ranges
(33-6% and 4=63% respectively); M2 slightly exceeded its 6-9% range. MIB and M2

have been growing near the top of their ranges during the first quarter of 1981 but

the picture is distorted because of sharp movements into new interest bearing
'NOW' accounts.



1. Europeans complain about the effects of high and volatile US interest rates on
the German mark and other European currencies. Recent increases in official US rates
may fuel their arguments. They see US monetary policy as adding to their inflation
by weakening their currencies, and to their unemployment by keeping up Buropean

interest rates. But they can hardly complain about US determination in fighting .

inflatione.

Prospects

126 All monetary growth targets for 1981 cut by 3%. Early interest rate decline

might be limited by several factors:
i. Heavy Treasury financing requirements in the second and third quarters;

ii, The apparent willingness of corporations to issue a considerable volume

of bonds following only modest declines in interest rates;

iii. Probable Fed unwillingness (even if economy goes into recession again) to

see repeat of rapid interest rate decline of last spring.

ive. Prospect of double figure inflation persisting through most of 1981.
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US RxCENT ECONOMIC DEVELOPMENTS

GNP growth in Q1 1981 quickened to 6% per cent (saar) after 3.8 per cent
growth in Q4 1980. GNP in 1980 fell by only 0.2 per cent despite the
record 9.9 per cent (ar) fall in GNP in the second quarter. Activity is
now slowing down, but as, yet there are no signs of the economy slipping

into recessione.

2. The underlying rate of consumer price inflation slowed down in March,

primarily because of moderate energy price rises, after an acceleration at
the turn of the year. The year on year rate in March fell to 10.7 per

cent. Little further improvement is likely. Wholesale prices are

increasing rapidily and earnings growth in the year to March was still

over 10} per cent.

3. The unemployment rate has fallen steadily since October 1980. It is

now 7.3 per cent of the civilian labour force compared to 7.6 per cent
then.

b, The current account was in approximate balance in 1980 for the first

time since 1976. The trade account improved substantially because of
better expert performance and a 17 per cent or so reduction in the
volume of o0il imports, which more than offset higher oil prices. The
strength of economic activity and the post-Bali oil price rises have led

to a deterioration in Q1 1981.




AIDE MEMOIRE ON THE UK ECONOMY A 11 May 1981 =

PRESENT SITUATION /
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G. ’ output estimate fell 11 per cent in Q4 1980: the average estimate fell 2 per cent
between the years 1979 and 1980. Industrial output rose 3/4 per cent in February 1981 but in

the three months to February fell 2 per cent. Manufacturing output rose 1 per cent in

February and in the latest three months was 3 per cent lower.

Consumers' expenditure rose just under 2 per cent in Q1 1981 reflecting an increase in the

volume of retail sales. Volume of exports fell 2 per cent in the three months to February

1981 after being broadly flat since mid-1980. Volume of imports fell 2 per cent in the three

months to February 1981 continuing the downward trend though suggesting some slowing

down in the rate of decline. Manufacturing investment in 1980 after allowance for leasing is

estimated to have fallen 6 per cent compared with 1979. Distributive and service industry

investment (excl. shipping) rose 5% per cent on the same comparison. DI investment

intentions survey (conducted in October to December) suggests a fall of 15-20 per cent in

manufacturing investment in 1981, with some recovery in 1982; distributive and service
industries (excluding shipping) investment expected to be broadly unchanged in 1981 and

1982. Manufacturers' and wholesalers' stocks fell substantially in Q4 1980 to bring the total

level of destocking in 1980 to £1.8bn (at 1975 prices). Retail stocks in 1980 fell by about
£1 billion (at 1975 prices).

Unemployment (UK, seasonally adjusted excluding school-leavers) was 2,446,000 (10.1 per

cent) at April count, up 65,000 on March. Vacancies stood at 95,000 in April.

Wholesale input prices (fuel and materials) rose 1} per cent in March to a level 8% per cent

above a year earlier; wholesale output prices ("factory gate") rose 1% per cent and are

103 per cent higher than a year earlier. Year on year RPI increase was 12.6 per cent in

March compared to 12.5 per cent in February. Average earnings rose 1 per cent to stand

16.4 per cent higher than a year earlier. RPDI was little changed in Q4 19‘80 but in 1980 as a
whole was 2 per cent higher than 1979. The savings ratio fell 1 per cent to 16 per cent in Q4
1980 but in 1980 as a whole rose 1 per cent to 15 per cent.

PSBR was £12% bn (seasonally adjusted) in the first three quarters of 1980-81. CGBR was
£13.0bn in the financial year 1980-81. '

Latest banks' eligible liabilities figures suggest sterling M3 rose aﬁout 2.0 per cent in
banking April; the civil servants' strike is estimated to have contributed around

11 percentage points to the rise. MLR reduced from 14 per cent to 12 per cent on 10 March.

Visible trade has been in surplus since mid 1980. Estimated current account surplus of

£0.6bn in February 1981 followed a surplus of £1.0bn in January. Reserves at end- April
$28.1 bn. At the close on 8 May the sterling exchange rate was $2.1155 and the effective

rate was 98.9.
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MR MIDDLETON 12s)s

NORTH SEA OIL AND GAS

In your minute of 11 May you asked the Chancellor for a preliminary
steer on the draft paper on the impact on the UK economy of North
Sea 0il and gas revenues commissioned at MISC 56(81) 1lst meeting

on 16 April.

2. The Chancellor’s main general comment is that he is not sure
that the draft fully meets the MISC 56 remit as it stands. The

minutes record the discussion as follows:-

"It was frequently argued that it was indefenéible for the
United Kingdom to pursue a policy of high price energy in
spite of the benefits of North Sea o0il and gas. Further
consideration should be given to the presentation of the
benefits of the econonmy generally, and to industry, of

North Sea revenues.”

The paper does not directly meet the argument, which was made much
of in the discussions of relative energy pricing in the NEDC., that
North Sea o0il is a natural resource similar to the cheap hydro znd
nuclear power enjoyed by France and that we should use it as they
do to give our industry a competitive advantage and that at the very
least we should ensure there was no competitive disadvantage. He

feels that the main aims of the paper should be to show the fcllowing: -
i; We are already using North Sea revenues to the full - in

that sense its all happened, and there is no vast unaccounted

for benefit still to come.

/ii. It gives us no
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ii. It gives us no scope for protecting industry from high

energy prices.

iii. Nor for under pricing gas and electricity to produce our
own counterpart to cheap French hydro-electric and nuclear

power.

The main aim therefore should be to show why we are, and cannot
afford to stop being, by means of North Sea revenue,a high energy
price country. It would be worth getting in a swipe at our failure
to make.the most of our potentially cheaper coal; this point could

usefully be made in dealing with the natural resource argument.
3. The Chancellor had the following particular points on the draft:-

i. Page 2 first paragraph. Has our standard of living been
protected from all the effects of the sharp rise in il
prices or only some of them? Should this be regarded as

a net plus or minus?

ii. Page 2 second paragraph. Should not the assertion that
the relative size of the non-o0il tradeable goods sector
of the economy has to decline in order to accommodate the

higher share taken by o0il be explained briefly?

iii. Page 3 seagsa’paragraph. The sentence "in principle the
Governmentguse North Sea revenues” gives the wrong flavour,
since it implies that those revenues are still there to use.
While it is true that the revenues represent an additicnal
resource a better way to express it might be to say "in
principle the Government could have decided to use North Sea

revenues in any of the following ways.”

iv. Page 4 first paragraph. The last sentence might be amended

to read "it is also clear that without the 0il revenues it

/would not have been
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would not have been possible to provide support and
financial assistance for industry and employment from
public funds on the scale we have, nor to maintain every
aspect of the unsustainable expansion of public sector pay
and pensions.” Some flavour is needed of recognition

that by using North Sea o0il to pour public funds into

the NCB, theBSC and BL,ias well as into pay and pension
increases we cannot really afford or sustain, we may not
be making the best use of a bad and relatively short-lived
resource. In other words North Sea o0il has cushioned us
from a reality which we would have bumped into long before
now without it - in the shape of balance of payments crises
etc - but is this really a good thing? Only if we can

use the breathing space to sort out our basic industrial

problems.

)

P S JENKINS
12 May 1881
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The Rt. Hon. Sir Geoffrey Howe, Q.C., M.P.,
The Treasury,

Parliament Street,

London,

SW1P 3HE.

Dear Chancellor,

Finance Bill - Clause 34 _ ?"M”MMWW““““”"”““f
Association of Independent Industrial Consultarts :

%

My firm acts for the above Association which represents indépenhdent professional
consultants to industry. Their members provide services to a number of essential
industries such as the defence, avionics, electronics, micro-processor, computer
and petrochemical industries.

The Association and its members are most concerned at the proposals contained in
clause 34. Members of the Association are essentially small businesses which your
administration has pledged itself to support. However, the effect of the clause

as nov drafted would have nothing but disastrous results for members of the
Association and they trust that you will see your way to proposing amendments to the
clause to remove the harmful effects which will otherwise occur.

Members of the Association are a highly mobile and flexible work force capable of
undertaking temporary and specialised assignments anywhere in this country or
throughout the world. They often travel long distances and are frequently required
to stay in hotels and it is only by operating through limited companies that they
can afford such expenses.

As a consequence of setting up their own businesses, members are obliged to acquire
equipment which is essential to enable them to carry on those businesses. The cost
of such equipment is often considerable especially in the field of micro-processors.
Being small businesses, the funds available to members of the Association are
limited and the 30% deduction proposed by the clause would make severe, if not
ruinous, inroads into those funds. The result would be that many new developments
nov being carried out or contemplated would be stifled and free enterprise would
take a turn for the worst.

Many members of the Association have considerable seniority in their particular
professional disciplines. If any of those members are forced by the enactment of
the clause to become employees of the companies who now use their services, they
would not, because of the way British industry is structured, be able to work at
their respective disciplines and command the incomes which they now earn. For

example, a senior engineer in a company can only increase his salary by giving up
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his professional career and accepting a post as a manager. Such a move often
results in a first class engineer becoming a second rate manager thus causing a
double loss to the industry in which he works. If the law is allowed to remain as
it nov stands, such unfortunate losses are less likely to occur.

Another possible result of the proposed change in the tax law would be that many
members of the Association, who frequently travel abroad in the course of their work,
wvould transfer their bases of operation to countries such as Germany, Holland and
the U.S.A. who positively encourage people to go it alone as subcontractors. As a
result, the services of those members would often be denied to industry here and

any tax on their incomes would be paid to those other states.

Apart from their general case that the clause will either sap the initiative of
enterprising people or drive them abroad, there are three related points which the
Association wishes to make and they are as follous.

1. The deductions are expressed at 30% of any relevant payment but the true
rate of deduction is greater because of the effect of V.A.T. As the
clause is drafted, the paying company will deduct 30% under the clause
vhilst the receiving company will pay V.A.T. on that deduction as if it
were money received for services rendered so that the true rate of funds
vithheld will amount to 34.5%.

2. Most members of the Association are registered for V.A.T. purposes. The
clause assumes that corporation tax will amount to 30% (plus 4.5% for
V.A.T.) of the gross incomes of members of the Association. However, in
practice, the true percentage of corporation tax payable is minimal because
profits in small businesses are drawn as wages which are subject to PAYE
and National Insurance contributions which members will still be required
to pay on a monthly basis. In the event, almost the whole of each
deduction will be repayable to members of the Association. Thus members
will, in effect, be required to make an enforced loan to the Inland Revenue
vhich will not be repayable for at least two years and which will cause
severe cash flow problems. What is more, the enforced loan will, if
inflation continues at anything like the present rate, deteriorate
considerably in value and thus impose an additional tax upon members of
the Association.

3. There appear to be no safeguards in the clause to deal with cases where
dishonest deducting companies make off with the money which they deduct.
Such acts of dishonesty would lead to members of the Association paying
their corporation tax several times over.

The Association and its members accept that there may be a number of dishonest
people who are evading payment of taxes which are properly due from them. However,
the Association does not believe that the dishonesty of a few people provides a
reason for imposing massive penalties on their honest and hardworking members who
play an important role in generating wealth in this country. They suggest,
therefore, that the clause should be amended so that it will still be effective to
deal with dishonest persons but, at the same time, allow honest tax payers, such

as members of the Association, to continue operating their businesses without being
penalised. Accordingly, the Association suggest that the clause should be amended
to provide that tax exemption certificates be issued by the Inland Revenue in a
manner similar to those issued to members of the construction industry under

Part IV of Schedule 12 to the Finance (No.2) Act 1975.

The Association trusts that you will propose amendments to the clause to meet the
points made on its behalf but, if not, I am instructed to request that there be a
meeting with your officials at which representatives of the Association would
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provide further information to support their case.

Yours sincerely,

JA- Juthin
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ECONOMIC OUTLOOK

The Financial Secretary has seen Mr Tolkien's and Mr Burns' minutes
to him of 6 May and Mr Allen's of 7 May 1981 about the best line to
take on the prospects for recovery.

it
He has commented that the main need surely is to see to/ that the
code of ministerial speeches and that of ministers' replies to letters
is the same. He finds the gulf between them that has emerged in
recent weeks absurd. It may well be that ministers need to avoid
over playing the upturn theme, but equally he thinks that those
who draft letters for ministerial reply need to avoid underplaying
it to the point (usually, of avoiding it altogether). He has agreed
with Mr Allen a form of words to be included in future letters for

his signature:

"It is encouraging to note the growing signs from {_recent movements
in industrial productiog7, business surveys, labour market trends,
private sector housing stocks, and other sources, that output

may have stopped falling, and that the business outlook is now

more favourable."
This should be kept under review as events unfold.

INJREN

D L WILLETTS
15 May 1981
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CHANCELLOR OF THE EXCHEQUER

¢ Chief Secretary
] Financial Secretary
Vi oy €50 FRae Redhey Minister of State (cg
Minister of State (L
PCC
MEG
Miss M P Brown
Mr Riley
Mr Sedgwick
Mr Mowl
Mr Ridley

POLICY ASSUMPTIONS FOR THE SUMMER FORECAST

The summer forecasting exercise is Jjust beginning and as usual
I am putting forward for your approval the proposed policy
assumptions. These assumptions have been agreed by PCC as a
convenient basis for constructing a forecast which reflects current
pelicye

24 We expect to circulate the completed forecast early in July.
It will be built round a central case, but it is hoped to include in
the report a description of two or three wvariants.

B The forecast is intended primarily to help with the preparation
of background and Cabinet papers for the 23 July discussion of
public expenditure, It will also provide an updated assessment of
the inflation forecast well in advance of the September Cabinet at
which the cash factors will be confirmed (or amended); though for
this meeting a further update in early Septenmber will be possible,
building on the summer forecast.

it The strikes in the Civil Service are affecting the collection of
some statistics - such as trade - and are distorting many other
statistical series, above all the CGBR and money supply. TS
inevitable, even if there were to be a guick return to normal, that
the statistics available to the forecasters by the end of this
forecasting round will continue to be seriously distorted; in
consequence the forecasts will be subject to (even) larger margins

of error than usual, The forecast will assume an end to the strikes
by the end of July.

/Monetary and fiscal policy

CONFIDENT IAL
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Monetary and fiscal policy

B During the current financial year 1981-82 monetary growth will,
it is assumed, be at the centre of the £M3 target range of

6-10 per cent, The level of interest rates necessary to achieve
this target will be forecast, together with the growth of other
monetary aggregates.

6. For subsequent years, it is proposed to assume £M3 growth at

the centre of the MIFS ranpges;  and. to forecast the lewel of interest
rates, both short and long, necessary to achieve this. But it the
resulting levels of interest rates point to the need for fiscal
adjustments as well, the forecasters, on advice from Mr Burns,

will assume changes - in either direction as appropriate - in
personal income tax. This treatment is proposed to avoid having

to make interest rates bear the whole responsibility for achieving
monetary targets; and the fiscal adjustment is made on income tax
partly because that is the usual assumption and partly because in

a forecast designed to help with public expenditure decisions it would
not be helpful to assume changes to the existing plans.,

7. As usual, the exchange rate will be assumed to float freely,
with only short-term intervention by the authorities,

8. On taxation, we assume enactment of the Budget proposals, the
only exception being the assumption that the loss of duty on DERV
is made up by higher rates of excise duty. For 1982-83 and beyond,
we propose to follow the usual approach of full revalorisation of
tax allowances, thresholds and specific indirect tax rates (but
subject to a possible fiscal adjustment as in paragraph 6).

Pay

9. The Government's direct influence over pay settlements is
exercised through its negotiations with its own employees, through
the setting of cash limits (including the RSG) and through setting
EFLs for public corporations. For this pay round we propose to
assume a Civil Service settlement on terms that are close to the
present offer and that are within the constraints of cash limits,
For future pay rounds, settlements in the public services will be

/forecast

CONFIDENTIAL
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allocation of the contingency reserve, against the background of the -
as ever - very difficult forecasting judgement on the likely level
of pay settlements and earnings in the private sector.

Public expenditure

10. The starting point for 1981-82 will be the Cmnd. 8175 figures
(including the contingency reserve, plus subseqguent decisions)
revalued by the 1981-82 cash limit factors and (for 1982-83 and
1983-84) the cash factors agreed by Cabinet as working assumptions
for the survey.

Central government expenditure (subject to cash limits), local
authority capital expenditure, and nationalised industries

11, It will be assumed that for 1981-82 the cash limits and other
control totals such as EFLs hold, except to the extent of allocations
from the contingency reserve, For 1982-83 to 1983-84, the cash
figures - the illustrative working assumptions - will be assumed to
hold, apart from allocations from the contingency reserve and subject
to the effect of changes in inflation (see below). Central
government pay in particular will be enhanced from the contingency
reserve if necessary and the whole of the reserve will be allocated -
in line with current claims - to particular programmes and above

all to nationalised industries. For 1984-85 and 1985-86, the

total of this expenditure will be set equal to the 1983-84 total,
increased by a further 5% a year,

12. Nationalised industries will be assumed to stay within their

EFLs or, where appropriate, the sum of their EFLs and allocations

from the contingency regerve, The latest returns from the industries
show very large additional bids for finance in 1982-83 and beyond.

It was always expected that a substantial allocation of the

cont ingency reserve would ‘be meeded i for “these ‘industries, ibut the
latest bids go beyond this. It is proposed, for the purposes of

the forecast, to assume that these bids can be reduced (mainly
through cuts in investment or increases in prices) so that they

can be contained within the existing contingency reserve: to assume

otherwise, it could be argued, would be to assume a change in policy.

A13, L de . part
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13. As part of the transition to cash planning, the Cabinet
recently established "illustrative working assumptions" for the
cash factors for 1982-83 and beyond, of 7%, 6% and 5%. If by
the autumn of this year there were to be a clear shift - either up
or down - in the prospects for the rate of inflation, then there

is a likelihood that these cash factors will be adjusted. For

the purposes of the forecast some assumption needs to be made about
the extent of the adjustment. If inflation in 1982-83 and beyond
looks like turning out higher than expected in May when the cash
factors were first established then it is proposed to assume that
the cash factor is increased correspondingly (except that the first
%+ or 1% of any excess in 1982-83 would be disregarded). The
alternative approach would be to assume less or no change in the cash
factors as the inflation forecast changes. The most obvious draw-
back here is that it could build into. the forecasi the assumption

of a possibly substantial squeeze on the volume of expenditure, and
present an unduly favourable picture of public expenditure and the
PSBR, i.e. that it would assume the success of what could well be a
diffiewlt policy line; For this reason PCC thought that the forecast
should be presented on the first basis, If inflation were to turn
out higher than allowed for in the cash factors, and the cash factors
succeed in restraining cash expenditure, then the result would be a
reduction in expenditure and in the PSBR, by comparison with the
forecast,

Local authority current expenditure

14, For 1981-82 and subseguent years, forecasting judgements, made
in conjunction with other Treasury divisions and DoE, will involve
assessment of the extent of local authority overspending, the scale
of reaction through the RSG and the pay prospects for local
authority employees. A £} billion grant reduction will be assumed
for 1981-82; it is proposed to assume further RSG cuts for future
years if overspending seems likely to continue. Although it will
be important to identify these overspends, they will not be charged
to the contingency reserve,

Demand-determined expenditure

15, . Of total central government expenditure - leaving out grants to
local authorities - over half is demand-determined and not cash

/limited,
CONFIDENT IAL
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1imited, much of it social asecurily, In all these areas, the
projection of public expenditure will be consistent with the
economic forecast as it emerges. There will be differences from
the White Paper figures, as a result of changes in such factors
as unemployment and interest rates, These differences will be
identified, and included in the forecast totals of public
expenditure but not charged to the contingency reserve.

16, For social security, the forecast will reflect the particular
decisions already announced - such as 9% upratings in November 1981 -
and the general rules for uprating benefits in line with the forecast
increase in prices. It is proposed to assume that national
insurance contribution rates are increased in April 1982 in order

to bring the income and expenditure of the Fund back into balance:
recent estimates suggest that an increase in the joint contribution
rate from 17.95% to about 19% will be needed. It is usual to assume
that the increase in the contribution rate is split equally between
employees and employers.

Conclusion

17. I should be grateful for your early authority to go ahead on
the basis of the policy assumptions specified in this minute.

HeE
H P EVANS
2 June 1981

CONFIDENT IAL
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cc: Mr H P Evans

CHIEF SECRETARY
FINANCIAL SECRETARY
MR RIDLEY

POLICY ASSUMPTIONS FOR THE SUMMER FORECAST

The Chancellor would be grateful for your comments on Mr Evans'

submission of 2 June.

Jw
A.J. WIGGINS
3rd June 1981
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CHANCELLOR cc Chief Secretary
Financial Secretary

Mr H P Evans

POLICY ASSUMPTIONS FOR SUMMER FORECAST

Mr Wiggins' minute of 3 June asked for my comments on Mr Evans'

minute of the previous day. They are:

(1) I feel that it is particularly important that there
should be some variants, as Mr Evans suggests in his paragraph
2. 1 seem to remember the proposal being made for the last
round, but that time or resources prevented any variants

being run or, at the least, reported on. This time it would

be worth having them accorded higher priority.
(2) The variants I would want examined are:

(a) A low/falling oil price case —[}ith the major change }é; }Caﬂa47
beginning around the end of this year?}

(b) A "high wages" case. This would be the formal analysis

of the consequences of something like the following events:

NUM win 15% in Nov 81l; private sector earnings increases
in the '81/82 pay round come out at 11%; NIs at 13%.

(e¢) A progressive failure to control public spending, with
a progressively increasing overshoot of present plans in
'81/82, '82/83 and '83/84. How precisely that arises and is
dealt with could be most important. I am thinking primarily
in terms of volume not cost; and of some attempt being made
to stick to the MTFS, PSBR and money supply figures.

(3) Finally a small point. Is it realistic to make any firm
assumption about the civil service strikes at this stage?

Indeed is it necessary? p/q/(—

ADAM RIDLEY
CONFIDENTIAL 3 June 1981
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You wrote to the Prime Minister on 7 May about the approach
adopted by the Inland Revenue to collection of your company's tax
arrears.

Mrs Thatcher has asked me to assure you that she fully
understands the liquidity problems now facing many businesses.
However, she regrets it would not generally be right to see the
retention of money due to the Exchequer as an acceptable way of
meeting the problem. The commencement of recovery proceedings
will be the usual consequence of consistent delays in the payment
of tax liabilities properly due under the law.

Mrs Thatcher does not think it would be right to comment about
your company's tax arrears whilst legal proceedings are under way.
But she hopes that the developments in the company's business which
you described in your letter will enable the company to meet its tax
arrears without further delay.

D Evers, Esq



10, ™MOWNING STREET,
WHITEHALL S.W.1

With the Private Secretary’s

Compliments
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You wrote to the Prime Minister on 4 April enclosing some
correspondence about the arrangement for collection of Schedule
D tax due from your business.

Mrs. Thatcher is, of course, very much aware of the cash
flow problems which many small businesses are facing at the
present time, and the Inland Revenue have said that where a
business has met with some temporary financial difficulty the
Collector of Taxes would normally be prepared to consider allow-
ing a little latitude over payment of its tax liabilities. At
the same time, however, it remains the Collector's duty to ensure
that as far as possible tax is paid on the due dates, and to that
end taxpayers must be expected to arrange their affairs so that
their tax bills can be met promptly. I am afraid there can be no
question of any general departure from this principle because of
the present economic situation.

You acknowledge in your letter that the Schedule D tax due
from your business is properly payable in two instalments each
year, that is, on 1 January and 1 July. Although the Collector
has evidently been accommodating about your requests to settle
these liabilities by monthly instalment for some time now, I am
sure you will understand that this is not a situation in which he
would be justified in allowing to continue indefinitely, and that
in seeking recently to obtain payment on the two dates the law lays
down, he has been doing no more than his job.

As regards the interest charges which you have been asked to
pay, the Inland Revenue have said that whilst it is open to a
Collector in certain circumstances to make some concession over
payment of tax, he has no such discretion about charging or not
charging interest in particular cases. Under the present rules,
interest runs automatically from the date on which tax first
becomes due until the date on which it is paid. This can mean
that where a Collector allows a taxpayer to spread the payment
of his tax liabilities over a period of time, a charge for interest
then arises, but this charge should be seen simply as providing
a measure of financial recompense to the Exchequer for the time
it is out of the money due to it.

/ Although




Although interest is bound to run whenever tax is paid
late, there is a de minimis 1limit below which the Inland Revenue
do not normally pursue the collection of a charge. For an
assessment made on or after 2 August 1980, this limit is
£30, but for assessments made prior to that date, the figure
is £10. The Inland Revenue have said that your assessment for
1979/80 was made on 18 February 1980, and this means, I am

afraid, that the interest of £28.09 which accrued on the tax
charged must stand.

I am sorry I cannot send a reply which you would find more
welcome, but I hope that what I have said will help you to
understand the position.

W. E. S. RICKETT

Mrs Dianne Hall
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POLICY ASSUMPTIONS FOR THE SUMMER FORECAST
The Financial Secretary has seen Mr Evans' submission to you of 2 June 1981.
He thinks it might be helpful, if it does not involve to much extra

work, to have the forecast done on two alternative assumptions:=

(a) the income tax increase proposed in paragraph 103 ﬂj/%ﬁ&&d

(b) no real change income tax, the burden borne by a0
increase rates instead.
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SHORE PROPOSALS TO BOOST PUBLIC SECTOR INVESTMENT

Mr Shore’s speech to the Chartered Institute of Public Finance

and Accountancy yesterday is reported in today's FT. He is reported to
have set out a list of public sector investment projects and argue
that they would be financed with an (unspecified). increase -in the

PSBR but without any adverse effects on interest rates or inflation.
We have only seen press reports of his speech and have not had

the time or information to carry out a full appraisal, or costing,

of his proposals. A commentary on the specific projects mentioned
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