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ERC BUDGET CONTRIBUTION

That this House takes note of Commission doéument 9093/79V
(a Reference Paper on Budgetary Questicns), together with
supplementary information in documents 9369/79 and 9721
with Addendum 1, and also Commission document COM(79)620v//
Final (on Convergence and Budgetary Questions), and fully
supports the Prime Minister in her determination to secure
from our Community partners an equitable and early
reduction in the unacceptabl% large net contribution by the

S ") _—r
United Kingdom to the Budget of the European Communities,

Ttalicised footnote on the Order Paper:-

Commission document 9250/79, and unnumbered documents on
the Draft of the General Budget of the European Communities
for 1980, and on a Letter of 2Amendment thereto, are also

»

relevant.



ANNEX

"That this House takes note of Commission document 9093%/79 (a
keference Paper on Budgetary Questions), together with supplementary
information in documents 936S/79 and 9721 with Addendum 1,and also
Commission document COM(79)620 Final (on Convergence and Budgetary
Questions), and fully supports the Prime Minister in her /a . fafa tinl
determination to secure from our Community partners an%;é;aaabie

ande gearly reduction in the unacceptablY large net contribution by
the United Kingdom to the Budget of the European Communities"

Italicised footnote on the Order Paper:-

"Commission document 9250/79, and unnumbered documents on the Draft
of the General Budget of the European Communities for 1980, and on
a Letter of Amendment thereto, are also relevant."




cc Chief Secretary
Financial Secretary
Minister of State (C)
Minister of State (L)
Mr Battishill
Mr Ridley
Mr Cardona

CHANCELLOR

PRESENTATTON OF THE BUDGET

1 Dermot Gleeson, acting director of CRD, convened a meeting last
night to discuss Presentation of the Budget. Also present,

Chris Mockler, Anne Bulloch, David Nicholson and myself.

2 It was agreed there was no time to lose if we wanted to launch
a campaign, ahead of the Budget, to create a favourable atmosphere

for the Direct/Indirect tax switch.

3 One of the weekly briefing notes will be devoted to this
subject. ‘
i Any input that Ministers can make in the form of speeches or

part-speeches on the subject will be helpful, 1le as quote material.

(Maybe in the Chancellor's speech in the Debate on the Queen's Speech.)

5 David Body from Central Office has also raised the subject.
6 Maybe the question should be raised at a Ministerial 9.00 am
meeting.

p J%.PPER

17 May 1979



CHANCELLOR OF THE EXCHEQUER

Budget

May I make an outrageous suggestion.

Petrol (and derv) account for half of the revenue from the increase
in specific duties but account for only a quarter of the increase
in the RPI.

Suppose we say we don't propose indexing at all this year. But
because of Iran, energy policy and queues at the pumps not to
mention the fact that if we don't put up the price the oil com-
panies will, we propose putting 9p on petrol (and derv). Increase
in yield almost the same but increase in RPI halved.

e
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10 DOWNING STR BT

From the Private Secretar 16 April 1979

Mr. Peter Jjlenne

ey : nrticles on the Strategic
cle Deterrent

./ C'

The Prime Minister has seen your Secretary

of State's wminute of 11 April. He agrees that
an ap roach to the Times would not be productive,

content witk the. course of action which
iulley pfop es in that minute.

I am copying this letter to Tony
Battishill (H.M. Treasury), George Walden (Foreign
and Commonwealth Office) and Martia Vile (Cabinet

L‘.’-‘
£fice).

3

e &

Roger Facer, Esqg.,
Ministry of Defence..
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MINISTRY CF DEFENC WHi CEHMALL LONDON SWIAZHDS

TELEPHONE ©i-218 8000

")
DIRECT DIALLING O1-218 ... /-111/3

CONFIDENTTIAL

PERSONAL

MO 22/8

PRIME MINISTER /
/
MR PETER HENNESSY: ARTICLES ON THE
STRATEGIC NUCLEAR DETERRENT

You should be aware that Mr Peter Hemnessy has
given my Public Relations Department, with a request for
security clearance, proofs of two articles (of which
I enclose copies) relating to the British strategic
nuclear deterrent and its future. I understand that
Mr Hemnessy is submitting the articles to The Times for
publication on Tuesday, 17th April, if the newspaper re-
appears on that day.

24 With the exception of an undesirably precise
reference to a building in my Department at Bath, these
articles contain mothing that is sensitive on grounds of
national security. Nevertheless, and I refer pdrtlcularly
to pages 3 and 4 of the article entitled '"Deterrent",

they could produce very serious political embarrassment
for the Government. I have considered the possibility

of an approach at a very high level to The Times, with

the aim of dLouhanng them fLom publication. After taking
account of consultations that have taken place between my
officials and Sir John Hunt, I have concluded that, since
national security is not at issue,; such an approach would
not be productive. It could be based only on grounds of
embarrassment to the Government, which would be precisely,.
the object of publishing the articles. 1 am therefore
asking my Public Relations Department to inform

Mr Hennessy that we are not confirming or denying anything
/ in ...

CONFIDENTTAL




CONFIDENTTAL
PERSONAL

in his draft but simply asking him to amend the one
point of defence security significance.

i T aq_sending copies of this minute to the
Chancellor of the Exchequer, the Foreign and Commonwealth

Secretary and Sir John Hunt.

11th April 1979

Approved by the Secretary of State
‘and signed in his absence

CONFIDENTIAL
PERSONAL
PERSONAL
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WHITEHALL BRIEF

Eome News
Subrarines = 1

By Feter Hormessy

Pic of Lieutenant={commsznder Hichael Wriwﬁt with his finzer on th~ Polaris

Migsile Trigger on board the submarine HiS Resolutiord

o

On Fridafiﬁarch 30 two morning meetings took place in Whitehall which
illustrated to perfection the schizophrehlc sititude of the Callaghan adnmini-~
stration towards open government. On the north side of Horse Guards Parads
I'r Charles Moxris, Minister of Staﬁe at the Civil Service Department, l
isunched the Cabinet's Grefj Paper on open government claiming, at a gathering
Of jourﬁalists, that it represented a "signifigant and fundamental step
forward",

'

) g
Lt exactly the same time, on the sothern rim of Horse Guards, a secret )

ar.d nore revealing meeting took place in No 10 Downing Street. Its contents

rd

w:re promulgated not in the columns of the morning papers but'in a docume#ht
classified "Restricted”. It was convened by }Mr Tom YeCaffrey, the Prixe
Vinister's Presgs Secretary, to pass on, to an assenbdbly of'depar%mental chiaf
information officers, Mr Callaghan's strict instruction to curtail any.
pfess priefing or facility that migﬁt lead to stories damaging to the =

Sovernmentts interests during the election campaisgn.

. ' nore
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1 NeCaffrey way be a man of influence but he cannot censor old notebocks, the

=

Yuried treasure of journalism. Two years ago, when the Ministry of Defencs

wat more relaxed about the subject of the huclear deterrent, it permitted a
!/
visit to one of the most sensitive inner sanctums of the defence commnity,

Plock C at the Ships Department in Bath.

Yothing that was said or seen there need upset any Cabinet with a rationel
attitude towards opeﬁ'governmente But the issue of the detexrrent is not one

' a1 ctimdates an onrush of reason in ministerial cércles at the moment

t*unks to the Prime Minister's difficulties with his own party atout a replace=
nent for Polariz,  Those scratchy notes scriblled on a fine dugust day in

and never used
o Totswolds in 1977/havé, all of a sudden, become hot property.

[ ) i\
y e Ot UE ity
™o first thing that strikes the visitor to Block qgis the elaborate secuvity
aontrol at its entrances  The second impression is its supreme shabbinesse
Block C is part of the long tradition of the Scientific Civil Service

bousing its people, partiwularly if they are engaged on important work,
. . ' 2 1= 3 54 Ay @ ®E EY
in conditions of nea; squalore. . Foxhill Hutments, as the whole collection

¥

iv poetically named, is a bit of an eyesore and has been ever since it was

™

hastily thrown up as a temporary hospitai cn a hillside south of Bath in 1938

-y
4%

oGy %o take the anticipated victims of the Bristol blitz. The Admiralty,

.5, 1% *urned out, got fhere first,

mox e
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. . v ' :
Block C, housing the "corps d'elite® , as the inuates of the other huts describ
the deterrent men, actually leaks when it rains, or it did lﬂ 10 7” ‘he
scientists inside it, jolly, herbivorous siart of people, with nezhwng
"mad-bomberish' aﬁEu% fheme say they do@ not mind overmuch, though it is &
‘bit of a nuisance having to move the blueprints around from Wet_zbnes to dry
to prevent them geéting smudged.

no doubt that their
Korale is high, *hey add bvecause they are tnf“*%r$‘”:'Mm%?twwgwork is vital%

If they make a mistake in hull design or maintenance, the boats ave at the

bottom of the ocean with many men lost. Submariners are a tight-knit,

1 cMagted :
interdependent grouvp and this izl fﬁ'%Hn scientists who kesp their vessal
A 7 &y

- lL

moinge

Particvlarly important to Block C are the four; huge, TO00 ton Resolution
Class boats of the 10th Submarine Squadron, based at Faslane, the carriers of

o

the country's 64 Polaris missiles. The fact that there are only_four megns

that the men of Bloc? C have to ensure that none of them is laid up beyond

the normzl refif time or the certainty of at least one 5oat,‘lﬂrking in the
armal layers just south of the Greenland-Iceland=Faroes Gap is lost and

ir2 deterrent goneo Withoul the boffinry in Block € humming away efficeintly :

iz Royal Navy Commander,'witn his finger on the nissile buttgﬁiggneath~the C

Jortr Atlantic, will not be in a position to do the right thlng for England

smen all other hope is gone,.

morae

¢
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Sunmarines - 4

Tennessy

Acked in 1977 what they were doing about a system to succeed Polé&is in the
1§90's, the scientists replied § "We axe not doing any work for the future?
Tt we are thinking about the need for a repiacement and how it Qould LlooK, -
I a few years time we will think about operationsl replacements, whether it

wili be a bigger and better Polaris or a cruise missile or anything at &ll.®

Elock C is confident the country can produce submarines to match anything

el

ot i
At

oniny out of the Soviet or United States yards at least for the rest of the

cartury. They are in no doubt, too, about the threat posed by the Warsaw
Pacie JITndeed, so strong are their pro-deterrent feeclings, according to
Lowaouh A
SO

P g?gia:"géof‘ BlozE C in another part of the defence hierarchyt)&-:f;{%? they Hail will

have to strap -
do -rything to keep it going even if they imgbgvﬂ,aﬁmﬁg/the missile tubes to

the Reyal Yachtd e
mIns
. .
.
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Deterrent = 1

By Petor Hennessy

N Fred Mulley, Secretary of Stale for Defenss, has provoked a private but
outspoken dispute with an sll-party Select Coamittee of the Commons by his
refusal to permit serving officers; eivil servantes and government soientista
o give evidence about the options for s thixd generation British nmuckear

deterrent to replace the Hoyal Navy's Polaris submarine squadron.

Fealings between the Ministry of Defence and the Defense end Rxternal Affairs
Sub=-Coumittée of the Select Committee on Expenditure have becoms progressively
streined over recent months with MP's and their advisers taking the view that
the ministry has been niggardly in the provision of décuments and witnelses
across a range of inquirles. Differences Qﬂgg ed into streongly worded aezchang!
es about the constitutiohal rights of backb@nch commiﬁteﬁﬁ when lir Mulley made
it clear that the only witness form the ministry on the deterrent issue would
YWe hirself,

The argument continued until Parliament was dissolved with Mr Mulley determined
to avoid widening, through public ¢. private debate, the pronounced rift Qg
ophtiion within the Labour Party aboul the desirability of a successor system

to Polards, and the committee inceeasingly Jealous of its righis. A& mesting
was arranged for March 2T between. the commitiee's chairman, Sir Harwood
Harrisbﬁ; Conservétive P for Bye, its Clexk, ¥r Hatthew Goopery gad 3o Mulley
and Sir Frank Cooper, Permanent secretary to the ministry, to air the

committee's accungiated grievances.

P’Stpu’v’\{{é
The wmeeting was prﬂtﬂeg %ﬁ however, because of the confidence debate in the

Commons the next day, MNr Mulley may still reply 4 nm% the committee's ockitioisma
by lstter before polling day. Sir Haxrwood's laet letter to lMr Mulley, draftsd
by Mr Cooperg in blunt terms, ceaused coffence inside the ministry which feelsn

tha committee has exhibited faulis of its cwn in i%s approach to the deterrent

“inquirye

priled ]
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Deterrent = 2

Upnvl,:' ﬁxr

hnerg the officers and officials debarred by Mr Mulley from attending the
committea's private hearings were Sir Neil Cameréne Karéhal of the Royel
Aixr Torce and Chief of the Defence Stalf, Rear Admiral Sir David Scott, Chief
vor tne Polaris Executive, Near Admival Ronald Squires, Flag Officer Submarine

Adniral Sir Henry Leach, Gowﬂﬁnder»anCPzﬁf Fleet and 1 David Cardwell,

D:rector of the Atomic Weapons Research Bstablishment.

T e committes's wish to visit the establishment at Aldermeston was algo fruse

trated by Mr Mulley. The ban extended into the academic world when Mr Peter
Najlox, Professor of History and International Affairs at the Royal Naval
Coll%e @y Greenwich, and a former Chief Administrative Officer to the Polaris
Execntive, was forbidden to accept the comnittec's invitatioggto appsaxw before

it as he remains a civil servant,

Tre commitiee's attitude towards the Ministry of Defence has becoms markedly
’ young
rore robust since last autumn when Mr Cooper, a fwziw®i/military historian

with firm views about the rights of YW's, becane iﬁs‘CIerk.

P4

) wedke o Conasisteat eftort
The Prime Minister and Mr Mulley have tohemdecmeyrr’'iddn recent months to
Conceal N '
asﬂae$%{nct only from the Select Committee but from most of their party
sollezgues as well the degree of thinking that has been going on inside

N¥nitehall on fhe deterrent issue in the past 15 months, The reason for this

-
e
&

iz the Ladour Party's 1974 election manifesto which pledged ®we have rencunced

s intention of §X ’“’;2 woving to a nsw generation of strategic nucleax

w2apons® .
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Drztérrant - 3

Eernessy

Barly in 1978 the Ministry of Defence and the Foreign and Commonwealth Office
sbugbt ministerial approval for the preparation of studies of possible syatems
fd raplace Yolaris in the #1990, 4 The Prime Minister convened = small

ad hoe group of colleaguves which gave permission for work to begine
/

.The ministerial group haz met {rom tiee to time &%maeswi*ch its prime gnd most

urgent concern being the modernisation of Nato theatre nuclear weapons in ths

fzcz,x‘l.__y .1980's when Britian's Vulcan bomber force will hove been withdreme. IS

o ) st ?{G
=150 considered papers’on a third generation giw ‘7 nuelear deterrent as

and when the Civil Service completed them.

i

tOA

0f Yo four ministers belonging to the groupy, the Prime Minister is thought
: / .
tn favour a replacement for Polaris as is Dr David Owen, the Foreign Szoretarye

l.r Denie Healey feels the same way though, as Chancellor of the Exchequer,

o5 some worries about costs. M FY Mulley #s thought to be ssnostic ca the

.&:ssueg Institutionally, as Secretary of State for Defenceg he is is in fevour

e
of sustaining the iﬁerrent into the 21st century, but intellectually he is

agahmtc '
P4

Kr Callesghants desire to wean his pariy from its unequivocal stand of 1574
was reflected in the wording of the 1979 election mﬁf@s%) the deterrent
passags of which reads ¢ -

"In 1974, we renounced any intention of moving towards the produsiism
of a new generation of nuclear weapima er a successor to the Polaris
nuclesr forcei we roilerats fur belief that this 43 the best woeurse
for Britain. 3ul nany great issues effecting ocur alliss and the
world are involved, and a new round of sirategic aims limltetion
negotiations will soon bsgine ¥We think it is essentiel that thevre
nust be a full and informed dsbate about these issues in ths counmtbsy
before any decision is ftaken®™,.

-

L4

moxe
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Deterrent ~ 4

Hennzssy

o d90131ona have been taken and no fQﬁT”l negitistions with the United

Sf t@s begun. But tha mxnisheréal gvoup is theuNLétu be clear in its
1 _ {
4hoileotive mind Lkat a suceogasy syaten fo Polavis would have to be

A\
N P !
suamﬁrlme borneo

g 3\

pyae

3 pains have been teken to conceal this think cing

from tife full Cabinet and its Defence and Overbea (sic) B 5548 Policy
\

. o s ) ; .
Gommitt:e, whlch canﬁains r nisters likely to b

@

rigid about maintaining the

pirit and tha Jeuuerfff of the 1974 m: to commitment, -

o

90 on a new deterrent

td - Lo i s - 3 '3
At official level fifcommittees have been involved .in preparing papera/for the

T

ninisterial meeting. . The first, a poliiioalwmilifary group, chaired by Sir
Anthony Duif; a depvty secretaxry at the Foreign Office includes among

its membership Sir Clive Rose and Mr' Clive Whitmors from the Cabinet 0ffica,
cnd Mr Michael Quinlean and Professor Ronald Mason from the Ministry of
Defence. It hag produced a lengthy study arguinz the pro's and con's of &

Aritish strafegic deterrent in the 1990's and beyond.

A second scientific group, chaired by Professor g%son, Chief fcaentist to the
py {
Yinistxry of Defence, deafted a paper on the technical options. Both ministeri:
' f

and official meetings have proceeded in the knowledwe that the sttty

sizning of the strategic arms limitation agrsement, SALT II, will not

?*s}“\-%

inpeds the purchase of weaponry and experince from the United States

Britidia { testvnotive -

rrobided a newLFyatem rema;ned about the same in #lxdepower as the Polaris

Inuadrone

St:ould a Conservative government inherit the files produced by the commitiees
: ¢ 4
chaired by Sir Anthony Duff and Professor fason, they are certain to authorise

the procurcment of a new generation of stamtegic detervent, The decision,
i,
#ill bve taken at Sﬂbhnet level b; thL end of 1980a &, - FNDS

b i i msiRort ot 2ok RS it 5 ek ok S O RN o - ki st e g e o e S ARk e




CONFIDENTIAL '?ﬂ

HOUSE OF COMMONS
LONDON S.W.1.A. 0.A.A.

CHAIICELLOR OF THE EXCHEQUER cc as appropriate

Qe

You asked for comments on the draft speech for to-morrow attached to Mr
Unwin's minubte of 16th May

r of unnecesgary political travs - at least in House of

n the early sections. I am thinking in particular of

More important, there ig not nearly enouzh emphasis on the appalling
nature of our inheritance. Only 10 out of 42 paragraphs are devoted to
this, and these 10 are too weak. If the speech is delivered as draftxed,
both the House and the press — making the invetitable allowance for
politicdal hyperbole, and in the lizht of expectations already aroused -
will inevitably conclude that the inheritance is not really so bad, after
all. lior is there any reason to fear that, by strengthening this section,
yvou would follow the unhappy precedent of the incoming Iabour Government of
1664 and trigoer off a massive run on the £. Those who draw this parallel
are ignoring the total transformation in the position of sterlinsg since
1964 - thanks largely to lorth Sea oil and the wealiness of ‘the dollar.

Ar(

As for paragrapvh 4 of Mr Unwin's minute, perhaps I may arbitrate between
him and the WMinist

e
D
F_,'

of State. I am sure the MST is right, and that you
should use the 13.2% figure Tor the current rate of inflation, this being
the annualised rate of the past 6 months, excludinz seasonal foods. On
innumerable occasions in the vpast, both impliecitly in the Treasury's
FEconomic Prosress Revort, and explicitly in Written Answers by the previous
Chief Secretary, the Treasury has ingisted that this concept is the best
available indicatar of the current rate of inflation. It may not be perfect
for the reason !r Unwin states, but it is less imperfect than the annual
fizure, which zoes baclk over too lonz a period. It is also worth pointing
out that the fizure for the six months to April is less 'distorted' this
year than it would normally be, since it excludes the 'standard' Budzet

revalorisation of the specific dutiles & the congeguent RPI effect of this.



CONFIDENTIAL

HOUSE OF COMMONS
LONDON S.W.1.A. 0.A.A.

Finally, Mr Unwin is of course right® in saying that UK inflation is not

at the top of the OECD range. It is equ@lly true, however, that - taking th

16))

la
v

st UK fizures into account - UL inflation is nearer the top of the

L
te
OBCD range than it is to the bottom, and is risinge. There is also the

important "inhebtitance" point about the very substantial nationalised

industry price rises in the pipeline, which had been deliberately held

back by the previous Government until,after the elecjioyn

Postscripté

NIGEL TAWSON

In general, the draft could do with a somewhat sharper

political cuttin: edge. At this stage, the simplest wa¥y of achieving this

would probably be to insert one or two telling quotations from your

predecessor, which CRD could readily supply. An apposite quotations (one

of many) is also to be found in Edmund Dell's excellent LSE lecture of
10 May, in which - reflecting on the Labour Cabinet in which he served -

he said:

"The structure of Goverament in this country reinforces

pre

ac

gsure for high public expenditure and the lack of

any constitutional 1imit on borrowing reduces the

pressure on &

Government to face up at once to th&i&ﬁﬁ BAESOIE

tax conseqguences of its profligacy."

-2= L



cc Chief Secretary
Financial Secretary
Minister of State (C)
Minister of State (L)
Mr Ridley
Mr Battishill —"

CHANCELLOR

INDEPENDENT TAXATION OF HUSBAND AND WIFE

Sir William Pile's letter of 15th May 1979

I have only so far been able to glance through the Inland Revenue's
note accompanying Sir William's letter, but it is clear that an early

decision is sought on Green Paper publication.

2. Sir William sees this as one of those changes in the Inland Revenue
system where the switch could be made in any year up to 1983/84 on a
manual basis; but where if that dateline is missed there will then be
a closed season until computerisation is completed in "the late 80s".

3. If the target were to be implementation in financial year 1983/84,
then the timetable would become: '

Green Paper publication October 1979
-Select Committee set up December 1979
Select Committee reporting December 1980

Legislation : 1981

4, Sir William asks four questions in paragraph 2 of his letter of
15th May, to which I suggest you could answer:

a. Please continue work on examining options.

b. We do wish a Green Paper; indeed we are committed to
publishing one. 4



c. The Green Paper should go wider than husband and wife,
covering in particular the widow, the single parent and child

care expenses.

d. We can only discuss the timing of implementation in the
context of a wider discussion on computerisation. But meantime
the consultation must go ahead.

As regards c. above, I note that Sir William Pile hopes for a more
restrictive approach, concentrating on just the taxation of husband
and wife. Aftér all our trouble in Opposition with widows and single

parents I imagine you would prefer a wider reference.

P J CROPPER

2lst‘May 1979



C

2%

cc Chief Secretary
Financial Secretary
Minister of State (C)
Minister of State (L)
Mr Ridley

CHANCELLOR

HEALTH SERVICE CHARGES

A message from Charles Bellairs recommends very strongly that
if it is proposed to raise NHS charges (and he is fully in favour of
doing so) it would be most unwise to do it in the Budget, where the
linkage with tax cuts for the rich would be too easy for the Labour
Party to latch on to. Charles suggests doing it in early September
when people are not, by and large, thinking about illness. One might
add: an early September announcement could be synchronised with big

income tax repayments.

P J CROPPER

21 May 1979



cc Chief Secretary
Financial Secretary
Minister of State (C)
Minister of State (L)
Mr Battishill
Mr Ridley

CHANCELLOR

MR DELL'S LSE LECTURE 10TH MAY 1979

Full of good quotes against his wilder colleagues, Mr Dell's
lecture makes two crucial points:

1. Governments in the UK are too large (ie Cabinets) and they
take on themselves for political reasons responsibilities
that they would be better without.

2. The Treasury is too weak, not too strong. "There are some
key economic decisions which it is right for the
Chancellor of the Exchequer to take in agreement with the
Prime Minister alone, and the level of public expenditure

and of public borrowing are among these."

PJ OPPER

22 May 1979



CHANCELLOR OF THE EXCHEQUER

LUNCH WITH SAM BRITTAN

I had an enjoyable and somewhat discursive lunch with
Sam Brittan, in the course of which a number of issues emerged in
a rather disorganised way. As far as I can see, he has a
generalised anxiety about RPI increases which might disturb
inflationary expectations. But he could not be pinned down in any
way on figures! I think that to some extent this anxiety is no
more than the rationalisation of his view that there is relatively
little case for a reduction in the standard rate of income tax.
In his view what matters is to reduce the other rates and to raise
thresholds. I think his judgment arises from a feeling that all
that is at stake is a cut of a point or two, at considerable expense
in revenue. I emphasised to him on several occasions that we were
not talking about small cuts, but of a programme of large cuts

extending over several years, on a scale which he had probably not
contemplated.

24 He also expressed great interest and anxiety about the
suppression of energy prices. I should not be surprised if he
turned his attention to the case for higher duties and prices in

[V e

the relevant energiesiy; W)

Al

A N RIDLEY

2%rd May 1979



cc Chief Secretary
Financial Secretary

CHANCELLOR OF THE EXCHEQUER

ABOLITION OF THE EARNINGS RULE

You will recently have received two notes on this subject,
one from Mr Kemp, dated May 21st, and another from Sir Anthony
Rawlinson. My own, purely political, advice would be that, whatever
the eccentricity of the reluctance of Patrick Jenkin to ask for a
move towards abolition in this financial year, it is politically a
most desirable thing to do. Why he did not advocate it this year,
having championed it for so long in Opposition, is beyond
comprehension! Furthermore, it is a valuable, if not very large
step towards reducing the disincentives which clutter the tax field
wherever one looks. While it may be odd for the Treasury to
apparently gratuitously volunteer extra expenditure, there is
nothing to suggest that it is wrong, let alone that it would be
unpopular with colleagues.

2 There is, then, the question of cost. While we are operating
with a ceiling on growth of public expenditure, it is obviously the
case that the gross increase in government expenditure attributable
to relieving the earnings rule would require net reductions
elsewhere. Hence i1t is inevitable that offsetting savings would
have to be found elsewhere if this expenditure is not to be allowed
to cut back the Contingency Reserve. However the costings which the
Treasury have, in the past, produced for the net impact of reducing
the earnings rule on overall public finances have never been
persuasive. I think we should be cautious about disowning our own

work in Opposition without having a fairly careful critique done of

the Mockler-Clarke paper. Would you agree to this work being put in

hand? quz

A N RIDLEY
2%rd May 1979



CHANCELLOR OF THE EXCHEQUER cc. Financial Secretary
Mr Ridley

ABOLITION OF THE EARNINGS RULE

has commented:-

"Please - let the Secretary of State for Social Services

be responsible for his political timing!"

RN

’? A C PIRIE
Y 29th May 1979



CONFIDENTIAL

DRAFT

MINISTERS OF STATE (COMMONS AND LORDS)

EXPERT TAX ADVISERS

1. During the five years of Opposition, the Conservative Party
finance team received invaluable assistance from a team of outside
tax experts - principally from Keith Carmichael, John Avery Jones,
Bruce Sutherland, John Chown and Milo Kerr. Others helped from
time to time.

e The view has been expressed that:

. we owe it to that group to involve them in some way.
in the activities of the Party now that it in office, and

. s O more positively, we would be foolish to cut ourselves
off from their advice, even though we do now have the
Civil Service at our disposal. '

D The present Chancellor has already committed himself to
open government in the field of taxation (see the Addington
Society lecture of February 1977). The first motto of any
Chancellor should be, he said, "consult now and draft later”.

4, Sir Geoffrey Howe has ruled out the idea of a Royal
Commission on tax reform because of the time lag involved;
furthermore it is only certain parts of the tax system that are
felt to be in need of major overhaul, eg capital taxation, company
taxation and family taxation. '

B The main consultative device is seen as the Green or White
Paper, or draft Bill - with sometimes a reference to a Select

Committee of the House of Commons. This process provides ample
scope for the government of the day to set out its own approach
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on a major tax problem, to hear the views of the public, the
experts and the parliamentarians, and then to legislate accordingly.
The advice of our Finance Bill team could well be useful at the
stage when a Green Paper is being planned and drafted, as well as
at the consultative stage.

6. The Addington Society lecture raised the possibility of a
regular separation of the present Finance Bill into two parts - a
Finance Bill containing major general tax changes (rates and
thresholds in particular) and a Tax Management Bill dealing with
technicalities, anti-avoidance measures, and administrative rules.
Items proposed for the Tax Management Bill would not, by their
nature, need to be subject to strict rules of Budget secrecy;

hence it would be possible to subject them to careful consideration
not only by the House of Commons but also by experts and interested
parties over a period of time.

Tw The lecture also explored the possibility of a regularly
appointed Select Committee, with special and continuous
responsibility for the tax system. This body might conceivably
include some non-parliamentary members or assessors; our expert
advisers would make good candidates.

8. Thirdly, where ongoing administrative problems are concerned,
involving the tone and style of the Inland Revenue and Customs &
Excise, the practical experience of our Finance Bill team (gained
in their every-day professional work) could be invaluable.

S It is tempting to suggest that our existing team of five
advisers should simply be converted into a formal advisory
committee, to whom Green Paper drafts might be referred in course
of preparation, and who would be integrally involved in the
preparation of Tax Management legislation. However this might
raise constitutional problems; it could be argued that any such
formal body should be representative of various interests. Indeed

2
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it might even end up with its statutory trade unions. This would
be to destroy the instrument that we actually find in our hands

- a compact group of practitioners who have worked together over
a lengthy period, who know each other's minds and who know the
minds of the ministerial team. '

10. The preferable answer is almost certainly to retain an
informal structure for the group. My suggestion would be that, if
ministerial time could be found for a regular commitment, the
advisers should be brought together, say, three times a year

— either at the Treasury or over dinner - to discuss with

Ministers the progress and development of the ideas which were

set going during Opposition. The timing of these meetings might be:

u N Septembér/October, when the new year's policy work is
being launched in the Departments.

ii. February, when legislation is beginning to take formal
shape.

iii. June, when the Finance Bill has just been published.

It could be one of my responsibilities, to organise and minute the
business of these meetings, and I could provide the channel through
which the advisers might be consulted on an ad hoc basis in between
meetings.

11. I am not certain whether the group ought to be recompensed
financially, or whether the members would find their relationship
with Whitehall would bring its own reward in professional kudos.
(Our thanks might find occasional expression at New Year.)
Neither am I sure whether the goup would need an official title

or status. At an earlier stage 1 was arguing for establishment of
a "Conservative Tax Committee" which I might have run as secretary
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from a base in the Research Department. The same title could be
adopted now, but even that might leave us open to pressure from
the Party organisation to include other experts who might not fit
in personal terms.

12. 1In short, best results would probably be achieved by simply
leaving things as they are - a group of enthusiasts who are
invited to come together regularly for a good dinner and who can
be informally consulted from time to time. This would need the
minimum of planning and a start could be made with a dinner
meeting some time before the summer recess.

%

P~J CROPPER
29th May 1979
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MR CROPPER
EXPERT TAX ADVISERS

cc Minister of State (Lords)

I have seen your draft paper of 29 May embodying proposals for
keeping in contact with those who were so helpful to us in tax
matters in Opposition. I have little to add to the draft which
seems to me to cover the ground excellently. I am sure it is
right that we should not cut ourselves off from the advice of
~__these people and that the best results would be achieved by
ensuring that we are available for informal discussions from
time to time. My own feeling is that a suitable time for the
first of these discussions would be after the Budget but before

the Committee Stage of the Finanee Bill.

In addition, some early form of hospitality seems to be indicated -

possibly at No 117

PETER REES
30 May, 1979

£
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MR CROPPER cc Mr Peter Rees:

Expert Tax Advisers

do I agree we should - and ought - to keep in touch.
Zn I agree that a formalized arrangement will lead to difficulties.

ER The proposal for informal but fairly regular meetings seems
to me to be a good one.

<
LAY AAR \\‘JJVLL
\

TORD COCKFIELD
30 May 1979
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BRIEFING ON MR HEALEY'S POINTS ON "WORLD AT ONE"
I attach briefing, for use ;n"the House this afternoon if
the arguments put forward in Mr Healey's interview on
12 November are repeated/in questions after the statement.
Such briefing was commissioned in Mr Hall's minute of,

yesterday.

M T FOLGER
15 November 1979
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Government should make good "a shortfall in demand"

This suggestion demonstrates that, like the Bourbons, the

RHG has learned nothing. Governments worldwide now see that

ra
L2

inflation is the number one enemy and that attempts to
manage demand, whilst they may give politically attractive

results in the short run make it much harﬁer*io bring

s

inflation down. This government certainly has no intention

of pursuing the soft option of an "expansionary" fiscal policy
i

with all that would imply for monetary growth and the long

term health of the economy.

Government should have "some sort of policy for incomes"

unions on the basis of what the firm can afford in its own

circumstances. We want sense and reason in the WQy péOpleyg
bargain on pay and our monetary poliCy‘provides the right
framework for that. We do not intend to embark on the road
of institutionalised "“incomes policy". I am surprised thati
Members opposite would have us go down that road after the

country's disastrous experience with the 5% regime last winfer;

¥
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THE GOVERNMENT’S EXPENDITURE PLANS 1980-81

1. Public expenditure is at the heart of Britain’s present economic
difficulties.

2. For a long time now the performance of the British economy has
been deteriorating. Over the past five years output has grown less than half
as fast as it did over the previous 20 years, and little over a third as fast as
in other industrialised countries. Without the contribution of North Sea oil
there would have been scarcely any growth in output or productivity at all.
Inflation has been at record levels, and has acquired strong momentum.

3. Over the years public spending has been increased on assumptions
about economic growth which have not been achieved. The inevitable result
has been a growing burden of taxes and borrowing.

—Increases in taxes have made inflationary pressures worse and
reduced incentives.

—High Government borrowing has fuelled inflation, complicated the
task of controlling the money supply, raised interest rates and thus
denied the wealth-creating sectors some of the external finance they
need for expansion.

—High inflation has increased the risks and uncertainty faced by both
employer and employee and gravely damaged investment, production
and jobs.

If this continued, our economy would be threatened with endemic inflation
and economic decline.

4. In deciding their spending plans for 1980-81 the Government have
had in mind three central objectives:

—First, to bring down the rate of inflation. To achieve this it is
essential to contain and reduce progressively the growth of the money
supply. This means that Government borrowing must in turn be
firmly controlled. It is 2 main determinant of monetary growth.

—Second, to restore incentives. This means that the Government must
hold down and if possible reduce taxes, particularly on incomes.

—Third, to plan for spending which is not only compatible with the
necessary objectives for taxation and borrowing, but is also based on
a realistic assessment of the prospects for economic growth.

5. The immediate prospects for output are poor both in this country
and in the rest of the world. The growth of world trade is low. The
recent increase in the oil price has made matters worse.

6. The Government’s economic strategy must be to stabilise public
spending for the time being. Unless this is done there can be no possibility
of lower taxes, lower borrowing or lower interest rates.

7. For 1980-81 the previous Government’s plans involved a level of
expenditure which could not be sustained. Even leaving out of account
the likely cost of “catching-up” pay settlements in the public services,
their published plans were £31 billion higher than the spending now planned

1
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for 1979-80("). To pay for this increase would have required sharply
higher taxes or borrowing on a scale which, if possible at all, would mean
higher interest rates or an excessive growth of the money supply and more
inflation. (The increase in the basic rate of income tax required to raise
an additional £31 billion of revenue is about 8p.) Any of these would
damage our growth prospects still further—and, in so doing, the prospects
for higher spending on our public services in future. .

8. To limit severely the resources devoted to our public services for
the time being is not to deny that many of them need improvement. It
is rather to recognise that the only way in which that improvement can be
secured is to earn the money and resources by higher output. But higher
output can only come from lower taxes, lower interest rates and less
Government borrowing, and better use of investment. To plan more public
expenditure before the required output is available to support it would
ensure that, in the event, that growth of output does not take place. Higher
public expenditure cannot any longer be allowed to precede, and thus
prevent, growth in the private sector.

9. Total expenditure now planned for 1980-81 is shown in Table 1.
The Government have provided for growth in some programmes, particularly
defence, law and order, and social security (reflecting among other things
this year’s record pensions uprating). Within the total, reductions have
therefore been made in other services. The plans for later years will be
published in a later White Paper.

10. The figures in Table 1 for 1979-80 include the public expenditure
reductions announced in the Budget. The outturn is still uncertain,
particularly on local authority expenditure which the Government do not
directly control. The present estimate is that the planning total of public
expenditure after shortfall will be about the same as in 1978-79.

11. Figures for the main programmes are set out in Table 2. Brief
comments on the individual programmes follow in paragraphs 16-42.
Where appropriate, the Ministers concerned will be announcing further
details. Capital expenditure on construction, including expenditure by the
nationalised industries, is likely to be rather less than £7 billion in each of
the last three years shown.

Local authorities

12. The broad breakdown of local authority current expenditure between
services, incorporated in Table 2, is consistent with the pattern of individual
programmes discussed in paragraphs 16 to 42, which reflect the Government’s
view of national priorities between and within services in 1980-81. However,
the figures are necessarily tentative since it is for individual local authorities
to decide the eventual distribution in the light of local needs and conditions.
The distribution which has been assumed is set out in Table 3. The
planned levels for capital expenditure in 1980-81 are some 8 per cent lower
than in 1978-79, and 9 per cent less than the outturn at present estimated
for the current year.

13. The outturn of local authority current expenditure in 1979-80 cannot
yet be estimated. The figures for current expenditure in 1979-80 therefore

() At 1979 survey prices.
2

still reflect the levels of expenditure planned at the time of the Rate Support
Grant settlement in November 1978. But local authorities have been asked
to achieve economies which would result in a lower outturn for 1979-80;
for England and Wales the Secretaries of State asked authorities to reduce
their expenditure to 3 per cent below the previously planned level.

Special sales of assets

14. As announced in the Budget speech, the Government is intending to
raise some £1 billion from sale of assets owned by the public sector in the
current year, as a contribution to reducing the public sector borrowing
requirement. Measures for raising this sum are in hand. The target for
the corresponding reduction in the public sector borrowing requirement in
1980-81 is £% billion.

Civil service staff costs

15. The civil service staff costs included in the 1980-81 programme
take account of the revised manpower levels resulting from the adjustment to
the current year’s cash limits and the changes in public expenditure pro-
grammes both in 1979-80 and 1980-81. They do not, however, allow for
additional savings resulting from the review of the size and cost of the
civil service announced by the Minister of State, Civil Service Department,
on 11 June; these will be announced in due course.

The individual programmes
All expenditure figures in the following paragraphs are at constant, 1979
survey prices.

Defence

16. The defence programme figure of £8062 million represents a 3 per
cent increase over estimated outturn for the current year; this estimated
outturn is in line with the cash limit. The figure for 1980-81 reflects the
Government’s determination to give priority to strengthening .the nation’s
defences, within the framework of the NATO Alliance, and at the same time
to achieve maximum value for money within the resources available.

Overseas aid and other overseas services

17. Overseas aid will be at about the same level in 1980-81 as in the
current year. Similarly, the provision for other overseas services is planned
to continue at much the present level (except that the current year includes
contingent provision for UN peace-keeping operations, and once-for-all grants -
of military aid to two Commonwealth countries). In order to tailor activities
to this level of expenditure, 23 overseas posts will be closed or reduced in
size and other FCO services curtailed.

- 18. 'The provision for net contributions to the European Communities and
to the European Investment Bank rises from about £920 million in 1979-80
to about £1000 million in 1980-81, representing the full estimated net cost to
the United Kingdom under present arrangements; it demonstrates the strength
of the Government’s case in pressing our Community partners to accept
without delay a fundamental change in these arrangements.

3



Agriculture, fisheries, food and forestry

19. The provision made for expenditure on EEC-financed market
support policies allows for an increase of £84 million compared with 1979-80.
In the rest of the programme there is a net reduction of £77 million as a
result of sales of land and changes in various services and their uptake,
partly offset by provision for some increase in expenditure on fisheries.
(The forecasts for expenditure for 1979-80, however, on which these com-
parisons are based, include payments due in 1978-79 but delayed by
industrial action; if allowance is made for these the £77 million reduction
becomes £40 million. Similar delays affected some other programmes, but
not to the same extent.)

Industry, energy, trade and employment

20. Expenditure by the Department of Industry in 1980-81 on industrial
support will be slightly below the level now planned for 1979-80. The
policy changes announced by the Government on regional and selective
assistance, and on the National Enterprise Board, affect both of these years
but the full savings will be achieved after 1980-81.

21. Selective assistance by the Department of Energy to certain industries
under Section 8 of the Industry Act 1972 and assistance to the nationalised
industries, mainly coal, will continue to be provided. This programme also
provides for the United Kingdom Atomic Energy Authority’s research and
development work in the nuclear field and for the Department of Energy’s
expenditure on energy conservation, research and development activities.

22. ECGD expenditure is expected to increase by £156 million which
reflects the once-for-all reduction achieved in 1979-80 by the Trustee Savings
Banks taking over some £200 million of outstanding refinance.

23. The abolition of the Price Commission, which is expected to save
£3 million in 1979-80, should produce a full year’s saving of £7 million in
- 1980-81.

24. The provision for 1980-81 for measures operated by the Manpower
Services Commission is held broadly at the reduced level for 1979-80. No
provision is made for the extension of the Small Firms Employment Subsidy,
the Job Release Scheme, or the Temporary Short-Time Working Scheme
which are due to close for applications in March 1980. The statutory
short-time working scheme proposed by the previous Government has been
dropped.

Nationalised industries

25. The public expenditure planning total includes the industries’ borrow-
ing from all sources (line 9 of table 1 as well as Government lending in
table 2). The level planned for 1980-81 represents a reduction of £450 million
on the expected figure for the current year (though a substantial part of the
reduction results from the delay from the current year in payment of
telephone bills as a result of the recent strike of computer operators in the
Post Office). No allowance is made in these figures for the Government’s
plans for special sales of assets, the proceeds of which are included
separately in line 10 of table 1 (see paragraph 14 above).

4

Roads and transport

26. The roads and transport programme will be reduced by some £200
million compared with 1979-80 and the reductions will be spread widely
across the programme. Local transport expenditure accounts for just over
half the programme and it is the Government’s intention that about half the
total reduction should come from this. There will be a reduction in central
government expenditure on the motorway and trunk roads programme
from the level previously planned, but there will be a switch within this
programme to permit increased expenditure on motorway maintenance.
Roughly half of the overall change will result from a reduction in central
government subsidies to transport industries, the bulk of which will reflect
changes in the arrangements for the funding of British Rail and National
Freight Corporation pension schemes. There will also be small reductions
in new bus grants, ports investment and transport research.

Housing

27. Public expenditure on housing is expected to increase between
1978-79 and 1979-80 by about £150 million. It will then fall in 1980-81
by about £300 million to about £5,080 million. Capital expenditure will be
broadly unchanged between 1978-79 and 1979-80 but will fall in 1980-81
by some £280 million. The reduction compared with 1978-79 reflects the
expected decline in local authority new housebuilding which will result from
a change in local authorities’ priorities.

28. Current expenditure, chiefly subsidies to public sector housing, is
expected to show a small decrease in 1980-81, following an increase of
about £150 million in 1979-80 which is partly attributable to a rise in
interest rates since 1978-79. Over a period of years the Government
intend to reduce further the level of housing subsidies, which at present
cost taxpayers and ratepayers £1:5 billion—nearly a third of all public
expenditure on housing. This will be assisted by the new subsidy system
for England and Wales, which will start in 1981-82 and relate subsidies
more directly to need.

Other environmental services

29. The amount included for 1980-81 for this miscellaneous group of
services, mainly provided by local authorities, takes account of savings
arising from the Government’s decision to abolish the Community Land
Scheme. Legislation will be introduced to enable local authorities to reduce
their net expenditure on local environmental services by ‘charging for
planning applications and for the enforcement of building regulations.
Capital investment on water and sewerage services is planned to continue
at broadly the same level as in 1979-80. Expenditure on the Urban
Programme will be at a higher level than is now expected in 1979-80.
Capital expenditure on local environmental services is less than the
prospective outturn for 1979-80. Expenditure on the Thames Barrier will
increase by £28 million with a view to completing the project in 1982.

Law, order and protective services

30. Planned expenditure on this programme will increase to reflect
the Government’s decision to give priority to law and order. Total provision

3



in 1980-81 will thus be £2,542 million, £23 million higher than the provision
for that year planned by the previous Government and £88 million higher

than expected expenditure in 1979-80. This does not however include any.

net expenditure which may arise from the recommendations of the inquiry
into the United Kingdom prison services or from the Royal Commission on
Legal Services. Included in the total is provision for additional central
government expenditure on court services and other legal services, including
legal aid, and on prisons. In England and Walss expenditure on the police
will be increased to allow an increase in strength to 115,500 officers by
March 1981 with increases in supporting staff and services both locally and

centrally. If this estimate for numbers of police officers is exceeded, further

provision ‘will be made from the contingency reserve. The planned
expenditure will also enable local authorities to increase their provision for
the probation and after-care service and magistrates’ courts; and, in' the
fire service, will enable existing standards of fire cover to be maintained.
In Scotland, additions for these services will be made commensurate with
the totals in England and Wales.

Education and science, arts and libraries
Education and science

31. The Government are committed to promoting higher standards of
achievement. The number of pupils in schools will be falling but account
has been taken, both in teaching and in non-teaching expenditure, of the
inescapable diseconomies of smaller scale. The figures in the programme
provide for the employment of some 505,000 teachers in 1980-81 (compared
with about 526,000 in 1978-79), sufficient for the present level of induction
and in-service training to be maintained. It will be necessary to step up
the rate at which surplus school places are taken out of use. It should be
possible to maintain expenditure on the under-fives at about the present
level.

32. The Government expect expenditure savings of some £240 million
to be made on school meals, milk and transport. Parliament will be asked
to give local authorities greater discretion in the nature of and charges for
these services.

33. Some modest expansion of non-advanced further education,
especially -vocational courses, should be possible to meet rising numbers
aged 16 to 18. The resources available for home students in higher
education will be about the same as in 1979-80. New overseas students or
their - sponsors will be expected in future to meet the full cost of their
tuition. .

34. There will be no reduction in the provision for capital expenditure
on school basic need but building programmes for school improvements,
under-fives and further and higher education will be reduced by about
half.

35. Provision for science at just over £300 million will be slightly less
than in 1979-80. -

e

Arts and libraries

36. Direct central government expenditure in support of museums,
libraries and the live arts in 1980-81 should allow a continuation of
activities at a level broadly comparable to what has been possible in the
current year. Planned expenditure includes the contribution of the Office
of ‘Arts and Libraries to the £15-5 million to be provided for the new
National Heritage Fund and for acceptances of works of art in lieu of tax.
Local authority -expenditure on libraries, museums and art galleries will fall
to the extent that local authorities’ provision for these services reflects the
reductions in planned local authority expenditure in general.

Health and personal social services

37. The Government plans to maintain spending. on the National
Health Service in 1980-81 at the level proposed by the last. Administration.
However, the net cost to the taxpayer will be reduced by increased recovery
under the Road Traffic Act 1972 of the cost of treating the victims of road
accidents, by increasing prescription charges to 70p from April 1980, by
revising dental charges so as to maintain their 1979-80 level in real terms,
and by limited changes in the welfare milk scheme. Gross expenditure will
be about 3 per cent above the 1978-79 outturn. Measures which are being
taken to eliminate waste and to simplify administration in the National Health
Service will enable the available resources to be channelled more into direct
patient care.

38. Spending on the local authority personal social services is likely to
be reduced. The Government expect that savings will as far as possible be
made by further increases in efficiency, by reducing or eliminating low priority
provision, by developing policies designed to help people to help themselves
and others, and by promoting collaboration with the voluntary sector. Where
reductions in standards of provision prove necessary, authorities will be relied
upon to implement these in ways which protect the most vulnerable.
Authorities have also been asked to give priority as far as possible to those
services for children which are concerned with the prevention and treatment
of delinquency. Joint finance will continue at the level planned.

Social security

39. Expenditure on social security reflects the numbers who qualify for
and claim the benefits, which are in turn influenced by the course of the
economy and demographic variations. The figures reflect the Government’s °
intention to intensify efforts against fraud and abuse of the social security
system.

Other public services

40. The principal expenditure in this programme is on revenue collection
by Inland Revenue and Customs and Excise, and is mainly related to staff.
In 1979-80 the programme included £26 million for the cost of the
Parliamentary and European elections. For 1980-81 there are small increases
for financial administration and population surveys (preparation for 1981
census).
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PUBLIC EXPENDITURE 1974-75 TO 1980-81
Table 1 £ million at 1979 survey prices

1974-75 1975-76 1976-77 1977-78 1978-79 1979-80 1980-81

Outturn Outturn Outturn Outturn  Provisional Expected Plans
outturn outturn

1. Central government ... 48,139 49,016 47,700 46,080 49,882 51,985 51,857

2. Local authorities 20,662 20,576 19,463 18,373 18,427 18,693 17,850

3. Certain public corporations ... 1,401 1,460 1,328 1,083 1,012 1,098 1,022

4. Expenditure on programmes ... 70,202 71,052 68,490 65,536 69,321 71,776 70,729

5. Contingency reserve ... — — — — — 271(a) 750

6. Debt interest ... 1,298 1,569 2,041 2,375 2,921 3,100 3,200
7. Total public expenditure before shortfall and

special sales of assets 71,500 72,621 70,531 67,911 72,242 75,147 74,679

8. Expenditure on programmes and contingency
reserve (4 + 5)

il ofich .. 70,202 71,052 68,490 65,536 69,321 72,047 71,479
9. Net overseas and market borrowing of

nationalised industries(b) ... ... . 1,388 770 1,567 1,009 446 —500 —150

10. Special sales of assets(c) — — — —697 —_ —1,000 —500
11. Planning total(d) — — — — — 70,547 70,829
12. General allowance for shortfal — — — — — —1750 —1,000
13. Outturn (actual or projected) ... 71,590 71,822 70,057 65,848 69,767 69,797 69,829
Percentage change on previous year ... — +0-3 —2-5 —6-0 +6-0 0-0 0-0

(@) Balance remaining at 31 October 1979 in the contingency reserve for the current year.

(b) Includes short-term borrowing and capital value of leased assets, which were not included in the planning totals in Cmnd. 7439.

(c) See paragraph 14. The precise treatment of the sales in relation to public expenditure and the public sector borrowing requirement depends
on the exact nature of the transactions.

(d) The planning total (line 11) differs from total public expenditure (line 7) by excluding debt interest (line 6) but including all net borrowing by
the nationalised industries (i.e. including line 9 as well as Government lending to nationalised industries in line 1) and special sales of assets (line 10).
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PUBLIC EXPENDITURE BY PROGRAMME:‘ 1974-75 TO 1980-81

Table 2 £ million at 1979 survey figures
1974-75 1975-76 1976-77 1977-78 1978-79 1979-80 1980-81
Outturn Outturn Outturn Outturn Provisional Expected Plans
; outturn outturn

1. Defence ... 7,462 7,830 7.721 7,550 7,509 7,824 8,062

2. Overseas aid and other overseas services: :
Overseas aid... 628 699 671 718 786 790 782
EEC contributions ... —13 16 281 632 774 919 1,000
Other overseas services ... 699 412 393 486 400 426 409
3. Agriculture, fisheries, food and forestry 2,454 2,210 1,394 1,068 896 986 993
4. Industry, energy, trade and employment(a) ... 5,213 4,300 3,886 2,461 3,267 2,753 2,870
5. Government lending to NIs ... 1,187 1,450 351 —238 693 1,700 900
6. Roads and transport ... 3,820 3,913 3,505 3,023 2,980 3,118 2,914
7. Housing ... 7,141 6,293 6,253 5,507 5,226 5,380 5,078
8. Other environmental services ... 3,541 3,703 3,344 3,262 3,330 3,303 3,213
9. Law, order and protective services ... 2,072 2,311 2,352 2,284 2,370 2,454 2,542
10. Education and science, arts and libraries ... 9,584 9,756 9,722 9,362 9,567 9,657 9,246
11. Health and personal social services ... 8,326 8,634 8,713 8,776 9,055 9,109 9,194
12. Social security ... 14,146 15,333 15,774 16,595 18,213 19,058 19,289
13. Other public services ... 949 1,078 1,012 975 973 1,010 997
14. Common services 965 1,060 1,054 1,022 1,048 1,073 1,088
15. Northern Ireland 1,928 2,057 2,064 2,054 2,232 2,215 2,150
Total programmes (see Table 1, line 4) 70,202 71,052 68,490 65,536 69,321 71,776 70,729

(@) Includes purchase of British Petroleum shares in 1974-75 but excludes sales of British Petroleum shares in 1977-78 and 1979-80 (see line 10 of
Table 1).

PUBLIC EXPENDITURE BY LOCAL AUTHORITIES IN GREAT BRITAIN (a)

Table 3 ' £ million at 1979 survey. prices

1978-79 1979-80 1980-81

Provisional Expected Plans

outturn outturn
Current expenditure
Education, libraries and arts ... 7,664 7,754 7,396
Local environmental services ... 1,698 1,697 1,627
Law, order and protective services 1,764 1,817 1,858
Personal social services ... 1,263 1,292 1,204
Transport ... 1,182 1,149 1,110
Housing ... 544 617 647
Other programmes 226 239 238
Total (current) ... 14,340 14,565 14,080
Capital expenditure

Education, libraries and arts ... 418 384 350
Local environmental services ... 641 621 616
Law, order and protective services 68 58 66
Personal social services ... 64 753 72
Transport ... 567 613 549
Housing ... 1,822 1,865 1,623
Other programmes 4 7 9
Total (capital) ... 3,585 3,623 3,285
" Total (capital + current) cee s 17,925 18,188 17,365

(a) The totals differ from those in line 2 of Table 1, which cover the UK and include VAT paid by local authorities.



EXPLANATORY AND TECHNICAL NOTES

Explanatory and technical notes were included as Part 6 in the public
expenditure White Paper published in January 1979 (Cmnd. 7439). The
following notes supplement that description.

The definition of public expenditure in this White Paper

2. In general, the same definitions are used in this White Paper as in
Cmnd. 7439. The two principal changes are:

(a) Family benefits. The change from child tax allowances and family
allowances (including child interim benefit payable during 1976-77) to
child benefit was spread over a period of years. During the tran-
sitional period the total for the social security programme included
only the net Exchequer cost of the change; this treatment was reflected
also in public expenditure totals. The gross cost of child benefit was
shown in the main table for the social security programme together
with tax revenue flowing from reductions in child tax allowances.
Now that the transition to child benefit has been completed by the
general withdrawal of child tax allowances, the social security pro-
gramme and public expenditure totals include the gross cost of child
benefit (up to 1976-77 family allowances including child interim
benefit).

(b) Net overseas and market borrowing of nationalised industries. The
definition has been broadened to include short-term borrowing and
the capital value of leased assets. Net short-term borrowing is defined
to include the industries’ transactions in other public sector debt.
The definition of the industries’ external financing requirement used
in the public expenditure planning total (including borrowing and
grants) is thus now aligned with that used for their cash limits.

Main classification changes since Cmnd. 7439

3. The following are the principal transfers between main programmes
that have been made to reflect new arrangements :

(a) Expenditure on computer requirements supplied to central government
departments by the Central Computer Agency and formerly included
in the common services programme has been distributed to the
appropriate functional programmes, reflecting the change to provision
against repayment by the user department from 1 April 1980. The
other programmes principally affected are defence; industry, energy,
trade and employment; roads and transport; other environmental
services; law, order and protective services; health and personal
social services; and other public services.

(b) Some further expenditure on the urban programme in England and
Wales has been re-allocated from other environmental services to
housing, roads and transport, education, and health and personal
social services.

12

(¢) To improve functional control it has been decided to confine the
programme for Northern Ireland to expenditure within the responsi-
bility of the Secretary of State for Northern Ireland. Thus expenditure
by the Ministry of Agriculture in that area is now classified to
agriculture, fisheries, food and forestry; and expenditure on the court
service to law, order and protective services.

The price basis of this White Paper

4. Money figures in this White Paper are presented at constant prices
(described as 1979 survey prices) to allow comparisons from one year to
another of the quantity (‘ volume ’) of goods and services used, either directly
or indirectly, by the programmes. For most expenditure on goods and
services 1979 survey prices are prices as they were in the autumn of 1978
(for most local authority current expenditure the date is, more precisely,
November 1978). For most transfer payments, 1979 survey prices are
assumed average prices of 1979-80.

5. The average increase from 1978 survey prices (the price basis of
Cmnd. 7439) to 1979 survey prices is 114 per cent. The price basis for
borrowing by nationalised industries has been changed from estimated prices
for the financial year in which the White Paper is published to prices for
the preceding financial year (1978-79 for this White Paper).

Debt interest

6. Total public sector interest payments, corresponding to the estimates
in table 1, line 6, on the * public expenditure ” definition of debt interest,
are as follows :

£ million at 1979 survey prices

1978-79 1979-80 1980-81

9,900 9,900 9,800
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12.

There have been a number of suggestions of

alternative techniques of monetary control. We
have, of course, been looking at these. I have
been pressed to make an early decision. But

consultation is essential; these are highly

technical and complicated matters and could have
wide ranging institutional implications. It

would not be sensible to introduce a new system,
of any sort, before we were sure it would achieve
what it was intended to do. The Bank and the
Treasury will, however, be issuing quite shortly,
a consultation paper discussing schemes of

monetary base control.

/I should emphasise
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13.

I should emphasise that none of the
alternative monetary control techniques that
have been suggested will avoid the need to get
the fundamentals right, in other words to keep
down the level of public sector borrowing and
thus to ensure that interest rates are at the
right level. Indeed, one possible benefit of a
monetary base control is that it would help to
bring about a quicker response of interest rates
to changes in monetary conditions. In this
respect it has a rather different role to play
fhan the SSD scheme, and a monetary base system
should not therefore be seen as a replacement

to that scheme.

/Many people
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of its interest in presenting a general diagnosis of the UK's
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. THE ECONOMY OF THE UNITED KINGDOM - PROBLEMS,
CONSTRAINTS, OPPORTUNITIES

Note by the Central Policy Review Staff

Introduction

1. This paper reviews in brief the main problems, constraints and
opportunities facing the economy of the United Kingdom over the next 4/5
yearé. It concentrates almost exclusively on domestic economic issues;
foreign policy, defence and constitutional matters are raised incidentally,

if at all.

Problems

2, The main problems of the economy are deep-seated and now widely
recognised, We are rich in natural and hurhan resources. Other industrial
countries envy our self-sufficiency in North Sea oil and gas. But our
industrial performance has been so poor for so long that in Western industrial
terms we have now become a low productivity, cheap labour, country -

see Annex A.

= The main problems remain the same as they were pre-1974, only
more so: inflation, industrial performance, unemployment (in that order).
The Government's strategy is to break into the viciom;.s circle by reviving

. personal initiative., Public expenditure and personal taxation are to be
reduced; and strict monetary discipline observed. The aim is to revive
investment, increase productivity and thus substitute improved‘ growth and
cornpetitivenesfs for "stagflation' and relative decline. None of this can
-be instantaneous. During the first yelar or two, while inflation is wrung
out, the disciplines may be painful in terms of grbwth and unemployment.
It may well be the second half of this Parliament before the benefits begin
to accrue, It will be important meanwhile both to stick to the strategy

and to keep the longer term goals in the public eye.

1
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Inflation, Industrial Performance, Unemployment

4, The Government is fortunate in having a national consensus that
the order of priorities is inflation, industrial performance,.unemploy-
ment., There is general agreement that high rates of inflation harr us
as a trading nation, discourage' investment, slow down growth, increase
unemployment. 'I:here is a widespread fear of the social dissatisfaction

and unrest which inflation brings.

Bs There is also growing, if belated, understanding of where Britain

has slid to as a trading nation; and how our living standards depend, long

term, on the productivity of our manufacturing and service sectors.

6. The United Kingdom growth rate has been considerably below that

of our major competitors. Our service industries have generally
performed as well as their counterparts but British manufacturing industry,
both in the private and the public sector, has not. Too often the story is
one of low profits, low productivity, bad management/ labour relations,
outdated machinery; and of products that féil to compete in price, quality,
delivery time, and after-sales service. This is true not only.of'déclining
industries such as steel and shipbuilding, which are facing problems
throughout the Western world. It is true also of industries whose products
are still in demand (cars and the mechanical and electrical engineering
industries generally) and even some of the industries of the future. If

profits are adjusted for inflation, the position looks even worse.

i Unemployment by postwar standards is very high., At present this

is accepted with surprising equanimity., But there are problems ahead if
new jobs do not emerge. Like many other industrial. countries, our
labour supply is expézztéd to increase (by about I million over the next five
years). In partthis is due to the bulge of school leavers and the small
numbers due to retire over the period; in part to the strong trend for more

married women to go cut to work, At the same time, we have the further

¢ 2
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decline of some manu.fé.'cturing sectors (e.g. shipbuilding) and the need
to reduce labour in others (e.g. motor cz;rs, steel, coal, railways).

‘The effect on erpplo&ment of rapid technological cha,nge‘ (in Aparticular

the widespread use of microprocessors) is uncertain: everything depends
on whether new opportunities are grasped., If unemployment were ‘to
increase sharply, the present equable acceptance might break down,
especially in the Inner Cities, with large numbers of young coloureds

unable to find jobs.

I External Constraints

World Trade

8. There are major external constraints which the Government can
do little to -ease. First, the rate of growth of world trade. By the
standards of the late 1960s and early 1970s, the prospects are not
encouraging.v - Over the next five years, world trade may grow rather
faster than in the depths of the recent depression but the situation is
fragile, The outlook has been weakened by the Iranian revolution and
the possibility that other OPEC suppliers may become more cautious

in raising their oil output and exports.

9. The growth in world trade depends largely on the inter\na.l growth
rates of the major industrial countries. There is every sign that output
will remain well bélow productive potential. Oil supplies apart,
expansion in key ecomomies is constrained by fears of increased inflation,
" balance of payments problems, or both. The pace is set by the strong,
surplus countries who are reluctant to raise their growth rates for fear
of inflation, Countries in deficit cannot reflate or they will make the
distribution of Sul‘pl’I;SéS and deficits still more uneven and place théir
own currencies in jeopardy. The centre of the world economy, the
United States, is inhibited through fears beth of inflation and the possible
effects on the dollar. These problems will be for discussion at the Tokyo

Summit, but an early solution is not in sight.

3
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Proteection
10. The L’Initved Kingdom cannot escape by opting for widespread
protection. Other countries do not see us as a 'special case' and would
certainly retaliate, The industrialised world has agreed that ,there is
a place for selective tariffs and quéfas (particularly to smooth the run-
down of declining induétries) and for some use of non-tariff barriers
(as in public sector purchasing). Buta surgé towards protectionism
by the trading world generally or by thé United Kingdom alone, would
not be at all in our interests.. It would mean reduced markets for our
exports, the risk that the inefficient parts of British industry would relax
behind the new tariff wall and the certainty that our standard of living

would drop as the range of imports available was reduced.

Exchange Rate.

11, The United Kingdom is now exposed to the 'Dutch disease' - the

tendency for oil and gas revenues to raise the exchange rate and so, in
the short term at least, to lower competitiveness. The Government's
commitment to a strict monetary and fiscal stance will reinforce the
strength of sterling. If our inflation rate remains higher than that of
our competitors, the exchange rate must eventually weaken - but not
necessarily enough to restore competitiveness. The extra oil revenues
will play a major part in determining market expectations and the

prospects are for world oil prices to rise quite markedly.

12. There are, of course, compensations. A higher exchange rate
v;lould lower inflationary pressures; .and greater over seas confidence in
sterling would make it easier to refinance part of the large volume of
overseas debt which falls due for payment in the next few years. But,
on balance, there is probably a case for trying to réduce the upward

pressure on sterling by leaving more of the oil in the ground (depletion

4
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‘policy); by investing more abroad (exchange control policy); and by
reviewing the case for the the United Kingdom joining the European
Monetary System as a third way of helping prevent sterling drifting

too high.

Balance of Paymehts

13, Paradoxically, while North Sea oil and gas (plus strict monetary
and fiscal policies) are liable to keep sterling high, the balance of pay-
ments remains fundamentally weak and a real constraint on faster growth.
Thi:; is because of our very high (and rising) propensity to import,
especially to import manufactures. Until we have improved the
attractiveness and competitiveness of British goods, reflation flows
disproportionately into imports (creating jobs abroad instead of at home)

- and pushes the balance of payments into deficit.A A serious balance of
payments deficit would reduce the level of sterling and solve, temporariAly,
the 'Dutch disease' problem., But it is impossible to 'fine tune' the extent
to which sterling would weaken and a plunging exchange rate would mean
that the brakes have to be put on hard. Back to the familiar stop/go

cycle which benefits no one - certainly not British industry.

The EEC

14.  The Government's political commitment to the EEC is firm and
more fundamental than any economic assessment. ~However, in financial
contributions, the United Kingdom is a heavy net contributor rather than
a beneficiary. It must be a prime aim to reduce this>net contribution

(by adjusting the CAP and the EEC budgetary system). A Government
~which is known to be fully committed to the European ideal may find it

easier to influence Community rules_iﬁ the United Kingdom's interest.

Opportunities

15, We have listed above the well known problems and constraints which
face the United Kingdom economy. They are formidable, Yet the next

decade remains a period of real opportunity. This is in part because of

5
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North Sea oil and gas (though that brings, ité difficulties) and in part
because the British people have, belatedly, come to reqognise how far
we have slid and what is needed to begin to restore the position, Ten
years ago that was not the case - the view was that full employment
and ever-expanding social services could and should be provided by
increased public expenditure. Thatl has now changed; new opportunities

present themselves and they must be grasped.

Incentives .
| 16. Central to the Government's strategy is a substantial reduction

in personal direct taxation. It is now widely believed that present
income tax rates act as an important disincentive to effort and there
is a lot of (anecdotal) evidence to support that belief. @ Even the

. previous Administratio'n accepted that United Kingdom tax rates,
particularly at the upper and lower ends of the income spectrum,
were too high. There are direct disincentive effects, a distortion
of the systems for rewarding skills and effort (special perks and
benefits in kind), and evidence of an insidious growth in the 'hidden

economy’.

17. The first priority must be at least to index for inflation.
(Statutory indexation at present applies only to the basic tax threshold. )
After that, priorities should be -

(a) 1lift the tax threshold in real terms (to reduce the overlap
with social security benefits, to improve the advantages of

working over not working, and to ease the 'poverty trap’;

(b) recduce the burden of the higher rates of tax;

(c) increase the threshold (or reduce the rates) of investment

income surcharge, particularly for the elderly and retired.

6
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18. (b) and (c) are not expensive, but should be related to some progress
on (a). On (b), the CPRS view is that pulling out the higher rate bands

(so that they apply to real levels of income comparable to those of five
years ago) merits higher priority than reduction of the top rates. But
there is a case on psychologicai grounds for an eafly reduction in the top

rate.

19. Reductions in direct taxation have to be paid for. In the longer term,
this may come from increased growth., But in the next year or two,
assuming restraints on money supply and the PSBR, it will be necessary
both to increase indirect taxation (and nationalised industry prices) and
reduce public expenditure. Counter-inflation policy is a constraint on
raising indirect taxation and nationalised industry prices and large

savings in public expenditure take time to achieve (see paragraphs 22-28
.below). This points to the Government putting before the public a

medium term tax strategy explaining where they aim to get to in two or

. three years.

Industrial Performance

20. The Government's general stance is to create an overall economic
climate which is conducive to greater industrial profitability and higher
investment; and to remove barriers to inaustrial expansion. Its policies
on fiscal incentives, the reduction of inflation, labour relations, employ-
ment protection legislation and unfair trade practices are all designed to

. contribute to these objectives.

(a) Fiscal incentives. The tax burden on manufacturing industry

generally is not a problem at present, given generous investment
reliefs and relief for inflationary pressures through stock relief,
But the position of small firms will continue to require special
attention. It has been improved recently, but there may still be
scope for additional concessions to help small firms and those who

invest in them,

¢ 7
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(b) Industrial Financing. Over the past few years, lack of
‘finance has not Been a constraint on industrial investment, except
perhéps for new small firms based on technological innovation.

But this has been against the background of low growth. Industrial
investment needs to retdfn to comparable international levels, and
to make goo'd the years of low investment. This could put a much
greater strain on the supply of available funds. There is room
for action, both by the Government and the City (including the
Clearing Banks) to encourage investment in industry. There is
also a case for a more active involvement by the investing
institutions in the companies to which the savings of their policy
holders and pensioners are committed. A greater exchange of
views and information between Government and the City institutions

is desirable, given that they have so many objectives in common.

¢) NEDO and the Industrial Strategy. e work of N s sector
(c¢) NEDO and the Ind 1 Strategy. Th k of NEDO'

working parties is recognised by industry (CBI and unions alike)
to have achieved some useful results. The value should grow in
the years ahead., 1Itis proving possible to assess past industrial
performance and Weaknesse_s; to share information on markets,
export and import substitution opportunities; and to provide a
channel of communication to Government on an industry basis with
the joint involvement of employers and unions, It would seem.

right to build on this machinery.

(d) Support for Industry. Ministers should consider specific

cases on their merits, Cost-effectiveness is important and

market disciplines should never be ignored.  But the implications
for employment and the balance of payments of failure to provide
transitional support in some cases could Be very serious (e. g. ship-
building). Similarly, in reviewing general and selective programmes
of investment incentives Ministers will wish to take into account

industry's répeate_d pleé.s for stability of policy.

8
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Public Sector

Nationalised Industries

21, Nationalised industries are, in principle, expected to adopt a
commerxcial approach but, as a group, are a long way from this at
present. Economic pricing should be pursued wherever possible
‘despite short-term effects on the price level, Derogations from
this are damaging to the morale of the industry and store up problems
for the future. There are, in practice, limitations on this policy
_since the-public sector embraces many of the industries which are in
trouble throughout Europe. Change is necessary, but there are real
social constraints on its speed and direction. It is desirable, wherever
practicable, that the costs incurred by such constraints are clearly
identified (e.g. through the negotiation of a separate 'social responsi-
bility' grant as with the railways and airways). Social constraints .
on the speed of adjustment should not be allowed to inhibit adequate
investment or necessary technological change in those parts of the

industry which are running efficiently.

Public Expenditure

22, Present plans, which were based on the assumption of a higher
growth of GDP than now seems likely, provide for total public expenditure
programmes to grow by about 2 per cent a year in volume terms over the

next four years.

23. Substantial expenditure savings will be required to meet the Govern-
ment's commitments on personal taxation and the present year's PSBR.,
(Most forecasts pdt the latter at about £10 bn. for 1979/80.) The extent
of these savinés will depend on the scale of sales of public assets (e.g.

British Petroleumn shares) which is decided upon.

24, Some savings were identified in the Election Manifesto (e.g. the

Community Land Act, local authority direct labour, and an attack on waste).

9
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But these, and otlluer, savings will take time to come through. Capital
expenditure is already largely committed for the current financial year.
Staff cuts will clearly be needed - in local government as well as central,
But in the short run redundancies can involve heavy offsetting costs. On
transfer payments there are potentially large saviﬁgs, but some of these
§vou1d reqguire conténtious legislation (e.g. indexing benefits for prices

alone rather than for the better of prices or earhnings).

25.  To achieve large public expenditure savings, the Government will
need to consider urgently both a rigorous application of cash limits and

pelicy changes on individual programmes.

Cash Limits

26, The present cash limits for 1979/80 allow for retail prices to rise

by only 8% per cent in the year to the fourth quarter of 1979; and for pay

to be in accordance with the guideline of 5 per cent plus £3. 50p. under-
pinning. On reascnable assumptions about inflation and public sector

pay settlements, these arrangements could imply a volume squeeze on
public expenditure of about £500 m. in 1979/80. The Government will

wish to consider whether it can go further than this., Cash limits are a
good way of persuading spending authorities to test the cost-effectiveness

of their prdgrammes, and their use of staff. But they have their
limitations particularly where staff cuts would be unacceptable (e. g. defence
or police) or difficult to achieve without prior structural change (e.g. revenue

_and social security administration).

Specific policy issues

27. The following are among the major policy issues which will need

urgent attention. (The list is not exhaustive. )

(a) Housing investment. There is still scope for switching from house

construction to renovation and improvement,

(b) ‘Economic pricing for nationalised industries. Further moves

towards full economic pricing could substantially increase the revenue of

10
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these industries (particularly gas, electricity and telecommunications)
and so reduce their net borrowinfg. Regard would need to be paid to
economic effects, e.g. on exports, and on subsidy practices in competitor

countries.

(c) Uprating of social security benefits. Long term benefits might be

indexed to prices only in line with the present arrangements for basic
rate personal tax allowances., This could be combined with similar

e

indexation for higher rate thresholds and specific duties.

(d) Housing subsidies. The present system for subsidising housing is

expensive, capricious and wasteful. The gradual elimination of housing
subsidies could release substantial resources for reductions in personal
taxation.,  The balance between the public sector (subsidised rents) and
the private sector (tax relief for mortgages) would need to take account

of the Government's policies for encouraging more home ownership.
28. Three general points:

(a) Expenditure commitments., The Government is committed to

increased expenditure on defence, law and order and the health service.
The need to ensure that resources are used effectively should apply to
these services as to others. Some increases are built into existing plans.
It will be important to consider the extent to which further expenditure is

really required.

- (b) Local authority expenditure. Control in this area raises the issue

of relations between central and local Government. One approach would
be to give local authorities greater discretion on the direction of their

spending, but within tighter overall limits,

(c) Policy review. The machinery for the systematic and radical
review of existing programmes, as opposed to proposals for incremental
change, needs attention. Also the question of what other machinery, or

systems, are required for eliminating. waste.

11
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Employment measures/regional policy

29. Employment measures. The present package is aimed at what was

thought to be a particularly severe but short to medium-term recession.
But cyclical unemployment has been overlaid by a growing 'structural’

element. When vacancies increase this is having relatively little effect
on depressed re gion.s or on the numbers of unskilled adult males who are
unemployed. It tends to benefit already prosperous regions and to draw
new workers into the labour force. A review should identify the most

intractable structural problems and, subject to EEC constraints,' should

channel training and incentives more selectively towards them.

Regional Policy. Over the past decades successive regional

policies have been of doubtful value. The depressed regions of the United
Kingdom are, if anything, becoming relatively less attractive to investors
while their problems intensify as a result of shifts in the industrial structure
of the economy. But the high value placed by industry on continuity in the
structure of incentives, provide strong arguments for leaving regional

policy relatively undisturbed.

Energy

28, Britain is fortunate among OECD countries in being virtually self-
sufficient in energy. We shall for a time be a net exporter. But, despite

this, our interests as a major trading nation coincide much more closely

-with the OECD than with OPEC countries. We have more interest in the

expansion of world trade than in a high price for oil which harms world
trade, Our hope must be that OPEC producers, particularly Saudi Arabia,
will use their power ove'r the price and supply of oil moderately and not
hold back world economic activity or spuf inflation. But this hope may

not be fulfilled,

31, Investment in the energy industries has long lead times, Important

decisions will soon need to be taken which will significantly affect the balance

12
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of our energy supplies in the 1980s and 1990s. The main areas for review

CONFIDENTIAL

are -

(a) North Sea o0il., Decisions need to be reached on the,i'ate at which we

choose to deplete our North Sea o0il and gas resources. National priorities
will not always coincide with the wishes of the oil companies. The Govern-
rﬁent is committed to an early review of the future role of BNOC. It will
also need to take early decisidns on North Sea o0il taxation. | This is
important because it can both increase the scope for cuts in personal direct

taxation, and miaximise the balance of payments advantages from our oil.

(b) Coal industry. A he alfhy coal industry is vital to the long term

security of our energy supplies. But the immediate financial position of

the National Coal Board presents a depressing picture - a forecast loss in
1979/80 of some £300 million despite the benefit of recent oil price increases
and the decision to increase power station coal-burn. A review of the long

term strategy for coal is urgently needed.

(c) Coalburn and coalstocks. Our International Energy Authority
commitment to a 5 per cent reduction in oil use will require the usé of
more coal at power stations. . Ministers will wish to assure themselves
that this will not reduce coal stocks to levels which might leave the Govern-
ment vulnerable to threats of industrial diéruptions (particularly next

winter ).

{d) Nuclear programme. Given the likely supply of coal, oil and gas,

commitment to a nuclear programme is inescapable. But extremely
delicate handling is required if this country is to avoid the opposition to
nuclear power, which has so much embarrassed others. The Government
will have to decide whether to proceed with the Pressurised Water Reactor,
for which designv work has already been authorised; the extent and timing of
our commitment to the Fast Reactor; and the most suitable forum for public

discussion of these sensitive issues,

13
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(e) Nuclear industry. The nuclear industry is disorganised and
demoralised through continuing uncertainty about its future. Its role

and its relationship with the generating boards, and indeed the structure
of the electricity industry as a whole, needs to be resolved as soon as

possible,

{

Pay Bargaining and labour relations

32. Pay bargaining in the private sector is to be left to the companies and
-workers concerned, with the understanding that the Government will not
rescusg compani'es who run into trouble. This policy is to be butiressed

by 'more open and informed discussion of the Government's econornic
objectives'. The 'national assessment' this spring was largely ineffectual.
But it would be possible to build on the general concept, which was welcomed
both by the CBI and the TUC. The aim of such a national forum would be to
i*each a broad consensus about the size of the pay increases which the
country can afford, without endorsing a 'pay norm'. Discussicns could |
perhaps be based, as they arein Germany, on an input of statistics and

forecasts from one or more of the main independent economic institutes,

33. It will be worth trying to build on the TUC's earlier commitment to
the target of aninflation reate of 5 per cent by 1982 (in practice they will
find it difficult to disown it), and to develop the implication of this target
for wage increases, possibly by adopting a three-year rolling approach.
(This would, for example, make it clear that for one year at least

earnings would need to grow more slowly than prices. )

34, In principle much the same considerations apply 1‘30 the public trading
sector. Butinpractice the Government cannot help being more directly
'involved. It will need to apply the additional discipline of cash limits on

the sector's financing requirements. And it will want to prevent nationalised

industries from financing large pay settlements from monopoly price increases,

14
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35, In the rest of the public sector the Government, as paymaster, will
have to take a view about the appropriate level of wage settlemerits., The
following points are relevant to the approach to public sector pay in the

medium term -

(2) It is not practicable for public and private sector pay to diver ge
for any length of time., All experience suggests that if one sector
is deliberately held back problems are compounded elsewhere.
Large catching-up awards are then taken as a reference point by

other groups.

(b) This points to the continuing need for 'comparability' studies
by some such body as the recently established Standing Commission.
It is‘ important that any such reviews should be conducted on the basis
of genuine job-for-job comparisons with full account being taken of
conditions of service other than pay and the demand and supply
position for those skills in the labour market. Above, all, the
reviewing body must not be allowed to identify itself with the cause

of particular 'client' groups. This may be better achieved through
a single review body with some continuity, than through a series of

ad hoc reviews,

(c) There is some merit in seeking to synchronise public sector
settlements towards the end of the pay round, when the 'going rate’

for the private sector is established.

- 36, While this offers an approach to public sector pay in the medium
term, the short-term problems are acute, largely because the large
catching-up awards which are likely to come out of the present round of

comparability studies will overstrain existing cash limits.

Summary of some main points

317. (a) There is a general consensus that the main problems facing
the United Kingdom over the next 4/5 years are inflation, industrial

performance, and unemployment, in that order.

15
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(b) We must expect a relatively slow growth in world trade.
Upward pressure on sterling could worsen our industrial competitive-

ness, though it also has compensations.

(c) .The problem in the short term is to reconcile objectives on
restoration ‘of incentives through tax cuts, and reductions in the

PSBR. A medium-term tax strategy is required.

(d) In the private sector of industry greater profitability is essential.
Government should aim to foster a climate favourable to technological
change, support this through fiscal incentives, and remove obstacles
to adequate financing, particularly for sr_naller, innovative firms.

There is scope for building on the existing NEDO tripartite machinery,

(¢) In the public sector, economic pricing should be pursued, and
'social' costs separately identified, There is a limited role, albeit

in a recast form, for a body like the National Enterprise Board.

(f) Public expenditure cuts on the scale required will require uvrgent
consideration of how much can be achieved through cash limits, and
how much will need to come from policy changes in individual

programmes.

(g) In energy, important decisions are needed on North Sea oil
(depletion, taxation and BNOC), the coal industry (particularly its

uneconomic parts), the nuclear programme and industry.

(h) Pay bargaining and labour relations is a critical area. A
national 'forum’ could help to encourage consensus and responsible
bargaining in the private sector and public trading sector., For the
non-trading public sector, 'comparability' in some form still seems

the best approach,

16
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Conclusion
38, It will take time to win the battle against inflation, to reduce

public expenditui‘e, to lower direct téxatiorx, to stimulate inve stment
and improve competitiveness. During that time, all Government‘
decisions should be related to the central strategy and the Government
will need to watch carefully that it does not drift off course. It will
need to keep the ultimate goal firmly in front of itself and the public

and ensure that progress towards that goal is continuously monitored.

4 May 1979
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SOME ECONOMIC INDICATORS FOR SEVEN MAJOR OECD COUNTRIES

)

‘Real GDP in 1977

Productivity Growth

Consumer Prices

Unemployment -

(1953 = 100) (average annual % (average annual?| (% of labour
increase) (a) increase) force) (b)
1964-73 1974-78 19e4-73 | 1974-78| 1970 | 1978
UK 184 3.2 0.8 5.8 16.1 | 2.6 |5.8
Canada : 204 2.4 | 0.6 ' 8.8 5.7 8.4
France ‘ 314 4.5 3.0 4.8 10.0 1.7. | 6.2,
Germany 214 4.7 3.2 5.8 4,2 Ba'? a.n ‘
o . ~{c) ~(c)!
Ttaly 201 5.4 1.1 4k ] 16.0 3.2 7.2\¢/ |
Japan. 1Y 8.9 | 3.4 6.3 . 8.2 1.2 2.8
- USA 212 1.8 0.1 . 4,0 7.3 4,9 6.0

Source:

Notes:

OECD

()
(b)

(e)

Ttalian unemployment rates for 1970 and for 1978 are not

comparable cwing to changes in definition.

Average annual percentége growth rates of GNP/GDP ber empioyee.'

The figures are not comparable between countrles ow1ng to.
'dlfferences in definition.
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cc Chief Secretary
: Financial Secretary

Mr Battishill
Mr Ridley

for information:
Minister of State EC
I

Minister of State

)
)

CHANCELLOR

EXPERT ADVISERS

At your request I prepared a draft on this subject for the _
Ministers of State (C) and (L). They have each agreed my analysis
in principle. Therefore at this stage I am circulating to you,

to the Chief Secretary and the Financial Secretary, copies of my
paper and their comments on it.

2a For consideration, whether you would wish to invite the
advisers for a drink at No 11 one evening before Budget Day.

i

PETER CROPPER
31st May 1979



cc Mr..Ridley

MR. CROPPER

OUTSIDE ENQUIRIES

The Chancellor has seen your minute of 30th May,
and agrees that you should issue an instructiong-on the

lineg of your paragraph 4.

1y

(M. A. HALL)
31st May, 1979



cc Mr Ridley

CHANCELLIOR

OUTSIDE ENQUIRIES

A trivial matter, but one on which it may be wise to lay down the
law at the outset.

£ I have Just been rung by a stockbroker who had been referred
by Central Office press department first to Anne Bulloch (on
holiday) and then to me, with an aggressive enquiry about the
Party's posture and past statements on Exchange Control.

B During Opposition this sort of thing was happening all the
time because press department was not technically up to its job
and simply off-loaded it.

4, Would I be right in issuing a firm instruct%gn that my name
/eﬁﬁﬁirers and that,
where necessary, this sort of enquiry must be intermediated by a

(nor Adam's) are not to be given

member of Central Office press depg tment himself speaking to me
or to our Press Office here and gﬁlaying the answer back.

4

S I see dangers in allowing/stockbrokers to think they can ring
in here with their enquirigﬁ/on Exchange Control policy.

/

/

10

PETgaZ;ROPPER

30th May 1979
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CHANCELLOR ¢ Chief Secretary
Financial Secretary
Minister of State (C)
Minister of State (L)
Sir Douglas Wass
Mr Couzens
Sir Lawrence Airey

A WAGES AND PRICES FREEZE?

You may be interested to learn about some points which were
passed on to me by Rob Shepherd, our political adviser in

the Department of Employment. He was simply reporting on

one or two conversations he had had with industrial and
labour correspondents in the City. According to these
journalists, there is a very widespread feeling in the City
that the Government will be forced back on to a wage or price
freeze before very long. A number of "books" are being kept
and the betting makes November the favourite month, while a
few optimists are holding out for July next year! Apparently
there are no significant members of this, admittedly rather
specialised, community of Jjournalists who think that some

kind of direct action on wages and prices is unlikely.

2. The argumen%?which they are said to base this pessimistic
expectation runs as follows. Prices are rising quickly, the
Budget will make them somewhat worse, and there could well be
further difficulties with commodities such as oil. Looking at
the timing of the next pay round, the announcement of the
results of the early Comparability Commission references will
come at a very unfortunate period, and will stimulate consider-
ably higher private sector wage claims than might otherwise
have been the case. It is felt that employers will pay out

the extra money, and will not wish to fight excessive wage
claims. In addition, the industrial relations reforms which

the new Government is intending to introduce are not rated as



6o

likely to make much difference to the outcome. These points
I should stress, are what the journalists themselves are said

to attach emphasis to.

3. When cross-checked against the attitude at union
conferences, it appears, according to Rob Shepherd, that there

is no great evidence of absurd claims being formulated. Further-
more, a number of unions are in a position of considerable
financial difficulty after the heavy cost of industrial action
in recent months, and this must be an important factor favouring
a stern and effective line by employers in the coming wage round.
I gather that the Department of Employment will be looking more

carefully into some of these questions in due course.

L, Regardless of what one thinks of the views of the journalists,

it is interesting that their attitude is so unanimous and

\A\f{/

ADAM RIDLEY
31 May 1979

apparently deep-seated.
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We had a word the other night about the betting and gaming duties,
which you said could not yield more than about £40 million increase
in the forthcoming budget. This is not a subject in which I have
either Departmental or personal expertise, but as I understand it
there are three main objections to raising very large amounts of
money by this means:

AR

(a) the duty on the pools is already at 40% of stake money
and could not be increased significantly without affecting
business.

(b) Significant increases in the betting duty itself would
drive the business underground, and hence be self-
defeating.

(¢) In any case, decisions have yet to be taken on the various
taxation recommendations of the Royal Commission on
Gambling, and substantial increases in the rates of
the existing duties would preempt those structural
decisions.

I understand the force of (a), and am not competent to judge the
significance of (b). On (c), however, I feel most strongly that

the structure and interests of the betting industry should not be
subordinated to the vastly more important interests of industry at
large and manufacturing industry in particular. I have myself put
forward in the wider interest of the economy substantial proposals .
which run counter to the interests of industry - cuts in direct !
assistance and regional support, increases in VAT and specific duties,
and my proposal for an ACT surcharge. I should feel badly if industry
in general had to bear these heavy burdens merely in order to protect
the betting industry or to avoid the minor embarrassment of pre-empting
decisions on the Royal Commission.

I am copying this letter to the Prime Minister.

G ez
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cc Mr Ridley

- Ta

CHANCELLOR

BACKBENCH FINANCE COMMITTEE

Would it be right for me to write to Bill Clark congratulating
him on his chairmanship and asking if I might attend the Committee
regularly as heretofore? Would this cut across Ian Stewart's
function? I don't think Anne would mind. .

2, If I go regularly I am unob trusive. If I go occasionally
they mey feel they are being snooped.

L] On the other hand, if I went regularly would there be any risk
of evil spirits suggesting that the members of the Finance Committee
were getting improper briefing, even if I in fact sat there with

my mouth shut?

4, Where does the balance lie?

ﬂ\m oo Ll 1 e L %

clole, b5 Mkeas &1Xubm:@~&ﬁ€? i
' PETER CROPPER
\/ﬁﬂ ?}&?’M ' 1 June 1979



cc Mr Ridley (
¢

CHANCELLOR

BACKBENCH FINANCE COMMITTEE

Would it be right for me to write to Bill Clark congratulating
him on his chairmanship and asking if I might attend the Committee
regularly as heretofore? Would this cut across Ian Stewart's
function? I don't think Anne would mind.

2. If T go regularly I am unob trusive. If I go occasionally
they mey feel they are being snooped.

% - On the other hand, if I went regularly would there be any risk
of evil spirits suggesting that the members of the Finance Committee
were getting improper briefing, even if I in fact sat there with

my mouth shut?

4, Where does the balance lie?

i

PETER CROPPER
1 June 1979
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CHANCELLOR OF THE EXCHEQUER cc Chief Secretary

Minister of State - Commons
Minister of State - Lords
Mr Ridley

Mr Cropper

BUDGET SPEECH

I have given you most of my comments on your draft Budget Statement

but there is one point I omitted.

\ I think it would be a very good idea, when covering the public

expenditure cuts, to express these as, inter alia, percentage cuts

e —

/ in current and capital expenditure respectively.. I have not done the

/; sums myself, but I suspect that this will prove to be the first package
i within living.memory that has not taken the soft option of clobbering

capital expenditure. At the very least, this should earn you the

plaudits of the Expenditure Committee which has been harping on this

for years. But the point is of wider importance than this.

I also commend to you Victor Keegan's piece in today's Guardian

on the failings of the RPI as a measure of inflation.

\
N~ fans 10 G 4
Cntined N

o o N

NIGEL LAWSON
4 June 1979

v
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CHANCELLOR @ﬁe

BUDGET BROADCAST

Following on the meeting with Anthony Jay which you asked
Peter Cropper and me to arrange, Jay has come up with an

idea for an approach to the broadcast. It is in essence:

a. an introduction designed to attract and hold
attention, and to create a sense/awareness of your

strategic purpose;

b. a series of metaphors making it clear how your

actions are means to your end;

Gs something far less tediously political than

anything which your predecessor ever undertook.

2 . If you could give us some reactions, however preliminary,
overnight, we could then feed them in to Jay and/or the official

draftsman working to Mr Unwin - and, of course, keep Peter Davies

v 4

ADAM RIDLEY
6 June 1979

posted.



cc Chancellor —

/
MR P G DAVIES v

BUDGET WEEK EOSPITALITY

e s o - e B g B e e — v -~

T am holding myself free for any sort of engagement in Budget

week, so await your instructions for press lunches, etc.

La Meanwhile I will be happy to attend lunch on 13th June
(Economist) and drinks at No 11 that evening. I will also be
at the disposal of the Observer Profile tean

@f
PETER CROPPER
6th June 1979
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cc Chief Secretary
Financial Secretary
Minister of State (C)
Minister of State (L)

CHANCELLOR

COMPANY SCHOLARSHIP SCHEIES

i 1= This problem, which blew up in the middle of last year's
Finance Bill debates as a result of an Inland Revenue Notice. is
still alive.

2 The secretary of BP's scheme rang me to say that one of
his Trustees has Jjust been asked for a return of all payments

made under the scheme since June 14th 1978,

T It is a matter whereon we will need to seek clarification,m///,
and which could arise from our own backbenchers this year.

@«’,L/

PETER CROPPER
6th June 1979
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CHANCELLOR ¢ Chief Secretary
Financial Secretary
Minister of State (C)
Minister of State (L)

Mr Littler

CPRS, JOHN HOSKYNS AND WORK ON COMPARABILITY

At your morning meeting on June 4, you asked me to find out
what role these two bodies will be playing in future work

on comparability etc. Mr Littler and I have discussed the
matter, and he reports that there appears to be no further
work which CPRS expect to be undertaking in this area, now

that their paper on pay has been circulated to Ministers.

A

ADAM RIDLEY
7 June 1979



CHANCELLOR OF THE EXCHEQUER

JOHN HOSKYNS AND THE BUDGET SPEECH

7

~

I have tried to locate JH, but he is away from the office today.
If you would still like his views, I will 'phone him again

tomorrow when he is due to be back.

2. We have already spoken about Budget Presentation, and John

sent me a note of his thoughts afterwards, of which I attach a

copy.

ADAM RIDLEY
7 June 1979
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10 DOWNING STREET

Adam Ridley Esq : 31 May 1979
HMﬁTreasury

-Parliament Street
LONDON SWi1

You asked me to let you have any thoughts on Budget presentation,etc.
There isnht much I can say, because in a sense I feel that policy
measures are themselves messages and they themselves will constitute

a strong statement about values, priorities and political direction.
However, one or two thoughts:

1. It should be stressed that any apparent step increase in the RPI,
following VAT changes, are once-for-all. We have to assume that
many people have great difficulty in understanding that there is
a large element of zero sum transfer between direct and indirect;
and even greater difficulty in recognising that any immediate
increase is not simply an acceleration in the inflation rate.

The greater the extent of any transfer between direct and indirect,
the greater the help we are giving to the lower paid, a large
percentage of whose budget presumably goes on VAT exempt items.
Perhaps I am wrong, but if I am right, it should certainly be
stressed. In a sense, therefore, the higher the VAT rate, the
more it can be presented as a "luxury tax" on the affluent which
now in fact means the great majority of the working population as
\ distinct from the relatively small genuinely low earners, poverty
line etc.

3. I had a long session with Leslie Murphy at NEB yesterday who very
much hopes that he will not be directed to divest himself of
specific holdings but rather given a target figure and it's up
to him how to arrange it. I don't happen to be anti-NEB in
principle. I believe we have to think very hard about the true
implications of ' a low risk, low effort, low confidence economic
culture, before concluding that NEB does not have a role to play.

That brings us back to the fundamental question; not the question
of what sort of destination (healthy social market economy etc,

pluralism and enterprise etc) we are heading for, but how on
earth we bootstrap ourselves from our present boxed-in and

demoralised position to that desirable destination.

More generally, I feel that we have to start thinking, very purpose-

fully, very soon after the Budget, about the economic buffeting we
‘ 3() can expect over the next 12 months - double-digit inflation and
|

rising, pay rises in the pipeline, anomalies and differentials still
unresolved especially in the public sector, likely increases in oil
prices. By the time the true impact of all this is obvious - say
October - it will be too late to intercept the problem and we will

be back to chasing after it. Perhaps we can talk about this when we
have lunch.

G Pﬂa Vomumd  [edudy Tt
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~Incidentally, on the subject of the Council of Economic Advisers, I
was talking through some names of likely academic advisers with

Ralph Harris at IEA yesterday and several potential heavyweights
for the Council were mentioned. Most of them will be well known to

_you, some of them to her. Let me know if you want details.
/

JOHN HOSKYNS
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CHANCELLOR ¢ Chief Secretary
Financial Secretary
Minister of State (C)
Minister of State (L)
Mr Unwin
Mr Davies
Mr Locke
Mr Cropper

YOUR BUDGET BROADCAST

After his recent discussion with Mr Davies, colleagues in
IDT, Mr Jay and Mr Cropper and myself, Mr Jay volunteered
some preliminary ideas for its presentation. You asked me

to discuss them with the Financial Secretary, and we agreed

on the following points:
i. The introduction needs shortening.
ii. One needs to stress

a. cutting public spending and borrowing (p3)
will help reduce inflation;

b. the take-home pay argument

iii. One should end the exposition of policy with income
tax cuts, not have it coming second in the sequence;

iv. One might want to close, not with the thought of a
change of direction, but that we shall be carrying on a
lot further down this path.

2 I am copying the Jay draft and these comments to the Central
Unit so that they can absorb both in the preparation of a first
full draft which they are already undertaking for you. I shall

K

ADAM RIDLEY
7 June 1979

also let Mr Jay know where things stand.
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f ~ THE CHANCELLOR OF THE EXCHEQUER'S
¥ : BUDGET BROADCAST June 12th 1979
First draft introduction - Antony Jay

SIR GEOFFREY

HOWE

June 6th 1979

Someone once said that taking over the
government was like moving into a house

that soméone else had been living in for five
years. You knew roughly the sort of state

it was in, but it was only when you actually
moved in that you realised just what had to
be done. Well, I know what he meant, but

it isn't quite true. And the reason it's

not true ds that yvou can put a house right

pretty quickly. If you've got the time and

the skill and the energy you can start painting
and papering, you can put up shelves and
cupboards, alter the carpets and curtains,

move in your own furniture, and in really

quite a short time you can transform the

whole place. But the country's economy just
isn't like that, New businesses don't grow
o?ernight. Companies don't embark on new

investment programmes at the drop of a tax.

"So it's not like taking over someone else's

house. _ : : . (160 words)
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b What it's much more like is taking over
someone else's garden. With a gérden, you
can't get quick results. You know it's
goiﬁg to be years before it's right. That's
why we stressed before the election that we
weren't going to préduce any instant solutions.
All the same, there are some things you can
get down to straight away. In fact you have
to. You can prune back things that are wildly
overgrown and are taking too much goodness |
from the goil. You can pull up the weads that
are stifling the growth of the plants you want
to encourage. And you can water and nourish
some of the plahta that have been choked gnd
starved., | AR

And those, really, are the three things
I've tried to do in this first budget: soms
urgen£ pruning, some urgent weeding, and a little

bit of watering. (300 words)

To take the pruning first. /The plant that

/ is in danger of taking over the whole garden is
““public expenditure. Even as recently as 1966
, tﬁ(_jﬁk v~

we had nearly five people working in productive

industry for every one on the government payroll.
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Today it is only 2.9 to I; and falling. And

MW“WA public expenditure ig the principal reason
| for our present intclerable rate of inflation.
So I have ...;....; (measures)
*1&
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