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Treasury Chambers, Parliament Stureet. SWIP 3AG
O1-233'30600

9 January 1985

Major General W D Mangham Esg CB
The Brewers' Society

42 Portman Square

LONDON

S1H OBB

Deg Majov Crapat Maciom

~—

We spoke recently about the Chancellor's meeting with the
Brewers' Society. I am writing to confirm that the Chancellor
will be pleased to see Mr Edward Guinness and yourself on
Tuesday 21 January at 11.00 am in the Treasury (please note
that this is a change of venue).

Please do not hesitate to contact me if you think I could be of
assistance.

Mods svaeail :
Delooe. Leske

MRS D C LESTER
Diary Secretary
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PS/Customs and Excise

EXCISE DUTIES ON ALCOHOLIC DRINKS

The Chancellor has seen Mr Jopling's
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The Brewers' Society

42 PORTMAN SQUARE - LONDON WiH OBB

TELEPHONE - 01-486 4831 (16 LINES)
TELEX - 261946

From: Major-General W. D. Mangham

21st October, 1985.

G. W. Monger, Esq.,
H. M Treasury, N

Parliament Street, i ;
London, - SW1P 3AG. &bkijob§éjﬂxjﬁLLJ\ =
' Gt e
(

I enclose séme notes we have prepared on the excise
duty on beer, and related issues, which we hope you will
take into account in your review of the situation prior
to next year's Budget.

The Chairman of the Society and I will be seeking an
interview with the Chancellor of the Exchequer on this
subject early next year, when we would intend to refer
to some of the points made in these notes.

I am sending copies to Mr. Bryce Knox at H. M. Customs
& Excise and Mr. R. J. Packer at MAFF.
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THE BREWERS' SOCIETY

BEER DUTY

Duty and Volume

1. Between May 1979 and March 1985, beer duty increased
by 142%, which is over twice the increase in the RPI CTO%.
This is on top of the general increase in the rate of VAT
from 8% to:. 15%. in.June :19¥9: The duty increase in March 1985
was for the sixth year in succession, a sequence unparalleled

in our history.

9. These tax increases have had most impact on the
least affluent members of the community, who have a greater
propensity than others to drink beer instead of wines or
spirits, and who have been hit hardest by the recession.

3. These increases have also had a demonstrable
effect on the level of beer consumption, which started
to decline within months of the 1980 budget. Although
the rate of decline has now slowed down, the beer market
shows no sign of participating in the general economic

recovery.

4. In contrast, the duties on wines and spirits have
been increased by considerably less than the RPI (as
shown in Annex A). In the case of table wine, this
took place against the background of a rapidly increasing
market, but we appreciate the constraints imposed on
the UK by the E.C.J. decision.

5. The duty on spirits, however, has been increased
by only 51% over the same period as is mentioned in

paragraph 1.1.

6. The purpose of this action is believed to have
been to help Scotch Whisky sales and hence production,
but the trends in the table below suggest that the



2.

'principal effect has been to encourage imported spirits.
This growth in imported spirits clearly implies that
jobs have been exported. Moreover, the relative
cheapening of spirits as against beer must have had
a depressive effect on the consumption of beer.

Consumption of Spirits

(Percentage change on previous year)

Calendar Scotch Imported Total
Year Whisky Spirits Spirits
1980 -4.5 -9.7 -5.6

- 1981 -4.9 -6.0 -5.2
1982 -6.2 -1.7 -5.7
1983 -0.6 +4.5 +2.8
1984 -2.5 +9 .2 +0.6

Effect on the Brewing Industry

7. Over 95% of beer sold in this country is UK produced,
utilising UK produced raw materials and containers. In
comparison 8% of wine (including fortified and made wine)

and 75% of spirits are home produced.

8. The Society has previously observed that the decline
in the beer market from its peak in 1980 - the annual loss
now stands at over 4.5 million barrels (or 11%) - is
equivalent to the total production of one of the national
brewers. Well over a dozen breweries have in fact been

closed, with a loss of some 13,000 jobs.

9. Pubs and clubs such as working mens' clubs - which
employ 400,000 people - are largely beer orientated and
their viability depends to a substantial extent on the
sale of beer, rather than of other drinks and products.
The high price of beer and the decline in its consumption

has been particularly relevant to establishments such as these.
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The decline in beer sales is confined to the kinds of beer
they sell - that is draught beer and beer in returnable
bottles, as against the kinds of packaged beer sold in
supermarkets and similar outlets - and for these former
kinds of beer the decline in the market since 1980 stands
ati 158,

October, 1985.
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AA

The Automobile Association”
Head Office: Fanum House, Basingstoke, Hampshire RG21 2EA

Telephone: Basingstoke (0256) 20123

e}

\ - C

Chairman o / ' Director General
THE RT.HON.LORD ERROLL OF HALE v « O.F. LAMBERT
— i?”‘”'» te. cdimes 12th November 1985
e 1/

Last year I had the great pleasure of a private meeting with
you and we discussed various aspects of motoring taxation. Our
discussions proved most helpful and I hope very much that your
many duties will permit us to meet again this year.

If a meeting can be arranged, I would like, after taking up a
point or two from our previous discussions and correspondence to
have an exchange of view with you on aspects of motoring taxation,
tolls, the Channel Link, the roads programme and fiscal aspects of
unleaded petrol.

As you know, the Association carries out regular and
extensive research amongst our 5.9 million members and indeed it
may be that you would find it helpful to discuss the above matters
with me as Chairman of the AA.

I look forward to hearing that you are agreeable to a meeting
and, if so, perhaps our respective offices could then arrange a
mutually convenient date and time.

\j SN &(1

Wi |
. e
The Rt. Hon. Nigel Lawson, MP.,
Chancellor of the Exchequer, ;j;D

Treasury Chambers,
Parliament Street,
London, SW1P
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®  The Scotch Whisky Association

Limited Liability Reqistered in Scotiand No 35148

TEL: 031-2289 4383 TELEX: 727626

20 ATHOLL CRESCENT - EDINBURGH EH3 8HF
REGISTERED OFFICE

FROM
THE CHAIRMAN

JARM/AS /SWA '“"fjlpth‘DEtgmber-4985v~

P 1 e e
The Rt Hon Nigel Lawson MP R E R oo e O
Chancellor of the Exchequer T (el = e
HM Treasury k o e ——
Parliament Square ; Il tora]
LONDON :: Lo ARSEICAY
SWIP 3AG ,—~ ng o
Dear Chancellor i

When we last met I stressed the need for the Government to/%ggggé/‘gjg
optimism into the Scotch Whisky Industry and this is still an uFgént need,
because without it there will be reluctance to invest in stocks in
anticipation of an upswing in sales.

As we have said before, we do not seek any favourable tax treatment,
simply less unfavourable tax treatment. The Industry continues to bear
heavy costs because of the adverse tax regime under which it has to operate
and further faces increasingly difficult market situations both at home

and abroad.

The enclosed Report puts forward three main points for your
consideration:

1. A statutory maturation allowance to reflect the Tlegal
requirement of maturing scotch whisky for a minimum of three
years. This allowance would reduce but not eliminate the
discrimination in the present corporation tax system against
scotch whisky, in particular the quality brands.

2 A continuation of the move towards equalisation of excise duty
on a per degree of alcohol basis. We appreciate the efforts
that you have already made but unfortunately our home sales
are still 19% below their 1979 level.

3. An increase in the period of duty deferment from four to eight
weeks, which will bring the U K more into line with existing
European Community practice and reduce the financial burden
the industry has had to face, because it was more convenient
for the Government to collect the duty at source instead of
at the time of actual sale to the public.
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THE RT HON NIGEL LAWSON MP 2 10th December 1985

L

I would appreciate an opportunity to discuss the Report with you in the
New Year, and if you are agreeable to this, I shall be in touch with your Private
Office as regards a suitable date. If, in the interim, you feel it would be useful
to have discussions with any of your Treasury colleagues or their officials, this
can easily be arranged.

With kind regards,

Yours sincerely

J A R Macphail

enc
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Treasury Chambers, Parliament Street. SWI1P 3AG
01-233 3000

Major General W D Mangham Esg CB

The Brewers Seoci-ety

42 Portman Sguare

LONDON

W1H OBB |6 December 198
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Thank -you . forfyour letter —of: b-December .

m

I would be delighted to meet with the B
this year I have asked my office to ¢t
details

~—’

A NIGEL LAWSON
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From Major General W D Mangham CB

The Brewers' Society

<42 PORTMAN SQUARE - LONDON WiH OBBE

TELEGRAMS « EREWSCCIETY - LONDCN wW.!
TELEPHONE Ci-4BE 483! (1€ LINES

The Rt Hon Nigel Lawson MP

The Chancellor of the Exchequer

H M Treasury

LONDON SW1P 3AG 5 December 1985

4
[}

The Chairman designate of the Society, Mr Edward Guinness,
would be very pleased if he and I could come and see you,
preferably in the first half of January, to discuss the
position of the industry and the treatment of beer in the
forthcoming Budget.

As usual I have already sent a paper to your officials
outlining the areas of concern within the industry.
T look forward to hearing from you.
Director
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Chairman
The Scotch Whisky Association
20 Atholl Crescent
EDINGBURGH
EH3 8HF I8 December 1985
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Thank you for your letter of 10 December.

I would be more than happy to meet with you again this
y.ear:. I have asked my office to make the necessary

arrangements.

4 7:/] A “QW

\

LAWSON

St WS 1[\%5»'35 AN Q2
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CONFIDENTIAL
\/\’p( DEPARTMENT OF TRANSPORT
$ N , 2 MARSHAM STREET LONDON SW1P 3EB
01-212 3434

The Rt Hon Nigel Lawson MP
Chancellor of the Exchequer
HM Treasury

Treasury Chambers Tk TREACLIAY — Mafil)
Parliament Strecect A o o ol
LONDON SW1P 3AG e cemher 1985 i
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I shall be writing to you as uswel—in—January "to let
you have my proposals for wvehiele excise duty in the: 1986
Budget. However I thought it might be opportune if I géve
you now my preliminary thoughts about how our policy on

the taxation of vehicles might develop in the longer term.
There are two main issues.

—~—

o mbsi

Balance between VED and fuel duty

I have been wondering whether our earlier discussions -
and indeed those of our predecessors - on the future of VED have
been framed in too stark a perspective. We tend I think

“to--1imit ourselves to the options of abolition and retention.
But there are important considerations relating to the balance
between VED and fuel duty; retention of VED does not
necessarily imply retention at its present level.

One of the main difficulties about the present level
is that of evasion. £90m per annum is a sum which we -
and the Public Accounts Committee - cannot easily ignore.

As I promised in my letter of 15 February to Leon Brittan,
my officials have been doing a lot of work on various aspects
of evasion and enforcement, some of them in 1liaison with
the Home Office, some - the longer term aspects - as an
internal review. It is clear that while there is yet scope
for improvement of our enforcement performance, there is,
unhappily, no panacea for evasion.

It is however noteworthy that the problem would be less
if the balance between VED and fuel duty were altered to
increase fuel duty at the expense of VED. The amount of
money lost would be reduced; reinforced, hopefully, by less
of an incentive to evade in the first place. I am of course

BUDGET .
CONFIDENTIAL 1
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mindful of the Home Secretary's point that a very low (eg
merely cost-covering) 1level might not be taken seriously,
and would itself constitute an incentive to evade. But
there must be a level of VED which would minimise evasion
and at the same time reduce the current 1level of loss.
A better balance would also be struck between the desirability
of making tax proportional to use and the need politically
to cushion the very high-mileage essential users.

As it happens such a shift would also offer special
advantages as far as lorries are concerned. I have in mind
the international side of road haulage. Our rates of VED
are the highest in Europe; in some cases they are ten times
those of our fellow member states. VED forms about 5% of
such lorries' operating costs, sc the VED discrepancy means
a compelitive disadvantage of several percentage points.

Our hauliers are finding some difficulty in maintaining
their share of cross-Channel traffic, and the tax disparity
is distinctly unhelpful to them in their struggle. The
Road Haulage Association have left me in no doubt that they
view this as a real disadvantage they would 1like to see
removed. This is of particular importance, of course, if
UK -hauliers are to be" in a.position to get a preoper share
of the business as we achieve 1liberalisation of freight

movement. I have toyed with the idea of a scheme of VED
rebates for time spent out of the country; but this would
be administratively <costly and burdensome, particularly

for Customs and Excise staff, and 1 have therefore not pursued
s e

However the sort of shift in balance which I have in
mind would bring the tax paid by international hauliers
closer to that of their foreign competitors, and promote
fairer competition. At the same time, 'higher DERV' duty
would bring us a greater contribution from foreign lorries
coming here. I do not have a large shift in mind for lorries:
no more than £100m. A reduction in VED of more than this
would make it difficult to match the pattern of lorry groups'’
taxes with their track costs, an objective I have been keen
to promote in previous Budgets, and continue to espouse.

But this would allow us to bring down VED on 38 tonners
to somewhere near the German rate, which would be a sizeable
step in the right direction for our international hauliers.

In making changes of this kind we should need of course
to bear in mind the petrol/DERV pump-price differential,
to which I attach some importance. To minimise undesirable
effects we should need to make sure that increases in the
tax on the two fuels were roughly in step.

Depending upon your reaction to these longer term ideas
I hope to write to you more fully about them in due course.
Needless to say I would not ask you to make substantial

BUDGET
CONFIDENTIAL
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shift from VED to fuel duty in the 1986 Budget; more thought
still needs to go into the idea, and may be we need to consult
colleagues. But I would suggest that we might prepare the
way for change by leaving the rate for the private car at
its present level, and by giving slightly more emphasis
to fuel duty than to VED this year in matching lorries'
taxes with their track costs (perhaps incrcasing fuel duty
by 2p or so in excess of revalorisation in each case, thereby
preserving the existing petrol/derv tax differential).

Level of total motor taxation on lorries

The second issue is the current burden of motor taxation
specifically on lorries. (I have in mind here not the balance
between VED and fuel duty, but the combined impact of both.)
As you know, under transport policy commercial vehicles
are taxed in relation to their track costs. Although the
costs form a floor for tax, not a ceiling, there is certainly
an expectation on the part of the industry that taxation
levels will not rise too far above their share of road costs.
We give, perhaps, a grain of credence to this view, and
at the same time hint at a rationale when we paraphrase
the Armitage report recommendation to the effect that VYif
there is any excess of tax it should be allocated in the
main to the heaviest vehicles since they cause more

environmental problems'.

As you know from our discussions at the time of the
last Budget, I am concerned that the amount by which taxation
on lorries exceeds their track costs should mnot increase
&p..£aAr -as to cast -our policy "into .disrepute. The “xise in
the published amount from £30m to £260m in three years was
worrying, and earlier this year it appeared that it might

continue to increase dramatically. An increasing gap between
the two rather suggests that expenditure is not keeping
up with the costs being imposed on the road system. That

is shown in practice by the backlog of renewal work on
motorways and trunk roads which carry over half of all heavy
lorry. -traffic. I am grateful to you for recognising this
problem and increasing the PES provision to more realistic
levels.

Nevertheless there is a risk that revalorisation of
rates would result in a continued increase in the proportion
by which revenue exceeds costs, because of growth in traffic,
and a reducing share of roads expenditure attributable to
lorries. This worries me. It would be helpful if we could
reach an understanding on how we might approach the problem.

The published estimate of excess of tax over cost this
year amounted to about 20% of expected revenue. Can we
agree, I wonder, that in the absence of overriding factors,
we should aim in subsequent Budgets to hold the projected

BUDGET
CONFIDENTIAL 3
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excess at no more than that (or at the 1985/86 outturn
percentage if that were higher)? Insofar as projected revenue
increase might need to be curtailed I would envisage the
main constraint being on vehicle excise rather than DERV
duty (so as not to negate the shift in balance I discussed
earlier). Bince road ‘track -costs sdre ‘set 'to¥:Yise . faster
Lhan inflation, the constraint should not in the short term
mean total revenue from lorries increasing by 1less than
the rate " of ~inflation, . though in some years ..the 'dncrease
in individual VED rates would need to be held below it.
And for the 1986 Budget, as far as we can see at the moment,
there would be a need to reduce some VED rates. In the
long term, the effect on revenue of constraining lorries'
motoring tax in this way will depend on the extent to which
the road programme keeps pace with the damage lorries do
to the roads.

I should welcome your reactions to these ideas, or discuss
them with you if you if you 1like, so that I may construct
my proposals for the Budget accordingly.

7(%4%

~

Gl

NICHOLAS RIDLEY

BUDGET
CONFIDENTIAL 4f
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Chascllr el

As usual at this time of year my officials are submitting to your
officials in the Inland Reveriue a Memorandum outlining those changes
which we would like made to the taxation system, which would be of
benefit to the industries we sponsor.

As you will no Goubt be aware, farmers have been facing & disastro

year for farm profits, due to a dreadful harvest coming at a tlnb
when high interest rates and changes emanating from Brussels have
put many farmers under pressure. Although the Annual Review has
not yet been completed, it is likely to show that the aggregate
income of farmers has dropped by sub:tantlally more than 30% compared

with 1984. Moreover, farming clearly faces long term adjustments
which are going to require farmer to be ready to seize new
opportunities and Gevelop new enterprises. I have particulary in

mind the need for farmers to be ready to develop non agricultural

enterprises; successful moves in  this direction can have a highly

beneficial effect on rural economies. In freaming any measures
e

which you feel able to take in the budget to help smzll businecss
and to encourage enterprise, 1 very much hope that you will have in
mind the needs and the potential of our farming community.

My Department's Memorandum will give particular emphzasis to the
ieed for reforms to Capital Geins Tax. There is, 1 believe, =&
widespread sense that CGT should not continue to tax money gains
due to inflation: 1long term owners merit greater relief. I should
also like to see tax changes which would allow farmers, forced to
sell part of their land to reduce borrow ving levels, to roll over
their CGT liabilities. 1In addition the Memorandum suggests further
extensions of retirement relief against CGT and some small but
necessary reliefs from Capital Transfer Tax, these measures being
intended in the main to help elderly farmers hand over to +h

younger generation. This is a trend that we need to encourage.
Turning to the withdrawal of here heas bLeszn
wkde concern in the industry of writing




down allowances for plant and machinery anéd buiicings and works.
As for agricultural buildings and works, the Financieal Secretary in
this year's Budget debate offered to consider introducing balancing
adjustments in order to meet some of the very strong criticism that
had been directed at writing down these items at 4% per annum, that
is over a 25 year period. We were grateful for this suggestion,
but I am now convinced by the representations of the farming
organisations that this, if applied to all agricultural buildings
and works, would create more problems than it would solve. 1 would
therefore ask that such a measure should not be introduced but that
further consideration be given to its application to truly short-life
buildings; for those buildings with an expected life of as little
as ten years a writing down period of 25 years is clearly inappropriate.
I know that your officials are in touch with mine and with the NFU
on this and it is to be hoped that a definition for short-life
buildings can be found that would make it easier to include this
relief in legislation.

On the excise duty front, 1 understand that my officials are due to

have a meeting with officials in Customs next month. I will write
to you further in the light of the outcome of that meeting.

v%d/ulcmm, JOPLING
(Approved by the Minister

and signed in his absence)
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Treasury Chambers, Parliament Street, SW1P 3AG
01-233 3000

The Rt Hon Nicholas Ridley MP

Secretary of State for Transport

Department of Transport

2 Marsham Street

LONDON SW1P 3EB 24 December 1985

Be Wa

Thank you for yuour Letter of 18 December about vehicle taxation.

It is helpful to have this indication of your thoughts on the future
of this area of taxation; and we shall want to consider the points
you make in our deliberations in the coming weeks. I shall, of course,
keep you in touch with developments on this front.
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In your preparations for the national Budget this March, may I
enter a plea for particular consideration to be given to the
serious difficulties which major UK manufacturers like Austin
Rover face currently due to the continued relative strength of
sterling.

Our present concerns reflect the developments in the economy
since the late 1970's when, following the sharp appreciation of
sterling in 1980/81, the UK became a very profitable market for

overseas car manufacturers - often more profitable than their
own home markets. For companies such as Austin Rover, however,
greatly increased competition from imports produced a fall in
domestie marglns Inevitably, the strong pound also sharply

reduced profits in export markets.

Over the same period, however, Austin Rover brought its
manufacturing costs under tight control by such measures as
capacity reductions, and the introduction of new technology and
improved working practices; the result has been that
productivity in many areas now matches the best in Europe.

On the criteria which most continental European manufacturers
are able to apply. this should have resulted in a satisfactory
level of return from Austin Rover's activities. 1Indeed, by the
end of 1984, following the gradual depreciation of sterling
which took place over the year, the Company had re-established
jts competitiveness, and could 1look forward to profitable
volume growth in the UK and export markets. However, this was
reversed at the beginning of 1985 when interest rates were
raised to check speculation against the pound, while sterling
appreciated further following the March budget.

Austin Rover's problems are not now a result of uncompetitive
efficiency, or even cost levels, but relate to volumes and
margins. y:\ more competitive pound would provide the
fundamental change in the commercial environment that is needed
to overcome these limitations.
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The Rt Hon Nigel Lawson MP

In the motor industry where 1long lead-time investment is
essential to sustained competitiveness, the prospect of an
eventual move to more competitive exchange rates as North Sea
0il revenues decline does not reflect the urgency of the
situation. We also note and understand the Prime Minister's
recent rejection of a reduction in interest rates when sterling
again came under speculative pressure related to world oil
prices. Nevertheless, we urge that calls for lower interest
rates are heeded. A reduction from present 1levels would be
anti-inflationary in terms of industry's cost base and, most
significantly, lower rates <could help achieve a managed
reduction in the sterling exchange rate, especially versus
crucial EMS currencies.

As far as the motor industry is concerned, it 1is not only
Austin Rover that would benefit from such action; the UK motor
components industry has suffered a serious decline in volumes
in recent years and must also invest and expand its volume base
at home and abroad. Further, current parities must be a
disincentive for multi-national car manufacturers to modify
their sourcing policies in favour of UK production.

In addition to this major <concern regarding the sterling
exchange rate, there are a number of more specific areas where
action in the forthcoming Budget could greatly assist our
continued recovery. These are addressed in detail in the
Attachment; the most important to Austin Rover is the prompt
alignment of UK company car tax breakpoints with those adopted
by the EEC draft directive on emissions.

Your sympathetic consideration to the needs of manufacturing
industry for a more competitive pound, and to the points made
in the Attachment would greatly assist Austin Rover to fund the
continued investment in new technology and models that is
necessary to sustain its recent hard-won competitiveness. I
hope you will feel able to respond to these points in the

Budget.

P

<
Yours sincerely

7 /
7 /
// /' ,/ vE;/
Y e
Fof Ay
Yt
RAY HORROCKS

Group Chief Executive - Cars
BL Public Limited Company

cc: The Rt Hon Leon Brittan, QC,MP.



‘ ATTACHMENT

SUBMISSION TO THE CHANCELLOR ON BEHALF OF

BL's CAR COMPANIES

1. TAXATION OF COMPANY CAR BENEFITS

The EEC, including the UK Government, has recently agreed on
new standards for the control of car exhaust emissions within
the Community, subject to reserves by Denmark and Greece.
Engine capacities of 1400cc and 2000cc have been established as
the breakpoint between differing levels of permissible
emissions and, by implication, between the technologies
necessary to achieve compliance.

All automobile manufacturers are now directing a substantial
part of their product development and engineering efforts to
ensuring that their products comply with these new emissions
norms when they take effect after 1988. Germany has already
introduced incentives to encourage early compliance and the
Netherlands will do so in early in 1986.

Against this background, the continued existence of the current
and unrelated UK company car tax breakpoints of 1300cc and
1800cc creates a unique handicap for UK manufacturers, for whom
competitiveness in the UK company car market is very
important. For Austin Rover, so too is the need to develop
sales in continental EEC markets. While the breakpoints of the
UK company car tax structure differ from those of EEC emission
regulations, meeting both involves a duplication and inherently
wasteful use of scarce product engineering and development
resources. This 1inevitably detracts from the attention the
company can give to other product developments, and results in
additional costs to be borne by consumers.

We wurge, therefore, that UK company car tax breakpoints are
aligned with the EEC emissions breakpoints as soon as
possible. Ideally, we would like to see this effective in the
1986/87 Tax Year, but if this is not feasible, then we would
seek an announcement in the 1986 Budget of implementation in
the 1987/88 Tax Year.

Prompt action would avoid resources being misapplied; it would
also curtail the advantages which importers of cars with 1800cc
engines currently enjoy over Austin Rover's new 2.0 litre
engine which has been designed with the new emission standards
very much in mind.



In the re-aligned UK company car tax structure, we would wish
to see diesel engined cars treated no differently from cars
with petrol engines. Diesel engines generally derive from the
same cylinder block as petrol engines, and any different
treatment for tax purposes would recreate the distortion of
product development that we wish to see removed.

2. DUTY EXEMPTION OF FUELS FOR ENGINE RESEARCH AND TESTING.

The taxation of fuels used in connection with engine research
and testings is, in effect. a tax on research and development

and costs BL's companies around £2m per year for fuels used in
static testing alone. We request that urgent consideration be
given to amending the provision of the Hydrocarbons Act as they
relate to the supply of duty free oils for manufacturlng, so as
to cover at least the fuels used in static engine testing.

Acknowledging the need for suitable control procedures, we
would also welcome relief from duty on mobile testing.

This subject has already been discussed with HM Customs and

Excise by the Society of Motor Manufacturers and Trades, whose
representations we fully support.

3. PUBLIC UTILITY AND RATES CHARGES

Considerable public concern has been expressed about the way
that the Water, Electricity, and Gas industries are being
forced by Government to increase their prices. As substantial
users of these utilities we share that concern.

In similar vein, we have noted a recent report about the
potential impact of reduction in HMG grants to Shire Counties,
Ooxfordshire CC in particular. Oxford is one of the two main
areas of the UK where ARG's activities are concentrated, and
the suggested £10M reduction of HMG's grant to the County
Council could lead to a very significant (circa 16% or £0.5M)
increase in ARG's total rates bill in Oxford City and County.

Together with the impact of increased public utility charges,
such rate increases will inevitably have inflationary effects.



4. THE NATIONAL INFRASTRUCTURE

As manufacturers with our main production activities in
Birmingham and Oxford and receiving and delivering goods by
road, we are very concerned that the national road
infrastructure should continue to greatly assist. Not only
will such improvements improve the efficiency with which the
whole economy works, but Austin Rover's costs and efficiency
will benefit directly from the completion of the motorway link
between Birmingham and Oxford. We urge that such projects
proceed with all possible speed.

5. INTEGRATION OF PAYE AND NIC

Companies are reguired to maintain two incompatible system in
order to administer PAYE and NIC collections on behalf of HMG.
It would be helpful if this duplication could be eliminated.
It has been argued that because PAYE is administered on a
_cumunlative basis through the tax year while NIC, being based on
weekly remuneration, is non-cumulative, it is not possible to
integrate the two systems.

Even if it is not possible to put NIC onto a cumulative basis
similar to PAYE (and we are not convinced of this), we cannot
understand why an intergrated system of administration and
collection is not possible. We would urge that this matter be
reviewed urgently, to secure the benefits of electronic data
processing and of new technology for HMG and for UK industry.
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XCISE DUTIES ON ALCHOLIC DRINKS

I wrote to you before Christmas on other taxation issues and
indicated that I would write separately on this subject following
the meeting arranged by Customs and Excise officials to hear depart-
mental views. That meeting was held this week and the views
expressed will no doubt be reported to you. I should, however,
record my comments on the treatment of duties on alcholic drinks
in your forthcoming budget.

Our distilling and brewing industries together contribute
approximately 0.6 percent to GDP and provide employment, particularly
in the case of Scotch Whisky, in disadvantaged areas. There have
been significant reductions in sales of both beer and Scotch Whisky
since 1980 and it would, I think be damaging if duties were to be
increased in real terms.

If one looks at the current relativities, spirits are, of course,
taxed much more heavily than any of the other alcoholic drinks
having regard to alcohol content. Conceptually, therefore, there
is a case for maintaining the direction which you took in your
last budget of treating spirits more favourably. Moreover, there
are good grounds for doing so having regard to the particular
problems of the Scotch Whisky industry which, though an extremely
important export earner, has been losing market share to other
drinks, including wine, both at home and in overseas markets.

I am aware of the case which has been put to you by the Scotch
Whisky Association in connection with deferment of duty payment
and the treatment of Scotch for corporation tax. I confine myself
to saying that they seem to me to have a reasonable case for some
aleviation which is deserving of your consideration. If, however,
you do not feel disposed to introduce the changes that they request,
it does, in my view, underline the case for more favourable treatment
on excise duties.



As regards cider, sales have remained static since the large increase
in duties in 1984. I would be inclined, as last year to favour a
flat rate increase applied to both cider and beer which would
actually represent a rather larger percentage increase on current
rates and continue the process of bringing the duties of both
products more closely into 1line as regards alcohol content.

To sum up, I hope that you will not feel it necessary to go
further than a general increase in duties in line with inflation
and that it will bhe possible to trcat sp/lrlts relatively more
favourably. ,

' 7 _/{/7,/)/ -

v

MICHAEL JOPLING
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MOTORING TAXATION AND ROAD EXPENDITURE

I enclose the RAC's representations concerning motoring taxation and
related public expenditure for consideration when preparing your
Budget Statement.

Inevitably, many of the points in the memorandum have been put to
you and your predecessors in the past, but I would draw your
attention especially this year to our views on the level of Vehicle
Excise Duty. In the light of the exceptionally high percentage
increase last year, I hope you will agree that no further increase
would be justified this year.

I have purposely omitted from the memorandum any reference to the
concessionary Vehicle Excise Duty applicable to all cars registered
before 1947, as it only affects a very small minority of vehicle
OWners.

Whilst we welcomed your decision last vear to maintain the £60 level,
we ask again that you give consideration to our request for extension
of the scope of this concession to cover all cars registered more
than 25 years ago.

I understand that there are less than 50,000 such private vehicles
currently licensed and therefore the loss of revenue involved would
be negligible.

We ‘hope that you will give sympathetic consideration to this proposal
as well as to the contents of our memorandum
SR Y Bl T W S
- /< oy -
o et . e - M T
J A Williams
Chairman
Public Policy Committee
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MOTORING TAXATION AND ROAD EXPENDITURE

OBSERVATIONS BY THE RAC

JANUARY 1986

GENERAL COMMENTS

The recent Autumn Statement by the Chancellor of the Exchequer has
revealed the Government's current intentions relating to public
expenditure - including a welcome increase of road expenditure. It

is understood, moreover, that the strategy could be expected to permit
some taxation reductions in the next Budget Statement - although

more recent official statements give less cause for optimism in that

respect.

In accordance with representations made in earlier years, the main
cbjective of the RAC continues to be a fairer deal for motorists and
motor cyclists - and for road transport users generally - by provision
of adequate value for money in return for the immense contribution

to the national revenue obtained from motoring taxation, constituting

about 10% of the total taxation income.

In spite of the increase of road expenditure, there is such a large
ancd ever-widening gap between the motor tax revenue and the national
rocad expenditure, that there will still be justifiable expectations

as

(0

by motorists to obtain benefit from any tax ccncessions as wel
from increased investment in roads, which can also help considerably

to reduce motoring costs.

Recent public opinion polls have revealed that the various forms of
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MOTORING TAXATION

The total income from motoring taxation during the current financizl
year is expected to exceed £12,000 million - as stated by Mr
Barney Hayhoe MP in the following reply to a Parliamentary Question

by Mr Roy Hughes MP on 3 April 1985:-

£ million

Fuel duty 6,300
VED 2,500
Car Tax 760
VAT on vehicle sales 1 5550
VAT on fuel 15050

12,160

Motorists and motor cyclists also contribute additional large sums to
the National Excheguer in other ways - including VAT on various
motoring services, eg, vehicle repairs and maintenance, and even on
part of ‘the fee for the official motor cyclé riding.test. .Complete
figures in this respect are not available but Parliamentary Questions
have revealed that these items raise in the region of a further £700
million per annum - and this takes no account of the vast sums that
must be involved in VAT on car parking charges, about which information

is not readily available.

o

Motoring taxes have been raised repeatedly - and not just to keep pace

with inflation. Income from motor taxation has risen from £4,443

million in 1978/79 to the estimated £12,160 million in the current
year - an increase of 174 per cent. During the same period inflation
has risen by 88 per cent - whereas the petrol tax has risen by 1€t

per cent and the Vehicle Excise Duty by 150 per cent.

ag

m
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In , the Budget not only raised the petrol tax by 4.1p per gzllon

rdance with the predicted 5 per cent inflation rate for the

(@]
O

in ac
following year, but it also raised VED by over 11 per cent - from

£90 to £100 for cars — more than twice the predicted inflation rate.

This clearly demonstrates the strength of the case to claim a fairer

=er

[

share of any tax concessions in 1986. The RAC has stated in earl
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years - after swingeing motor tax increases - that "enough is
enough'". The extra taxation imposed by the last Budget was 'more

than enough'"! It was all the more disturbing that the motor tax
increases were declared to have been decided on the same basis as
other Excise Duties on alcohol and cigarettes which must generally
be regarded as luxuries - whereas road transport, including cars
and motor cycles, is mostly used for essential, unavoidable

purposes.

It should not be overlooked that a very high proportion of employment
relates to the motor industry and all the ancillary services required
in connection with ownership and use of motor vehicles. Prospects
for increased employment will depend considerably on the continued

growth of motoring which could be stifled by excessive taxation.
Information hereunder provided by the Society of Motor Manufacturers
and Traders shows how expansion of car ownership in the UK has lagged

behind the growth in other European countries during recent years:

CAR OWNERSHIP PER 1000 POPULATION

COUNTRY 1960 FIGURES 1983 FIGURES % INCREASE
UK 108 295 173
Netherlands 48 329 585
Belgium 83 324 289
Italy 40 342* 755
France 107 380 255
W Germany g1 402 396
Luxembourg 107 431X 303

The RAC strongly supports the views of the motor manufacturers that

"

as well as the 15% VAT - involves an objectionable "tax on tax".
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Removal of the 10% Car Tax should also benefit purchasers of second
hand cars and motor cycles, the prices of which are influenced by

the levels of the purchase prices for new vehicles.

Selection of motorists for such extra taxation is another example

of unfair discrimination.

The unfair requirement for motor insurers' to pay the costs of
hospital treatment for injuries caused by road accidents has also
been criticised as '"unfair discrimination'" during a Rayner investig-
ation. Regrettably, the recommendation for abolition of this

burden and representations in that respect by the motoring organis-

ations have been rejected by successive Health Ministers.

TOLL CHARGES

The RAC continues to campaign for abolition of toll charges at

estuarial bridge and tunnel crossings. The imposition of such

additional taxation is considered to be unfair and illogical.

Such charges are exceptionally onerous for those motorists who must
travel across estuaries when travelling to and from work - which can
involve additional expenditure of £10 or more per week, in addition
to the tax paid in respect of the use of a motor vehicle for such
purposes — including more than half the cost of every gallon of

petrol consumed.

The reasons why the RAC contends that toll charges must cease are

H

ully explained in the attached copy of the submission made to the

s,

ouse of Commons Transport Committee to assist its investigation of

this controversial matter.

Tne declared intentions of the Secretary of
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particularly as it is possible that the Dartford/Purfleet plan
might soon be followed by other private sector funding schemes
where additional crossing facilities are reguired. e.g. the
Severn and Tyne estuaries. 1Insensitive handling of this issue
could do much to damage the growing awareness that there are
public needs which can be efficiently financed through the use

of private sector funds.

ROAD EXPENDITURE

The RAC has consistently criticised the grossly inadequate level of
public expenditure on construction and maintenance of the national

road system.

In regard to maintenance, the justification for such views has been
demonstrated by the recent report on "Expenditure on Motorways and
Trunk Roads" produced by the Comptroller and Auditor General as well

as an sarlier report by the House of Commons Transport Committee.

Information received indicates that a large part of the recently
announced planned increase of road expenditure during the next three
years will be applied to tackle the problem of the backlog of repairs

on all-purpose trunk roads and motorway reconstruction. In spite

of this it is not expected to be adequate to meet all the requirements

and to prevent further backlog occurring.

In any event, there is also increasing need for more resources to
cope with the continually deteriorating situation in regard to the

maintenance of local authority roads.

It must not be overlooked that there is an equally important need
for expansion of the new construction programme. Plans for modest
acceleration of this are welcome, but they are only z small move

insthe right direction.

It is unsatisfactory to say that insufficient schemes would be

ready for implementation if more resources could be made available
Action must be taken rapidly to expedite the procedures in order to
maintain continuity of progress in future at an acceptable rate -

with a guaranteed flow of sufficient resources in the pipeline to
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A motor tax moratorium need not and should not in any way inhibit
the necessary expansion of the road construction and maintenance
programme, since there is every reason to anticipate that the
colossal £9,000 million gap between motor tax revenue and national
road expenditure will continue to increase as a result of traffic
growth unless there is substantially greater investment in the

national road system.

The ineguity of the current worsening situation is undeniably
demonstrated by the road track cost statistics published by the
Department of Transport which show that for cars, etc, the ratio

of taxation revenue to attributed road costs rose from 2.8:1 in
1980/81 to 3.4:1 in 1984/85 and for all vchicles in the same period
from- 2251 §bo,, 25651

Whilst recognising - as frequently stated by Government spokesmen

— that there is now very large expenditure on maintenance of the
motorway network which carries a very high proportion of the traffic,
the RAC must point out that this in no way justifies lack of
sufficient resources for other essential purposes. In fact,

problems caused by increasing road works on the motorways accentuate

the need for greater expenditure to reduce such difficulties.

Regrettably, the additional risks created by necessary road works
will cause more road accidents. Reduction of capacity inevitably
makes the likelihood of accidents much greater. Experience has
shown how contra-flow systems make road transport users especially
vulnerable to serious accidents which are frequently causing deaths
and serious injuries in such circumstances. Without expansion of
the national motorway network - and expedition of the completion of
missing links - there will not be spare capacity to alleviate the
situation nor will it be possible to divert traffic from congested

motorways to other more satisfactory alternative routes.

In addition we draw attention to the need for greater expenditure on

many other mezsures which are urgently required to increase both the

efficiency anc safety of the motorways and the remainder of the mzin

road network in the years ahead - particularly taking account of the
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greater risks which will result from traffic growth. The RAC has
complained repeatedly about unsatisfactory design standards for many
new roads - especially the construction of single-carriageway by-passes
on main routes to the ports where it had previously been anticipated
that dual-carriageway roads would be provided. There is, moreover, a
growing concern about the clear lack of sufficient capacity to

accommodate the traffic on the M25 and other motorways.

Representations calling for other desirable safety measures - such as
more lighting on motorways, safety barriers on central reservations
of all-purpose '"near motorway standard" roads, provision of more
effective emergency warning signals on motorways and improved main-
tenance of rapidly deteriorating road signs - have usually attracted
replies indicating that progress in this respect will be extrem~ly
slow due to the lack of Sufficient resources which can be made avail-

able for such improvements.

Whilst appreciating thec extent to which there has been avoidance of
further cuts in the road programme during recent years - and welcoming
such progress as is being made in regard to the initiation of new
schemes — the RAC must nevertheless contend that the situation is

far from satisfactory in regard to the current and planned future
levels of expenditure, still only in the region of £3,000 million

per annum.

In such circumstances, the RAC strongly supports the contentions by
the British Road Federation - supported also by similar demands from
the CBI and the TUC - that the national road expenditure should be
substantially increased. The provision of an extra £8&,000 million
for an expanded programme over the next ten years would still leave
the proportion of motoring taxation used for such purposes in the
United Kingdom far below the proportions so used in most other

raise the level from the deplor-

Eurcpean countries. This would only

J
o/

ably low current proportion of about 25% to approximately 39% -
2 . v

whereas the average for European countries is about 55%.

Whilst it has been freguently claimed that the Government's expenditure

mn

n real terms is not so impressive. At first glance, the figure
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are attractive - £1,665 million in 1984/85 as compared in real terms
with £1,508 million in 1978/79. What is sometimes overlooked is

the fact that in 1972/73 the expenditure - again in 1978/79 constant
price terms - was £2.047 million. So the base figure which is so
often quoted by the Government was, in fact, a very low one and even
today's increased expenditure leaves a great deal to be desired. in
comparison with the expenditure of earlier years. In any event,

the record in this respect needs to be examined over a longer period.

The RAC must contend therefore that there is no justification for
complacency on the grounds that the situation now is better than it
was - since the situation was so deplorable when the expenditure

reached such a low level.

CONCLUSION

In accordance with the views expressed and the information provided
the RAC anxiously and urgently calls for a progressive new approach
to the Government's policies in regard to both motoring taxation and
road expenditure - so that Britain's 28 million drivers can obtain
the more efficient, more economic and safer use of the roads in the

years ahead which they deserve.

This would also be beneficial to the national interest because

efficient and economic road transport makes a major contribution to
the national economy. It helps greatly to prevent inflation of the
cost of living since the transport costs are a major ingredient in

the price of almost all services and commodities.

About 90% of the movement of people and 80% of the movement of freight
is undertaken by road transport. The 1984 Family Expenditure Survey
reveals that the average household expenditure in 1983 on purchases

of motor vehicles, spares and accessories - together with maintenance

and running costs - was over £17 per week. This exceeds a1l other
categories of expenditure covered by the Survey except housing zand
food. Therefore, high motoring taxation has an inflationary effect

on the cost of living and new measures to facilitate use of private
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and commercial road transport more efficiently and economically

should be applauded by the public in general.

Regardless of the declared need for greater road expenditure, the
RAC must urge - taking account of all the circumstances described -
that the excessive level of motor taxation now clearly justifies

an emphatic demand for a freeze. If there will be further increases
of any motor taxes in the next Budget Statement, these should be

no more than the expected rate of inflation - but no increase of
Vehicle Excise Duty this year could be justified since this was
raised in March 1985 by more than twice the rate of inflation during

the ensuing year.
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TOLLED ESTUARIAL CROSSINGS

RAC SUBMISSION TO THE HOUSE OF COMMONS
TRANSPORT COMMITTEE

INTRODUCTION
Having made repeated representations to successive governments over many vears for abolition of toll
charges at estuarial crossings — but without vet achieving any success — the RAC is extremely pleased
that the House of Commons Transport Committee has now recognised the need for this controversial
matter to be investigated without turther delay.

The introduction of toll charges to recover the cost of constructing bridges and tunnels at many of the
major estuarial crossings had reluctantly to be accepted by the RAC —at a time when the restriction of
resources for a grossly inadequate road construction programme caused the Government to argue that.
unless such a financing system was accepted. urgently needed bridges and tunnels would not be built.

Safeguards. however. were promised to restrict use of the toll income primarily to recovering the
construction expenditure and the operational costs and to make reasonable provision for maintenance
in the vears ahead. After sufficient income for this purpose had been obtained, the toll charges were to
be abolished — and this was to be achieved within specified fixed periods.

Circumstances have changed drastically since then and as a result the current financial situation is
chaotic. Road transport users have plaved their part and have paid immense sums as toll charges for
many vears but the deficits in the accounts have grown bigger and bigger — and now there is little
likelihood that many of the debts could be extmgmshed within the forseeable future. Meanwhile
rapidly rising toll chdrges attractincreasing resentment from Britain’s over-taxed road transport users.

Representations about this sorry state of affairs were made in 1978 to Mr William Rodgers — who was
then Secretary of State for Transport. His response maintained the official attitude which had been
adopted by successive governments for many years — and he refused to consider any alteration of the
financing system. contending that the estuarial toll crossings provided exceptional benefits to road
transport users who would otherwise have to travel to their destinations along more circuitous routes.

In response to the RAC’s contention that the debts should be written-off — in the same way as the
railways had benefited greatly from such policy decisions in the past — it was stated that fares paid by
railway users provided 59% of British Rail's income. This was at a time when the surplus income from
motoring taxation not used for road transport users’ benefit was in the region of £4.000 million and the
estimated cost of abolishing the toll charges existing then was in the region of £200 million.




Similar representations were made in 1983. to Mr David Howell —who was then Secretary of State
for Transport — but his response maintained the same attitude. again endeavounng 1o justfy the
continued imposition of toll charges because the estuarial crossings provide exceptional benefits Lo
road transport users.

The reasons why the RAC still strongly maintains that the Government policy must be changed and
that the 101l charges should be abolished as soon as possible are amplified in the following observations
under the specific headings listed in the terms of reference for the investigation initiated by the House
of Commons Transport Committee.

THE UNDERLYING PRINCIPLES WHICH HAVE JUSTIFIED THE POLICY
OF SUCCESSIVE GOVERNMENTS OF IMPOSING TOLLS ON ROAD USERS
ONLY FOR ESTUARIAL CROSSINGS

The above-mentioned main underlying principle — exceptional benefits to road transport users —
alleged by successive governments to justify the imposition of toll charges. has been an expedient way
to extract additional revenue from road transport users — in addition to the immense and ever-
increasing contribution they pay by other forms of motoring taxation which is now over £10.000 milhon
per annum.

Whereas users of other modes of transport have benefited from hunge subsidies and arrangements to
write-off large debts, road transport provides a colossal surplus to the National Exchequer which 1s
increasing each year — now over £7.000 million per annum since the national expenditure on roads is
Jess than 30% of the tax income. Annual figures issued by the Department of Transport on road track
costs — relating motor tax revenue 10 road expenditure and other public costs attributable to road
transport — demonstrate clearly how all categories of road transport have for many years been getting
Jess and less road investment in return for the taxation they pay.

This unsatisfactory situation is all the more irritating for those who must pay tolls because the policy
defined by successive governments has not been applied consistently. There are many estuarial
crossings where toll charges have never been imposed — and others where the official policy for the
recovery of tolls is no longer applied in accordance with the original intentions. Thus by accident of
Jocation many road users incur expenditure Jiabilities not applicable elsewhere.

In earlier vears nationalistic opposition 10 toll charges in Wales and Scotland probably reduced
governments’ enthusiasm for raising some toll charges to take account of the effects of inflation on the
interest charges and the increasing debts. In some cases it became evident that it would be
impracticable to recover sufficient income for payment of the debts because traffic would be insufficient
for this purpose — but excessive increases of the charges would be unacceptable and moreover would
probably cause a reduction of the traffic using the crossings.

It has been admitted that it will never be practicable to recover the debt at the Erskine Bridge in
Seotland by imposing adequate toll charges for this purpose. Therefore. the policy now is to “set the
Jimited objective of fixing tolls at a lex o] which. while having full regard to the economic needs of the
areas served by the bridge. is likely to yield the best result in terms of revenue . 1t has been stated that
by adopting this policy the Secretary of State would be implementing as far as possible the intention of
the Government. when presenting the Erskine Bridge Tolls Bill to Parliament in 1968. that the full cost
of the bridge should be recovered.

Then there is the ludicrous situation in regard to the Humber Bridge where the debt is now rising by
over £20 million per annum. Presumably the same expedient policy as initiated at the Erskine Bridge
will inevitably be applied there if the toll charges are not abolished - and perhaps elsewhere.

The circumstances in which the RAC reluctantly accepted the concept 01 tolls many vears ago no
jonger apply. Most of the tolled crossings are demonstrably indispensable components of the moto:-
way and major trunk road system. Moreover the financial situation now makes the prospect of debt

clearance by 1oll revenue a virtual impossibility. Exirapolation of the present trend reveals ar

impossible and unacceptable future for debt recovery and a verv hollow ring to promises by
Government.
%)
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There are questionable predictions by the Government's spokesmen that there may be an exception
{0 this — the Dartford/Purfieet Tunnel — but. in any event. it would be unfair to continue toil charges
there for that reason and to abolish them elsewhere.

The policy to charge tolls does not even have the merit of consistency. For instance. the niver
Medway crossing on the M2 —a very large bridge by any standards — is not tolied.

No toll charges have been imposed at the Avon Bridge on the M3 motorway. or the recentiv-opened
Kessock Bridge in Scotland. No such charges will be imposed at the Conwy Tunnel now under
construction in North Wales. Whereas tolls are charged on the M23 ring-motorway at the eastern
crossing of the Thames —at the Dartford/Purfieet Tunnel — there are no charges at the western crossing
—the Runnymede Bridge.

Such inconsistencies are illogical and objectionable. with uneven loads of tax which road users have
to bear by virtue of their location.

The underlying principles were really questionable from the start because exceptional benefits are
also obtained by users of motorways not including estuarial crossings. The definition of such principles
has been an expedient way for governments to justify such methods to obtain additional finance from
road transport users regardless of their more than adequate contribution to the National Exchequer by
pavment of other motoring taxes which has expanded colossally in subsequent years as a result of the
rapid growth of vehicle ownership and traffic on the roads.

In a recent submission at the public inquiry concerning objections 10 the current proposed 150%
increases of toll charges at the Severn Bridge, the RAC pointed out that the Severn Bridge financing
arrangement is unique. Whereas the arrangement for other estuarial toll crossings involve the
repayment of loans for capital expenditure. the Severn Bridge construction costs were financed by the
Government from the national revenue without the need for a loan. The expedient creation of a
“notional loan™ and the addition of “notional interest” to the debt has been a ludicrous and deceptive
way to extract additional income from millions of road transport users travelling across the estuary
between England and Wales. In the circumstances. the Severn toll collection costs —over half a million
pounds per annum — are even more illogical than at other estuarial crossings where real debts are
continually expanding.

1t has also been contended that, in any event. the inclusion of the cost of extremely expensive repair
works — expected to total £33 million —in the debt to be recovered by toll charges is ultra vires.

It could not have been envisaged when Parliament approved the relevant legislation for such
purposes that costs to undertake a maior reconstruction of the bridge would have to be reco ered in
this way. This situation also applies to a lesser extent at some other estuarial crossings where heavies
repair costs have been incurred than could have been anticipated.

Therefore. the RAC contends that there is no valid reason to maintain that the underlying principies
applicable to the introduction of the toll charging system justify its continuance. Abolition of toll
charges is essential to remove inequitable additional taxation in this wav.

THE COSTS OF INSTALLING AND OPERATING TOLL SYSTEMS

It is jronic that substantial expenditure must be incurred 10 install and operate toll charging systems

which is a non-productive purpose whereas such resources could be used much more advantageously to

increase the inadequate expenditure on construction and maintenance of the national road system.
For example. recent arrangements to expand the toll collection facilities at the Dartiord/Purficet

Tunnel - to cope with the greater traffic which will resuit from completion of the M25 motorway —have

required expenditure of over £6 million.

Moreover. the toll charging svstem — there and elsewhere — conceals the urgent need for expansion
of the crossing facilities by construction of additional tunnels or bridges — without which serious traffic
congestion will still occur if. or hopefully when. toll charges are abolished.




Urgently required decisions about the construction of such additional tunnels or bridges - 101
instance at the Severn. Dartford/Purfieet and Tyne estuarial crossings - are likely 1o be delayed so long
as no decision is taken to change the policy relating to the financing of such projects

In fact this situation seems to encourage expedient. short-sighted contentions by the Department of
Transport that there is no imminent need for such decisions to be taken — as stated n response 10
representations from the RAC concerning the need for an additional tunnel at the Dartford/Purfieet
Crossing.

In the case of the Severn Bridge an investigation about the need for an additional bridge or tunnel
has been initiated but without commitment. An urgent decision in this respect will be essential in the
near future when the results of the investigation become available.

There would obviously be even stronger objections than previously from road transport users if
there should be proposals for continuance of the existing toll charging policy to recover the high costs
of such new construction schemes which would necessitate very much higher toll charges in the vears
ahead.

It is all the more disturbing that a high proportion of the income from the toli charges s swallowed up
in payment of the administration and collection costs.

The exact proportion of the total income cannot be readily calculated because accounting methods
at the various estuarial crossings differ — without segregation of such costs in all cases. A typical
example. however. is the Severn crossing where in the financial year 1982/83 about 29% of the income
was used for such purposes.

THE SCALE AND COSTS OF DELAYS TO ROAD USERS CAUSED BY TOLL
SYSTEMS

The need to stop in order to pay a toll charge will always involve a small additional cost to be incurred
by every vehicle user — caused by increased fuel consumption as well as a loss of time. When there 1s
traffic congestion which frequently occurs at peak periods —for instance with queues many miles long at
the Dartford/Purfieet Tunnel and the Severn Bridge — the individual costs imposed by the delays are
verv much greater. The total costs in all cases must be very large.

Improvement of crossing facilities for the future is required — as mentioned above — as well as the
abolition of tolls to prevent or reduce the delays and resultant costs 10 be incurred byv road transpor:
users

THE WAY IN WHICH TOLL CHARGES ARE DETERMINED AND THE
EXTENT TO WHICH NET REVENUES FROM TOLLS ARE SUFFICIENT TO
DEFRAY THE CAPITAL AND MAINTENANCE COSTS OF ESTUARIAL

CROSSINGS.

The ever-increasing outstanding debts have demonstrated clearly how the toll charging system has
failed 10 achieve the original objectives. The situation may to some extent have been exacerbated by
failure in earlier years. for various reasons, to raise sufficiently the levels of the toll charges.

Even if this has been so. it would be unjustifiable and impracticable now to raise the charges
excessively to endeavour to achieve the intended objectives. Moreover. this could be a counter-
productive measure if the deterrent effect of much higher charges would reduce the traffic. In any
event. there would be valid economic and social objections to imposition of excessive cnarges.

1f increased traffic mav be expected to increase the income. this will also cause longer delays to
strengthen the case for abolition of the toll charging system - W hich should be arranged before such

problems occur.




THE NET COST TO THE EXCHEQUER OF ABOLISHING TOLLS AT
ESTUARIAL CROSSINGS

Itis the RAC s view that the cost of abolition of toll charges must be accepted by the Government since
it receives all the revenue from other forms of motoring taxation. Local authorities should not be
expected to incur any financial liabilities in respect of important estuarial crossings which are part of the
national strategic main road network.

In special cases there may even be need to compensate local authorities for abolition of the right to
obtain income by means of toll charges — for instance. at the Tamar Bridge where the income has
already more than repaid the construction costs and is nOw used to subsidise the Torpoint Ferry used
almost entirely by local traffic. This estuarial crossing facility. however. has provided immense benefits
for many vears to motorists travelling to the South-West from all parts of the country — without any
expenditure having been incurred by the Government in this respect. Therefore the local authorities
involved mav justifiably expect to be adequately compensated.

'I'he Itchen Bridge is another unusual case with toll charges having been authorised as a traffic
restraint measure in spite of strong objections by the RAC and other organisations representing road
transport users. The justification or need for such charging powers is still disputed.

It is understood that the debts outstanding following abolition of all the toll charges at estuarial
crossings would now be in the region of £500 million —but as the debts are expected to continue 1o rise.
so will the potential cost of abolition of the tolls. Therefore the RAC hopes that the Transport
Committee will make a rapid recommendation for the Government to tackle this problem — and also
that an urgent decision will be taken by the Government thereafter to change the policy in order to
“Stop This Highway Robbery™.

Whilst it might take some time to finalise the arrangements — and not all the expenditure would
necessarily be incurred in one financial year — the total would in any event be less than 5% of the total
annual income from motoring taxation and only about 7% of the current annual surplus not used for
the benefit of road transport.

Increases of motor taxation in the annual Budget Statements have frequently taken additional
revenue far in excess of the amount required for abolition of tolls. The national road expenditure has
not risen commensuratelv. In fact. as stated in the latest edition of the RACs publication ‘Protecting
the Interests of the Motorist'. the proportion of the motor tax income used for this purpose has been
steadily decreasing for many vears.

It would seem essential to tackle the complete problem immediately because any piecemeal
proposals involving a need to decide priorities would cause both political and practical difficuities.

Road transport users’ organisations might prefer to obtain aboliion first of the charges at crossings
where the traffic volumes are highest —and this would provide the most advantageous economic return
for expenditure to be incurred. This. however. would give low priority to other crossings such as the
Humber Bridee where the debts are rising most rapidly.

~sMotorists in different parts of the UK would undoubtedly expect resources to be made available for
this purpose 10 give the same benefits immediately to those who have to travel across estuaries in all
parts of the country. They would resent the inequity of selective arrangements not applicable initially
to their areas.

The demand for early removal of toll chages would be particularly strong by road transport users
who have to incur heavy expenditure on journeys to and from work — already up to £10 per week at
some Crossings.

Therefore. the RAC contends that it is essential for the Government to initiate and to implement
pians for the abolition of the toll charges at all estuarial crossings as soon as this will be practicable.
Further procrastination will be unjustifiable — because the problem will not go away. It will rapidly get
worse and more difficult to solve.




Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

B C Simpson Esqg

Chief Executive

Tobacco Advisory Council

Glen House

Stag Place

LONDON

SW1E 5AG IS January 1986

g
Thank you for your letter of 20 December, enclosing your Council's 1986
Budget submission.

I would be delighted to meet with the Tobacco Advisory Council again this
year. I have asked my office to be in touch with the details.

3y

J

NIGEL LAWSON
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

Major General W D Mangham Esq CB
The Brewers' Society

42 Portman Square

LONDON

S1H OBB 17 January 1986

Further to our conversation today, I am writing to confirm that

the Chancellor will be pleased to see Mr Edward Guinness and yourself
on Tuesday 21 January at 2.30pm in HM Treasury.

Please accept our apologies for this change of time - I do hope

it does not cause you any inconvenience.

\fSvas Su'vxce,«ekj 3

Delob | egke

MRS D C LESTER
piary Secretary
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MR NICHOLAS RIDLEY'S LETTER OF 18 DECEMBER ABOUT VEHICLE EXCISE‘
DUTY AND HYDROCARBON OIL DUTIES

Mr Ridley wrote to you on 18 December proposing a shift in the |
balance of VED and fuel duty within the total tax burden for both
cars and lorries, and also about the total level of taxation for
lorries. He normally writes to you about the end of January with
specific proposals for VED rates, soO he will want a reaction to

his proposals before then.

Taxation of Cars

2. on cars, Mr Ridley is concerned solely with the balance of
taxation between VED and petrol duty. His medium-term aim is
a significant cut in VED, with the revenue lost being made up
by real increases in petrol duty. For this year, he is suggesting
that VED should be pegged at last year's level, with the balance
of revenue (equal to revalorisation of both duties) being raised
from petrol duty - which implies about 7.4p per gallon increase

instead of 5.2p.

S There are a number of advantages in a shift in taxation towards

petrol duty such as Mr Ridley is suggesting:

SECRET I




4.

(a)

(b)

fe)

(d)

(e)

SECRET

the total revenue 1lost through VED evasion, which has
been criticised by the PAC, and is currently thought
to be about £90 million per year, would become less

significant;

it could make eventual abolition of VED in the long

term easier to contemplate;

it would promote a more equitable relationship between
total tax borne and use of the roads for private

motorists;

it would benefit pensioners and other low income car-

owners; and

there would be incentives to increase fuel efficiency

in road transport.

But there are also important objections to a shift in the

balance of taxation on cars:

(a)

(b)

\ (c)

(d)

the increase in petrol duties would affect essential,
high-mileage motorists (even if petrol prices were falling
because of falling o0il prices, this could be offset
by the need to increase petrol duty by more than

revalorisation to offset losses of North Sea 0il revenue);

it would constrain a useful fiscal instrument for raising
indirect tax revenue (it 1is easier to raise more revenue

from two taxes rather than one);

VED is probably generally perceived as a less unpopular

tax than petrol duty:;
it would reverse the policy of the 1985 Budget where

VED was increased by nearly 2% times revalorisation,

whereas petrol duty was only revalorised; and

SECRET



SECRET

u (e) although a shift would be a move in the direction of
' 1 abolition, it would not bring with it the main advantages

v m of abolition - the staff savings and the elimination
)

of evasion.

Recommendation

5z You have commented that VED should be revalorised, but that
any excess taxation of cars(?%%%iéé;é;£%§?:;§£% over revalorisation
should come from petrol duty. In our view, the arguments for
not revalorising VED and for shifting the balance of taxation
of cars towards petrol duty are not persuasive. We therefore
recommend simple revalorisation of car VED - if you were to seek
moze than revalorisation of the petrol duty this year, that would
in itself lead to a shift in the balance of the two taxes in. the
direction sought by Mr Ridley. Mr Ridley is not concerned by

the overall level of taxation on cars.

Lorry taxation

6. So far as the taxation of 1lorries is concerned, Mr Ridley

has two separate propositions:

(a) there should be a shift from VED to derv duty in < the
total tax borne by lorries, amounting to £100 million

over an unspecified period; and

(b) total lorry taxation should not exceed total lorry road
track costs by more than 25 per cent (the: current

relationship).

For the 1986 Budget, with these twin aims in mind, Mr Ridley is
seeking a reduction in VED of an average of 8 per cent acrossthe

board, coupled with an increase in. derv “duty . of  Z2pw over

revalorisation - which would mean that lorries would yield
£30 million less in 1986-87 than the equivalent of simple
revalorisation of both VED and derv duty. For future years, the

increases in road expenditure agreed in the 1985 PES round would
permit VED to be revalorised and real increases in derv duty within
the constraint that total lorry taxation should not exceed road

track costs by more than 25%.
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Balance of taxation

7 2% So far as the balance of taxation on 1lorries 1is concerned,

the following are the main advantages of Mr Ridley's proposal

to switch towards raising more of the total taxation through derv

duty:

(a) it would 1link total taxation more closely to mileage
travelled;

(b) it would provide an incentive to more efficient use
of fuel;

(c) the significance of VED evasion would be reduced (although

- this would be counter-balanced to some extent by increased
evasion of the derv duty by the use of rebated oil);
and

(d) it would help the international competitiveness of UK
road hauliers - our VED rates are the highest in Europe,
and foreign hauliers operating in the UK would bear
more tax (but only 6% of lorries engage in international
trade, and: VED accounts for only 4-5% of their total
running costs).

8. The main disadvantages of a shift in the balance of taxation
are:

(a) there are bound to be complaints from high mileage
hauliers who would lose out under these proposals;

(b) it would operate as a constraint on a potential revenue-
raising instrument (this is a 1less significant factor
for lorries than for cars since hauliers are more
conscious of the total tax they pay):;

(c) it would be inconsistent with previous policy (last

year VED on lorries was raised by 50 per cent more than

revalorisation whereas derv duty was only revalorised);and

SECRET
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(d) other vehicles using diesel fuel - taxis, coaches and

. diesel driven cars - would have to bear real increases
in their total +taxation unless their VED 'rates were
also adjusted éccordingly (stage bus services would
not be affected as they would be compensated through
the bus fuel grant).

9. You raised the possibility of a larger switch from lorry
VED to derv duty, by increasing derv duty to the same level as
petrol duty. This would imply a duty increase on derv of 21217,
apart from any revalorisation, and would make derv more expensive
at the pumps than petrol, assuming that factor costs stay the
same. Such. an‘ increase would enable lorry VED ‘to be cut. Dby
£200 million, compared with its present yield of £450 million.
In" fact, a switch of that magnitude is more than Department of
Transport would wish for. Some classes of lorry would be paying
much more in derv duty than their track costs, so that it would
be impossible to achieve an equitable pattern of excess taxation
spread over all classes of lorry. (This is already a problem
for some of the smallest lorries, but it would be much exacerbated
by such a large switch). For some categories of lorry the increase
in derv duty could equal or even exceed their present VED, so

there are bound to be significant losers under such a switch.

Total level of taxation

10. On the total 1level of lorry taxation, the main arguments
in favour of Mr Ridley's proposal for constraining excess taxation
to its present ratio is that a further increase in the excess
would cause industrial costs to increase and could lead to criticism
from road haulage interests. The excess has already risen from
a published figure of £30 million for 1983-84 to £260 million
for 1985-86, although this is largely because the number of lorries
has increased and the trend towards heavier lorries has led to
higher average fuel consumption, rather than through changes in
the real 1level of taxation. The excess 1is forecast to rise to

£300 million in 1986-87 if both duties were revalorised.

11. The main arguments against accepting such a constraint on

lorry taxation are:
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. (a) it would mean forgoing £30 million revenue this year
compared with revalorisation (although Department of
Transport envisage increases over revalorisation from

the lower base over the next two years);

@7 T o would be difficult to explain the apparent
inconsistency of raising lorry VED rates by more than
revalorisation in 1985, cutting them in 1986 and raising
them again in 1987 - even though Department of Transport
envisage that different categories of 1lorries would

benefit from the reductions or bear the increases;

(c) Department of Transport envisage that it would be

e articulated lorries, including the Theaviest lorries
which would benefit from the reductions in VED, which

might not be a popular move with the general public,

given the perception that these 1lorries cause the most

environmental nuisance; and

(d) there would be a particular danger in announcing an
explicit relationship between taxation and road track
costs because it could constrain freedom for manoeuvre
for future years if road expenditure were not to keep
up with the growth in number of lorries, and it would
come very close to hypothecation of the revenue (at
present policy is stated to be merely that taxation

should at 1least cover road track costs for each. class

ofsTorryi):
12. A further consideration in deciding what to do about lorry
taxation is the decision taken on cars. Logically the two are

quite distinct as different arguments apply to the two cases,
but they are 1likely to be 1linked in public perception. In
particular, if the car rate of VED is increased, it would be
difficult to defend cuts in VED for lorries, or possibly even
leaving lorry rates untouched, especially if petrol and derv duties

are both increased by similar amounts.
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‘3. The final, but very important, consideration in determining
lorry VED rates is the decision reached on the hydrocarbon oil
duty - rates. If you were to decide to increase petrol duty by
significantly more than revalorisation to recoup lost North Sea
0il revenues, it would probably be necessary to increase derv
duty by a similar amount, because of the danger that a wider margin
might not be passed on at the pumps, but could be used by the
0il companies to increase their protit margins on derv. But a
decision to go for a large increase in derv duly would constrain
possible action on lorry VED; irrespective of the view taken on
the merits of the argument. It is likely to lead to a shift in
the balance of taxation in the direction sought by Mr Ridley,
but would make it harder to keep total taxation within the

constraint he is seeking.

Recommendation

14. Although there are good arguments in favour of Mr Ridley's
proposals, the main considerations from the Treasury point of
view are the need to maintain revenue from lorries and to avoid
the apparent inconsistency of moving lorry VED rates in different
directions (albeit for different vehicles) in consecutive years.
It is difficult to reach firm conclusions until decisions have
been taken on the oil duties. But our general view is that our
interests are best served by not agreeing to Mr Ridley's proposals,

since that would retain maximum flexibility.

Conclusions
5. €N caEsS
(a) revalorisation of car VED

On lorries

(b) if revalorisation of the fuel duties is sufficient,
and VED is also revalorised, lorry VED should also be

increased by the equivalent of revalorisation;
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if petrol and derv duties are to be increased by
significantly more than revalorisation, lorry VED could
be left unaltered, provided that the increase in derv
duty yields at least the same amount of revenue on
revalorising both derv duty and VED on lorries would
have done (leaving VED unaltered for ordinary lorries
would not necessarily enable Finance Bill space to be
saved as we are committed to increasing VED for farmers'
vehicles, and last year Parliamentary Counsel advised
Ehat if any of the tables of lorry rates are altered
they should all be reprinted - but we are pursuing this

point); and

lorry VED should not be reduced, no matter how large

the derv duty increase.

16. If you agree with these conclusions you may wish to discuss

the issues with Mr Ridley, as he suggests in his letter, as he

will be disappointed at the outcome. Or, if you prefer to write,

we can provide you with a draft reply.

Ll L

K M ROMANSKI

SECRET
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The Scotch Whisky Association

Limited Liability Registered in Scotland No. 35148
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Mrs D Leicester
Chancellor's Diary Secretary o
HM Treasury
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Dear Mrs Leicester

You will doubtless recall that when we last spoke I said I would
advise you nearer the time of the names of those forming the
Association's delegation to meet the Chancellor at his Treasury
office at 2.30 pm on Thursday 30th January. Our delegation will
be:

Mr J A R Macphail OBE Chairman, The Scotch Whisky Association
Chairman, The Highland Distilleries
Company plc
Chairman, Robertson & Baxter Limited
Chairman, The North British Distillery
Company Limited

Mr R S Temple Member of Council
Finance Director, The Distillers
Company plc
Mr I C Straker Member of Council
Chairman, the Association's Public
Affairs Committee
Chairman, Seagram Distillers plc
Professor D I MacKay Economic Adviser to the Association

Colonel H F O Bewsher OBE Director General and Secretary, The
Scotch Whisky Association

I shall of course let you know if there should be any last minute
changes. That apart, I look forward to seeing you on Thursday

next.

With kind regards meantime,
Yours sincerely
ok
,l
H F O Bews
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TAXATION OF ALCOCHOLI
INTERDEPARTMENTAL MEET

RINKS AND TOBACCO :

=
-
o

We have now held the inter-departmental meeting with officials from the
sponsoring Departments and DHSS to which Miss Frankis' note of 11 December
gave your approval. I atftach for your information the agreed note of the

meeting. None of the points made was new to us, but you may expect the Minis

concerned to write formally with their views (Mr Jopling has already done

S05)
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CONFIDENTIAL

TAXATION OF TOBACCO AND ALCOHOLIC DRINKS: CONSULTATION OF OTHER GOVERNMENT
DEPARTMENTS .

INTRODUCTION

q . Customs and Excise convened an inter-departmental meeting of officials to
discuss, as in previous years; the takation of tobacco products and alcoholic
drinks. The report below summariscs the views expressed by the Deﬁartment of
Health and Social Security, Department of Trade and Industry and Ministry of

Agriculture, Fisheries and Food at the meeting on 8 January 1986, at which the

official Treasury was also represented.

2. All views expressed in discussion were those of officials. In most cases
Departmental Ministers will write formally to the Chancellor of the Exchequer
before the Budget.

ALCOHOLIC DRINKS

Levels of duty

=i MAFF expressed the hope that the difficulties currentiy facing the brewing
and spirits industries would be taken into account when duty levels were set.
The duties had been increased in real terms in 1985, and should, in MAFF's view,

be no more than revalorised in 1986.

L, The view of DHSS remained much the same as last year. Their "Drinking
Sensibly" policy'was to make people aware of the harm caused by alcohol misuse

and price levels were an important signal: it would be undesirable to allow the

real cost of alcohol to fall. This year DHSS would égain regard revalorisation

as the minimum acceptable, 'but hoped for increases higher than this, if possible

as part of a longer term progressive rise.
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Relative tax burdens

Die DHSS felt that beer, as the most widely consumed alcoholic beverage, was
responsible for the greatest damage to health. It was therefore important that
the duty level should be kept up (this did not mean though that DHSS were asking

for more lenient treatment of other drinks).

b Customs and Excise pointed to an apparent trend towards a reduction in

differentials between the different drinks duties, measured per degree of
alcohol. This was seen by DHSS as rational and sensible, since alcohol was the
harmful ingredient. MAFF also favoured this development as rationalising

conditions of competition.

T For MAFF the relatively high level of duty on spirits and the special
problems of the industry suggested that this sector should be given favourable
treatment. Ideally MAFF would want to see any increase in duty on winé and beer
weighted towards the former, consumption of which was relatively buoyant, but
they accepted that the European Court Judgement constrained such action. On
cider MAFF felt that there was a case for increasing the duty by the same

monetary amount as for beer.

Sl In discussion of the Scotch Whisky Association's request for an increased
period of duty deferment, MAFF said that they believed there might be a case for
giving this for at least wine and spirits. It was relevant that the beer and

cider industries had not sought such action. Customs and Excise thought the

beer and cider trades would be bound to ask for longer duty deferment once it
was granted to other industries. DHSS pointed out that if this were to result

in lower prices to the consumer, they would be opposed to the ideaj; but both

" MAFF and Customs and Excise thought it more likely that any financial advantage

gained from deferring the payment of duty would go to increase profits rather

than to cut prices.



TOBACCO PRODUCTS

Levels of duty

G DHSS said they were mainly concerned with cigarettes. Recent figures from
the Office of Population Censuses and Surveys had shown a substantial incidence
of smoking among young people. The government was under increasing pressure
from medical and other groups to combat the health risks of smoking. Fiscal
policy had an important part to play, alongside voluntary agreements and health
warnings etc in stopping people smoking. DHSS were in no doubt that price was
the most important factor affecting consumption and they would support sustained

increases in tobacco taxation in real terms.

10. DTI said that tobacco had been harshly treated in recent years. The
industry was an important employer in high unemployment areas; heavy duty
increases could mean more redundancies. DTI also expressed -the concern felf by
the tobacco industry over cheap imported cigarettes. These accounted for a very
small share of the market at present but it was getting larger. DTI would
prefer any increases to be in the specific rather than in the ad valorem element

of the duty.

Relative tax burdens

11. DHSS said that the health case against hand-rolled cigarettes was the same
as that against manufactured cigarettes. But pipes and cigars were as dangerous
as cigarettes only if inhaled, and little used by young people. DHSS hoped for
revalorisation of these duties but attacﬁed less importance to the maintenance
or increase of the real level of these duties. '

‘12. DTI referred to the arguments of the tobadco industry in relation to pipe
tobacco and cigars. In particular DTI pointed out that more than 50 per cent of

cigars were smoked by people in lower income groups.

HM Customs and Excise By e e A = FiEen e e Saniein e B e

January 1986
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FROM: P WYNN OWEN
DATE: 30 January 1986

PS/CUSTOMS AND EXCISE ce PS/Minister of State
PS/Financial Secretary
Miss Sinclair
Mr Romanski
Mr Wilmott (C&E)

TAXATION OF ALCOHOLIC DRINKS AND TOBACCO:
INTERDEPARTMENTAL MEETING
The Chancellor has been prompted by Mr Wilmott's note of 29 January

on the interdepartmental meeting to ask for a quick note on the
case for, and cost of, increased duty deferment for Scotch whisky.

E

P WYNN OWEN
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Our officials have been discussing a proposal to strengthen
the enforcement of vehicle excise duty. Time is running
short if a provision is to be included in the Finance Bill
1986 and in the interests of facilitating a quick decision
I thought it would be helpful if at this stage I commented
on the policy aspects of the proposal as I see them.

Currently, when VED evasion is proved in court, the
offender has to pay a fine of up to five times the annual
rate of duty plus a mandatory element of all back duty owed.
I should like the relevant legislation amended so that the
mandatory element 1is increased to twice back duty owed.
This measure would give a clear signal of the Government's

determination to tackle VED evasion vigorously: Treasury
Ministers and I have come under sustained Parliamentary pressure
on this. And it would enable much better use to be made

of resources, by encouraging many more offenders to accept
out * of - court 'settlements, Wwhich are at a rate of 1%. times
back duty plus a charge of £10. This would increase the
effectiveness of enforcement manpower in my Department; and
it would ease pressures on the police, where they undertake
enforcement work, and reduce the load on Magistrates Courts.
I would also expect such a measure to increase the deterrent
to VED evasion.

I understand that your officials and Malcolm Rifkind's
(who are also involved in these discussions) have been able
to support the proposal for multiple back duty in principle,
though this 1is subject to consultations with the relevant
Courts Associations. However, it seems that the Magistrates'
Association have seen difficulty in it because, though
recognising that it should relieve pressure on the courts,
they have doctrinal reservations about the limitation on
their discretion by the use of mandatory penalties.

CONFIDENTIAL  §
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I hope you will agree that this is a case where the
practical and political advantages .are such that we should
proceed without necessarily having the support of the Courts
Associations. In the Commons debate 1last October on the
PAC report which had been critical of the extent of evasion,
we were asked to consider a mandatory minimum penalty. Failure
to pay VED, a fixed rate tax, where continued evasion manifests
that the offender has the means to run a car, is surely in
a different category from the generality of crime, offences
against the person etc, where one would not question the
case for the courts retaining discretion over penalties.

Moreover, the question of principle seen by Magistrates
cannot really be decisive since the existing provision on
repayment of back duty is mandatory on the courts. I am
anxious to - include this provision in this year's Finance
Bill, both to obtain the resource advantages as soon as possible
and also to meet renewed Parliamentary demands for strong

action against VED evasion. You may yourself see this as
fitting in well with the current crime prevention initiative
following the Prime Minister's recent seminar - not to speak

of any possible application to the analogous case of TV licence
evasion.

We need to have reached agreement on this by the middle
of next month in order to meet the deadlines for this year's
Finance Bill. I should therefore welcome a quick response
from you and from Malcolm Rifkind to whom I am copying this.

I am also copying it to Nigel Lawson and John MacGregor.

}{ﬂNJS SC-“¥tﬁ7'
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RECORD OF A MEETING HELD AT 4PM ON TUESDAY 4 FEBRUARY IN HM TREASURY

Those Present:

Chancellor of the Exchequer
Financial Secretary
Minister of State

Miss Sinclair

Mr Whitmore (C&E)

Mr Bolton (IR)

Mr Macphail - Chairman of Scotch Whisky Association (SWA)
Col. Bewsher - Director, SWA

Professor Mackay - Economic Consultant, SWA

Mr Temple - Finance Director, Distillers

Mr Straker - Chairman, Seagrams

Mr Macphail thanked the Chancellor for seeing the SWA. They had
been pleased by the last Budget, but there was a long way to go.
They had three main requests concerning stock relief, duty per

degree of alcohol and duty deferment.

2. The industry was over-taxed by £31 million per annum.
Assuming £5 profit per case, which was good going, that meant the
profit on 9 million cases was lost. It was ironic that the 1915
statute which imposed the statutory minimum three year maturation
period was now used by the SWA as the basis for demanding a special
three year CT allowance for the industry. Otherwise the industry
would be severely damaged by the long-term effects of the abolition
of stock relief. Total trade was down 18 per cent on its peak and
1985 exports were the worst, in volume terms, for 13 years.

=1 The duty rate per unit of alcohol on whisky still left it
severely discriminated against compared to other alcoholic drinks

(see Figure 9 on page 15 of the SWA's written representation).
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4, Duty deferment should be increased from 4 to 8 weeks. The tax
should in theory be levied at the point of purchase. It was easier
for the Government to collect the duty earlier, but this meant
producers paid up to 3 months interest, which could amount to up to

58p per case.

5% Col. Bewsher said a move on duty deferment would bring the UK

more into line with the rest of the EC. The Chancellor said he had

made a substantial change on duty deferment in 1982/83, which went
a long way towards meeting the SWA requirements. On duty per
degree of alcoholic strength, he noted whisky was gradually being
brought into line with other alcoholic drinks.

6:e Professor Mackay appreciated what had been done since 1979,

but the market was moving faster. Tastes were changing to the
detriment of the industry. The Exchequer would benefit from a duty
shift towards other drinks. SWA demands were within the realms of
possibility. The table beneath page 20 of the SWA booklet showed
that it was almost impossible for the industry to thrive.
Companies such as Macallan Glenlivet or Macdonald Martin
Distilleries, which held malts a long time, were crippled and this
dragged the whole industry down.

Tin The Chancellor said a CT exemption for one industry could not

be ring-fenced, even if he was persuaded of the need for 1ts ~But
the continued battle to get inflation down would help. As for duty
per ' sunit of. walcohol, EC regulations prevented him from

substantially increasing duty on the buoyant wine market.

8. The Chancellor asked about the home market, which he thought

was performing a little better. Mr Macphail said much depended on

the period. The 12 months to October 1985 saw the home market down
2 per cent, since the last Budget it was up 8.8 per cent, and since
October 1985 it was down 5.2 per cent. More realistically, the
home market was 18 per cent down on its standing 5 or 6 years ago.
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It could not be seen as buoyant. As for volume, an increasing

proportion was being taken by cheap, own-label brands, especially
at Christmas.

2 A The Minister of State asked about the decision by all spirits

manufacturers not to advertise on television. Mr Macphail said

opinions differed, but the general view was that spirits, 1like
cigarettes, ran the risk of being banned if they overdid such
advertising.

10. The Minister of State asked about the market age structure.

Mr Macphail said more scotch drinkers were dying than taking it up.
Professor Mackay said there were no detailed figures, but their
impression was younger people were moving to white spirits, wines
and the 1like. The Minister of State observed that it did not
matter if it was an old people's drink, provided everyone turned to
it as they grew older! The Chancellor said increased longevity
should assist the industry! Mr Macphail said vodka drinkers did
not seem to progress to scotch. The Chancellor said the problem
was scotch had once had an enormous 52 per cent share of the
spirits market, which naturally fell as the variety of products
grew.

11. Mr Straker said scotch now had 48 per cent of a much smaller

spirits market but, more importantly, the image of scotch was being
eroded. Everything possible was being done in the US and Japan to
market it, but it was hard to find the money for this,given the vast
amount being taken by the Exchequer. The industry had serious
problems. In 8 years employment had fallen from 27,000 to 16,000.
He felt very strongly that if the Chancellor could not restore the
stock relief position with a statutory maturation allowance, at the
very least he should not take any more from the industry.
Professor Mackay said he was aware of the CT constraints on the
Chancellor, but even 3 to 4 per cent inflation over a period of
years could cripple the industry. The sums were not large in
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Exchequer terms. Mr Macphail pointed out Mr Straker's company was

in the impossible position of requiring a 122 per cent return on

mature scotches to break even on them.

12. The Chancellor said he was grateful for the cogent SWA

representation and would mull over their points. Since 1979 the
Government had accepted the SWA had a strong case. But there was no
way it could legally discriminate between spirits, much as it might
wish to.

..

P WYNN OWEN
7 February 1986

Copies to:

PS/FST

PS/MST

Mr Scholar

Miss Sinclair
Mr Romanski

Mr Murray
PS/C&E

Mr Whitmore (C&E)
PS/IR

Mr A Walker (IR)
Mr Bolton (IR)
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BUDGET-CONFIDENTIAL

MRS R LOMAX
4 February 1986

cc PS/Minister of State
Sir P Middleton
Mr Monger
Mr Scholar
Mr Pratt
Sir Angus Fraser - C&E
PS/C&E

MR KNOX - CUSTOMS AND EXCISE

EXCISE DUTY OPTIONS

The Chancellor would be grateful for quick notes on the following:-

(1)

(ii)

The practical constraints on widening the differential
between petrol and derv.

A comparison between across the board prices - only
revalorisation of all the specific duties and VED and a
package which combines a complete standstill on all
duties (including VED) with 10p increases in both
cigarettes and petrol and 9p increase in derv. He would
like to see the implications for both yield and RPI.

RACHEL LOMAX
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Treasury Chambers, Parliament Street, SWIP 3AG
0O1-233 3000

5 February 1986

B C Simpson Esqg

Chief Executive

The Tobacco Advisory Council
Glen House

Stag Place

LONDON

SW1E 5AG

Dear WL 8;“?&0“’

I am writing to confirm that the Chancellor of the
Exchequer will be pleased to meet a small delegation from
the Tobacco Advisory Council on Wednesday 12 February at
2.30pm in HM Treasury.

You said that the TAC would be represented by
Mr Stewart Cameron, Mr Andrew Reid and yourself.

owis simwdb :
Delooie gy

MRS D C LESTER
Diary Secretary
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The Rt. Hon. Nigel Lawson, M.P.,
Chancellor of the Exchequer,
H.M. lreasury,

Parliament Square,

LONDON,

SW1P 3AG
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Dear Chancellor,

May I first of all thank you for seeing the Association's delegation and
giving it an opportunity to explain the main problems facing the industry, as
a result of both the taxation and duty situations. We are grateful for the time
and trouble you have taken to understand the circumstances of our industry.

I am sorry that it has once again been necessary to bring up the question
of the inflationary factor on maturing stocks of Scotch Whisky and the very unfair
and adverse effect that it has of loading the industry's annual tax charge.
It is estimated that the historical cost of whisky stocks is some £1600m and
if we assume an inflation rate of 5.5% and Corporation Tax at 35% we have an
inflation, but in fact a non existent, profit of £88m, which at 35% gives a tax
charge of £30.8m per annum.

If your officials are in any way dubious about the above method in arriving
at the charge I would refer them to the COSA Actual/Estimate column on Page 21
of our presentation, which adds up to £88.4m, if you include £9.3m being the
COSA adjustments in respect of Arthur Bell, I.D.V. (Export) Ltd, Inverhouse and
Charles Mackinlay & Co. Ltd. The tax charge on £88.4m at 35% is £30.94m.

This is the equivalent of confiscating the post tax profits on 9 million
cases of whisky, if we assume a 5 per case profit, which most of us would be
delighted in practice to receive. To put the matter in perspective the Home
Trade accounts for, at the present time, 12 million cases per year.

We explained to you how seriously the present system jeopardises the
profitability of the industry, particularly of those companies producing the
high quality products including malts and deluxe blends which are so important
to the image of Scotch Whisky as a prestigious product. In that connection,
you may be interested to know that I have today heard from Wm. Grant & Sons Ltd.
that, after including the real cost of replacing plant and machinery, their
effective tax charge on a replacement cost basis comes to 97%. In this situation,
the company can be forgiven for wondering what is the purpose of staying in
business?

The present situation is manifestly unfair and adversely affects the whole
industry and it must, of necessity, take every step to eliminate what is seen
to be a serious and continuing discriminatory system. I do not wish to be rude,
but there is a view that the industry is being subjected to an annual tax
surcharge, currently £30m because of administrative expediency.
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We cannot beljeve that the changes necessary to rectify this unfair situation
would pose undue problems for the Government and frankly consider that it only
requires the necessary political will to implement them.

As regards the other two matters raised, the industry is very much aware
of the constraints placed upon you regarding duty and is very appreciative of
the steps you have taken on its behalf to enable it to move towards competing
on equal terms with other alcoholic beverages, but as figure 9 on page 15 shows
there is still a long way to go before the Scotch whisky industry ceases to
operate at a disadvantage in the market place as a result of the taxation burden
placed upon it.

Finally, on the question of duty deferment, it seems logical that the duty
should be raised at the eventual point of sale, but it was obviously simpler
and more convenient for the Government to raise it at an earlier stage, which
of course meant the industry funded the outlay for anything up to three months.
Four weeks credit for duty is already in force and the proposal of a further
four weeks deferment goes some way to reducing an overhead, which puts the
industry in a less competitive position compared with the alcohol beverage
producers on the continent.

You will recall that as soon as duty deferment was implemented half the
benefit therefrom was immediately taken away from the industry by the Customs
and Excise abolishing tolerances in assessing spirit strength.

I hope that you will be able to see your way to injecting some optimism
into the industry. It certainly needs it at this time.

Yours sincerely,

J.A.R. Macphail
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MR KNOX - CUSTOMS AND EXCISE cc Minister of State
Sir P Middleton
Mr Monger
Mr Scholar
Mr Pratt
Mr Jefferson Smith - C&E
Mr Wilmott - C&E
Mr Bone - C&E
Mrs Hamill - C&E
PS/C&E

ALTERNATIVE EXCISE DUTY OPTIONS
The Chancellor was grateful for your minute of 4 February.

Zis He has asked for one further package,.glong the same lines,
which would have a scorecard effect of approximately =zero. He
guesses this might combine a complete standstill on all the
specific duties (including VED) with increases of 9p for cigarettes
and petrol and 8p for derv. If this does not work however he

suggests you shade down the increase for derv accordingly.

3 The Chancellor may wish to refer to this at Monday's overview
meeting, so could you please copy to the full overview cast list?
And - if possible - could you meet the deadline for overview papers
(circulation on 6 February).

RACHEL LOMAX
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of unemployment 1is between £21.5bn and £24 bn per
year on the basis of figures that every unemployed

person costs £6300-7000 per year in benefits and
lost taxes. N e

A DA 0

He claims that the cost of unemployment in these
terms has risen by £14bn since 1979 and that the
total cost of current levels of unemployment is
equivalent to a reduction in income tax from 30p
to 1:2p 7in: the.<£.

(
Let me yaake Jjust two points. First, even accepting

RHG's figures, this sort of extrapolation is absurd.
Is the RHG suggesting that unemployment will fall

to =zero? Overnight? That's what would be needed

to make sense of these figures. But it wont, and
he knows it wont . If it were so easy, whefgzihe tax
cuts under the last Labour Government which, on RHG's
analysis, also 'wasted" large sums of money on
unemployment.

More seriously, the RHG really cannot bandy these
figures around without saying how he will conjure
up this reduction in unemployment. How will he set
M&mt'creautlgainful employment for all these people?
A grcat surge in spending is no doubt in his mind
- but the consequent surge in interest rates and
inflation, and the devastating effects of that on
the real productive industry of the economy, seem
not to be 1in his mind. How many real Jjobs would
he destroy in his attempt to create a few temporary

A N
ones?
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FROM: M C SCHOLAR
DATE: 6 February 1986

CHANCELLOR ° ces Chief Secretary
Financial Secretary
Economic Secretary
Minister of State
Sir P Middleton
Sir T 'BUurns
Mr F E R Butler
Mr Cassell
Mr Monck
Mr H P Evans
Mr Odling-Smee
Mr Pratt
Mr Cropper
Mr Lord
Mr H J Davies

CABINET 13 FEBRUARY: ECONOMIC STRATEGY PAPER

I attach, for your 10.00 am meeting tomorrow, a draft paper
for next week's Cabinet discussion of the economy and Budget

prospect.

2 It has, unfortunately, been necessary to draft the paper
before your discussion of the forecast and the economic
background to the Budget. The draft is, therefore, very much
a shot in the dark. In the light of your views, and tomorrow's
discussion, we will need to revise it quickly, so as to be
able to send it across to No 10 in the course of the day (unless
No 10 take the view that, in the present rather exceptional
circumstances, it would be best no- to circulate the paper

until, say, Tuesday).

8. One or two points in the annexes are still being checked

and brought up to date.

MLs

M C SCHOLAR

SECRET

Eondeny
STRAT =

Paber.
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ECONOMIC STRATEGY
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Oty Our approach to the 1986 Budget comes at a time of
T bee
bees considerable turbulence in the markets, resulting from a

Lo trmihoctrm Klns
tuke  precipitate fall in the price of o0il [and uncertainty about

[ QT TP Ty :
3 the dollar]. The current oil shock has already reduced prices

Oana oS s {
[, dossell to more than [30%] below their level at end-November.
Chlsi-pe w1 A

T\N = &t..n. -5V BO toa Smnotre fRoltle )
R 2. We are weathering these storms - although there may be

Ca— some way yet to go. In so doing we are being greatly helped
(SN e, A
pesro—is= by the strong underlying performance of the economy, on growth,

inflation and on external account; and above all by the

reputation we have built up for sound and prudent policies.
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Economic Prospects Ahgxam?& I R
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35 After the strong growth during 1984 in world output and

trade 1985 saw some slow-down in activity. But lower oil
and commodity prices in 1986 will have beneficial effects
on the oil-consuming countries, and the forecast for the major
industrialised countries is for output growth averaging 3 per
cent. Inflation “will ¢ stay  .low: indeed there may be stable

prices in the economies of Germany and Japan.

4., The UK economy grew rapidly in the second half of 1984

and first half of 1985, at an underlying annual rate of about

S~ | 4 per cent. I expect 1986 to be a further year of steady
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non-inflationary growth, at a rate very slightly below that

of 1985 as a whole.

54 The improvement in the performance of the economy - to
which our policies have been consistently directed - shows
up in a number of recent indicators. On .. productivityy. forxr
example, 1985 saw further substantial gains: up about ffper

cent in manufacturing, an increase similar to, or a little
higher than the average increase of the previous five years.
Our performance here compares very favourably with that in
earlier years; and also with that of the majority of our

competitors abroad. Comparative figures are set out in Annex 1.

6. Capital spending has generally been rising faster than
output in recent years and further growth is expected in 1986,
as a response to higher profits and continued expansion in
output. Exports performed well in 1985, responding to the
rapid growth in world trade: indeed, UK exporters increased
their share of world trade. The prospect is for continued
growth, albeit at a slower pace. Even after the fall in oil
prices, another substantial current account surplus is in
prospect for 1986, helped by rising earnings from our increasing

stock of overseas assets.

7= 1986 is likely to see a sizeable rise in consumer spending.
This reflects rapid growth in real disposable incomes - itself

the result of the high 1level of wage settlements in 1984-85

2
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and the reduction in inflation this vyear. Earnings are
currently rising at or above 7% per cent. With inflation
likely to fall below 4% this year, the average employee's

pay may rise by 4-5% in real terms during 1986.

8. JEmployment is likely to be nearly 1% higher in 1986 Lhan
1in 2519857 this represents about another 200,000 jobs. But
despite five years of continuous output growth and a growth
in employment of over 700,000 since the summer of 1983
unemployment remains at an unacceptably high level. It 1is
unlikely to fall substantially while wages rise well ahead
of " prices, 'and "while ‘our ‘unit . labour costs are increasing
much more . than those of our competitors. International
competitive pressure should restrict the ability of some
employers to agree to large settlements, but it remains vital
to press on with measures to improve the operation of the

labour market.

D5 The main uncertainty at present is the o0il price. Over

N
pthe past few months spot prices have fallen from $30 to under
o=

$16 a barrel - almost back to pre-1979 1levels and well below

A
_them: in 'real terms -~ 'and priges -pould fall "further still.

Although there are, of course, beneficial effects for the

\”, -

are ggacginqr unpredictably to news of OPEC and non-OPEC

policies; and there are fears, too, about the effects of
these changes on some major oil producers, and through them

on the international financial system.

3
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UK economy in lower oil prices, the markets are nervous, and
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10. Annex 2 sets out key figures from the forecast.

Borrowing

11. The Public Sector Borrowing Requirement (PSBR) for the

current financial year looks 1like turning out close to the

| £7 billion figure in the Budget (and below the £8 billion

fin the Autumn Statement). But there is still a considerable

margin of error, and the outturn could be above or below the

present forecast by £1 billion or more.

12. For 1986-87, +the 1985 Financial Statement and Budget
Report (FSBR) projected a PSBR of £7% billion or 2% of GDP.
But since then we have announced revised public expenditure
plans, adding about £4 billion to public spending programmes.
About half of that came from rolling forward the Reserve,
but the rest was met by increased privatisation receipts.
Although these additional receipts score in the accounts as
negative expenditure their economic impact is much more akin
to additional government borrowing than to lower public
expenditure. Other things being equal, therefore, we would
need to adopt a PSBR some way below £7% billion in order to
maintain a fiscal stance which is no looser than we have so

far planned.

13. But other things are not, of course, equal. In particular,

only a part of the very large fall in oil prices was allowed

4

SECRET

IR



. L&\L\
(/k’“ "
. SECRET C{M ){\ dL :\‘)\L\\ \VH/“

L

£ ,for in last year's projections. There is a case for taking
O
Ubwﬂéfv;part of the strain of lower o0il revenues on temporarily higher

o 1 - :
\v Vo borrowing. Nevertheless, with markets»volatile and uncertain
W, ~— ~-
s .0 and further falls in the oil prlce - -at least -for "a. 'time - very
W;”{r,» much a possibility, my view is that we should aim to set a

/ [ et=ze B 7T

s PSBR for 1986-87 below £7% billion and perhaps just below

,éﬁ\ ithe level of this year's estimated outturn.
Fiscal position

l4. Last year's Autumn Statement gave, for the first time,
no figure for the fiscal adjustment. Parliamentary and public
comment, therefore, started from the £3% billion fiscal
adjustment figure projected in the 1985 FSBR, although informed
opinion quickly guessed last autumn that the actual figure

would inevitably turn out to be a good deal lower than this.

r
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'15. The fall in oil prices over the past few months has further
'limited the room for manoeuvre. Every $1 fall in the dollar
g .
(,u A (oil price, assuming an unchanged sterling dollar exchange
f“’“fl - _rate, reduces revenues by about £% billion., The pressures
\edd ) for higher public expenditure remain intense: substantial

N\

¥ & Ye@n v

ot il claims on the 1986-87 Reserve are already in view, and the

rise in domestic interest rates in January will increase the
total of debt interest, already running at over £18 billion

a year. Were it not for buoyant non-oil revenues we would

L
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he almost certainly be facing the need to increase taxes next

p A e
o J | year.
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16. Much may change between now and Budget day. But, on
present indications, I expect there to be 1little scope for
any new measures in the Budget, after providing for indexation.
This makes it the more important to concentrate on measures
which will improve the performance of the economy, to improve
incentives, efficiency and the free oper?tion of markets,

Gpe-e A

as the best way to ensure growth of output and emplo§ment.
17. Annexes 3 and 4 set out the revenue ettects of wvarious

tax changes, together with a note on the Lax burden.
Summary and Conclusion

18. Our policies continue to deliver steady growth - now
about to enter its sixth year - and declining inflation,
although unemployment remains stubbornly high. The d;fficult
financial conditions over the past month or so have ﬁnderlined
tLe importance of the sound financial policies we have adopted,
which have allowed us to take a firm stand in the face of
strong and unwelcome pressures in the markets. We need to
stick to these policies in the Budget, so as not to put at
risk the good prospects for continuing growth, declining
inflation, higher employment, [and, if employers are more
successful 1in controlling their pay costs, a = Ealklssan

unemployment].

6
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19. I seek colleagues' views on the appropriate level of
the PSBR for 1986-87 (paragraph 11), and on the broad shape

of the Budget (paragraph 14).

(N.L.)
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Labour Productivity in manufacturing, annual average growth

in the UK va N\ vv\r T}{l’\*%

¥969-1975 2 L
1.97.051:97.6
3971-12977
1872-1978 2.0
19701979
1974-1980
1975-1981
1'97:6—198%2
197 7-1983 2.4
1978-1984
19791985 346

Source: CSO

Labour productivity in manufacturing, annual average growth

in major industrial countries

1969-=1979 - 1979-1985

United States 2iie.5 2ie:5
Japan 8.3 e
Germany 4.5 2: 319
France 5.4 2D
United Kingdom 2 3 3%:.8
Italy 5l 3.8
Canada 3@ <6

Source: OECD



1979
(2)
World GNP, in 3%
major 7 economies
(per cent change)

(2)
UK GDP, 23
(per cent change)

(2)
Domestic demand, 4
(per cent change)

Retail prices Q4 17%
(per cent change)

Interest rates 132
(average 3-month
interbank)

Current balance - 3
(£ billion)

Unemployment 5
(UK, per cent
excluding school
leavers)

Sterling Index 87

0il prices,$,
North Sea 2032

PSBR, financial 4.8
years, per cent
of GDP

SELECTED ECONOMIC INDICATORS

1980

1

vk

- 3%

15%

163

96

341
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1981
13

-1

12

14

9%

95

37%

3.3

(1) Provisional pre-Budget figures.

(2) At constant prices.

(3) Early February.

(4) Not a forecast. Figures based

(5) As in 1985 MTFS .

1982

-
2

23

1231

11,

90%

33

1983
23

3%

10

12

83

30

iz

1984
43

23

23

10

123

78%

291

3.1

on assumptions in PEWP.

1985

3%

5%

12

32

33

78
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1986

3%

(3)
13

(4)
13

(3)
T4

(3)
1731
(5)
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. ANNEX 3
REVENUE EFFECTS OF TAX CHANGES
A. Direct Taxes: Indexation

The RPI increased in the year to December 1985 by 5.7 per cent. With indexation by this

amount and statutory rounding, the figures for the main allowances and other thresholds

would be:
Personal allowances 1985-86 1986-87
£ £

Single and wife's earned income allowance 2205 2335
Married allowance 3455 3655
Bands eg

30% rate 0-16200 0-17200
60% over 40200 over 42700

The total revenue costs of indexation of income tax (reflected in the forecast) are £1140m

in 1986-87, and £1490m in a full year, at forecast 1986-87 prices and incomes.

B Indirect Taxes: Indexation

The effects of 5.7 per cent revalorisation of the exercise duties (including VAT effects,

price changes rounded) are as follows:

Revenue effect

Typical Price Change (1986-87 prices) RPI impact
£m £m
Beer 1p/pint 100 0.07
Wine 5p/70cl light wine 20 0.02
Spirits 31p/bottle 45 0.04
Tobacco  5p/20 King size 150 0.14
Petrol 5p/gallon 260 0513
Derv 5p/gallon 65 nil
VED £5/car 100 0.05
Overall effect (reflected in forecast) 740 0.45

Note: First year and full year revenue effects are virtually identical.



CONFIDENTIAL

C. Ready Reckoner: Illustrative Tax Changes

£ million at forecast
1986-87 income levels

INCOME TAX 1986-87 Full Year
Allowances and Thresholds

1% above indexation on all statutory allowances 210 15
1% above indexation on all statutory allowances

and thresholds 245 190
Rates

Change basic rate by 1p 1125 975

CORPORATION TAX
Change main rate by 1 percentage point 180 310

Change small companies' rate by 1 percentage point 16 30

OTHER TAXES

Change VAT rate by 1 percentage point(l) 700(2) 925
() A 1% change in the VAT rate would change the RPI by 0.5%.
(2)

Provisional forecast
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’ ANNEX 4

THE TAX BURDEN

Since the Government came to power total taxes and NICs as a proportion of GDP at market
has risen by about 5 percentage points, though the ratio has fallen slightly since 1981-82.

The figures are as follows:

Table 1

Total taxation* as a % of GDP (market prices)

1978-79 33.9
1979-80 35.2
1980-81 36.4
1981-82 39.3
1982-83 39.1
1983-84 38.6
1984-85 392
1985-86 (estimate) 38.7
1986-87 (assuming indexation) 38.6

* Including NICs and the local authority rates.

Personal sector

2. Despite reductions in income tax, total personal taxes (direct and indirect, including
employees' NIC and domestic rates) in 1985-86 are about £15 billion higher in real terms lie
1985-86 prices) than they were in 1978-79. For income tax and national insurance
contributions the following table shows how the proportion of gross pay they represent has

risen, particularly for the low paid:

Table 2
Income tax and NICs as a % of gross earnings*
3 average earnings Average earnings 2 average earnings

1978-79 16.0 27.8 31.4
1981-82 20.8 29.3 32.2
1982-83 20.8 29.8 32.3
1983-84 20.1 29.6 317
1984-85 1l S 29.2 31.5
1985-86 (estimate) 19.0 29.0 315
1986-87 (indexation) 19.3 29.1 &S

* Adult male earnings (all occupations). Married couple, wife not working: the couple are
assumed to have no children, to avoid distortion of the figures from the abolition of child
tax allowances.



3. These figures reflect the rise in the standard employees' NIC rate from 63% to 9%.
The lower rates introduced in the 1985 Finance Act do not affect the cases shown. So far as
income tax is concerned, personal allowances have increased by over 19% in real terms since
1978-79 and have increased slightly faster than earnings. The basic rate has been reduced

from 33p to 30p, but the 25p reduced rate band has been abolished.

4. As the table shows, indexation of allowances in the Budget would lead to a very slight
rise in the proportion of incomes taken in tax and NIC. This is because earnings are assumed

to rise by 7% compared with the indexation percentage of 5.7%.

b Since 1978-79 total taxes paid by businesses (outside the North Sea) have fallen
slightly as a percentage of GDP. Within this total, the major change has been a fall in
employers' NIC and NIS as a percentage of GDP, partially offset by an increase in business
rates, as the following table shows:
Taxes paid by businesses £bn in 1984-85 prices
(figures in brackets are %s of GDP)

Taxes on Employers'
self NIC
Corporition employment and 2
tax incomes NIS Rates Other Total
1978-79 Ol 24l 9.3 4.5 355 26,2
(2.2) (0.7) (:31) L1:35) Gl (8.6)
1984-85 6.6 2.5 8.0 55 4.2 20.0
(2:1) (0.7) (:2:35)) (1055.7) (5175:3) (8.3)

ik Excludes North Sea, but includes ACT
2. VED, car tax, road fuel duty, duty on rebated oils, capital taxes.
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ECONOMIC STRATEGY

Memorandum by the Chancellor of the Exchequer

1 The approach to the 1986 Budget 1is inevitably dominated
by the dramatic changes taking place in the o0il market. The

large price fall that has already occurred means a sharp reduction

in prospective o0il tax revenues.

2. The current North Sea o0il price of [$16-17] per barrel
is some [45 per cent] below the end-November level - a change
almost as great as the price increases of 1973 and 1979. It

is hard in current circumstances to make a reliable judgement
about the new level at which o0il prices may settle. We therefore
have to consider the Budget against the prospect not merely
of greatly reduced o0il revenues but also considerable uncertainty

about how large the reduction will be.

3 Our current estimates suggests that if o0il prices settle
at $15 a barrel our revenues from the North Sea will be reduced
to £6 billion for the next financial year. This compares with
receipts of £12 billion in 1984-85. 1In last year's Medium Term
Financial Strategy (MTFS) we expected revenues of £11% billion
for 1986-87

4. There has inevitably been some turmoil in financial markets
as they have responded to the o0il price change. Sterling has
fallen by about [7%] per cent and there has been persistent
upward pressure on short term interest rates. So far we have
weathered the collapse in o0il prices and consequent financial
market turbulence pretty well - though it may not be over yet.
In so doing we are helped both by the underlying strength of
the economy, in terms of growth, inflation and the external
account; and above all by the reputation we have acquired for

sound and prudent policies.
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Fiscal position

5 Faced with this background my judgement is that we must
approach the Budget with considerable caution. This means trying
to avoid going above the £7% billion Public Sector Borrowing
Requirement (PSBR) figure set out in last year's MTFS. If

anything there is a strong case for going somewhat below it.

Bes Much may change between now and Budget Day. Because non-oil
revenues are now projected to be higher than expected I hope
to be able to avoid a net increase in taxes in the Budget. But
there looks like being little, if any, scope for a net reduction
in taxation. We should just meet the public expenditure planning
total set for the current financial year. The need to cope
successfully with the unprecedented situation which the oil
price fall has created for the public finances underlines the
importance of holding public spending next year similarly within

the planning total we have announced.

Economic prospects

7 But while lower oil prices have a profound impact on what
is possible in the Budget, they should not greatly affect our
overall economic performance - although there will be significant
changes within the economy. For the world as a whole, lower
o0il (and commodity) prices will have beneficial effects in 1986
on the oil-consuming countries. The forecast for the major
industrialised countries is for output growth averaging 3 per
cent - a little better than achieved last year. Inflation will
stay low: indeed in Germany and Japan it is 1likely to approach

zero.

8. For the UK, the oil price fall has not caused me to revise
my view that 1986 will be a further year of steady growth, at
an annual rate of about 3 per cent , accompanied by declining
inflation. Different parts of the economy will be affected
in different ways by lower oil prices. While the o0il sector
will not do so well, manufacturing industry in particular should

benefit considerably.
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: I The UK economy is now in a stronger position to take
advantage of the opportunities created by lower o0il prices.
The underlying improvement shows up in a number of indicators.
Last year manufacturing productivity increased by a further
4 per cent. Since 1979 it has now grown at an average annual
rate of 3% per cent. As the table below shows, our performance
here compares very favourably with the recent past; and even

with the majority of our principal overseas competitors.

Output per man hour in manufacturing

annual average growth rates, per cent

1973-79 1979-85
Us 1% 2%
Japan 6% 6%
Germany 3 3
France 5 3%
UK 1 3%

10. Capital spending by business has generally been rising
faster than output in recent years and further growth is expected
in 1986, as a response to higher profits and continued expansion
in output. Exports performed well in 1985: indeed, UK exporters
increased their share of world trade. The prospect 1is for
continued export growth, albeit at a slower pace. Even after
the fall in oil prices, another sizeable current account surplus
is in prospect for 1986, helped by rising earnings from our
increasing stock of overseas assets. (Our net overseas asset

position is now second only to that of Japan).

11. This year is likely to see a significant rise in consumer
spending. This reflects rapid growth in real disposable
incomes - itself a result of the high level of wage settlements
in 1984 and 1985 and the reduction in inflation expected this
year. Earnings are currently rising at or over 7% per cent.
With inflation likely to fall to 4 per cent this year, the average
employee's pay may rise by some 4 per cent in real terms during
1986.
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12. However, this excessive earnings growth remains the chief
threat to jobs. Despite five years of continuous output growth,
and a growth in the number of people in work of over 600,000
since the last election, which I expect to continue, unemployment
is unlikely to show much of a reduction while wages rise so
far ahead of prices. The plain fact is that, despite our very
good ~ productivity . record, . UK "unit.  Tabonr -<coste  have been

increasing much more rapidly than those of our competitors.
13. Annex 1 sets out key figures from the forecast. Annexes 2
and 3 set out the revenue effects of selected tax changes,

together with a note on the tax burden.

Summary and conclusions

14. The dramatic change in o0il prices has had a major - and
adverse - impact on the public finances; but I very much hope
that, thanks to the sound financial policies we have been
following, it will prove possible to avoid raising taxes overall
in the Budget. The impact of lower oil prices on the UK economy
as a whole is more neutral. I expect to see continuing steady
growth for the sixth year in succession; and lower inflation.
This is a measure of the strength of our underlying economic

performance.

15. I seek colleagues' views on the appropriate shape of the

Budget in the light of the circumstances I have outlined.



1979
(2)
World GRP, in 33
major 7 economies
(per cent change)
(2)
UK GDP, 2%
(per cent change)
(2)
Domestic demand, y
(per cent change)
Retail prices Q4 173
(per cent change)
Interest rates 133
(average 3-month
interbank)
Current balance - 3
(£ billion)
Unemployment 5
(UK, per cent
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Sterling Index 87
0il prices,$,
North Sea 203
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1981
3

_1%

12

14

93

95

37%

(1) Provisional pre-Budget figures.

(2) At constant prices.

(3) February 7.

1982
.

2}

123

11

903

33

1983

23

33

43

10

12

83

30

1984
43

2%

23

10

123

783

293

(4) Not a forecast. Figures based on assumptions in PEWP.

(5) Brent price for delivery in March, as of February 7.

1985
2%

3%

5%

12

3%

13

78

273

(1)
1986

3%

(3)
13

3%

(4)

13

(3)
T4

(5)
17
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REVENUE EFFECTS OF TAX CHANGES

A. Direct Taxes: Indexation

The RPI increased in the year to December 1985 by 5.7 per cent.

ANNEX 2

With indexation by this

amount and statutory rounding. the figures for the main allowances and other thresholds

would be:
Personal allowances 1985-86 1986-87
£ £

Single and wife's earned income allowance 2205 2335
Married allowance 3455 3655
Bands eg

30% rate 0-16200 0-17200
60% over 40200 over 42700

The total revenue costs of indexation of income tax (reflected in the forecast) are £1140m

in 1986-87, and £1490m in a full year, at forecast 1986-87 prices and incomes.

B Indirect Taxes: Indexation

The effects of 5.7 per cent revalorisation of the exercise duties l(including VAT effects,

price changes rounded) are as follows:

Typical Price Change (1986-87 prices) RPI impact
£m £m

Beer 1p/pint 100 0.07
Wine 5p/70cl light wine 20 0.02
Spirits 31p/bottle 45 0.04
Tobacco 5p/20 King size 150 0.14
Petrol 5p/gallon 260 0.13
Derv 5p/gallon 65 nil

VED £5/car 100 0.05
Overall effect (reflected in forecast) 740 0.45

Note: First year and full year revenue effects are

Revenue effect

virtually identical.
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. C. Ready Reckoner: Nllustrative Tax Changes

£ million at forecast
1986-87 income levels

INCOME TAX 1986-87 Full Year
Allowances and Thresholds

1% above indexation on all statutory allowances 210 175
1% above indexation on all statutory allowances

and thresholds 245 190
Rates

Change basic rate by 1p 1175 975

CORPORATION TAX

Change main rate by 1 percentage point 180 310
Change small companies' rate by 1 percentage point 16 30
OTHER TAXES

Change VAT rate by 1 percentage point“) 700(2) 925
15 A 1% change in the VAT rate would change the RPI by 0.5%.

(2)

Provisional forecast



. THE TAX BURDEN

CONFIDENTIAL

ANNEX 3

Since the Government came to power total taxes and NICs as a proportion of GDP at market

has risen by about 5 percentage points, though the ratio has fallen slightly since 1981-82.

The figures are as follows:

Table 1

Total taxation* as a % of GDP (market prices)

1978-79 33.9
1979-80 35,2
1980-81 36.4
1981-82 39.3
1982-83 391
1983-84 38.6
1984-85 39::2
1985-86 (estimate) 38.7
1986-87 (assuming indexation) 38.6

* Including NICs and the local authority rates.

Personal sector

2. Despite reductions in income tax. total personal taxes (direct and indirect. including

employees' NIC and domestic rates) in 1985-86 are about £15 billion higher in real terms lie

1985-86 prices) than they were in 1978-79.

For income tax

and national insurance

contributions the following table shows how the proportion of gross pay they represent has

risen, particularly for the low paid:

Table 2

1978-79

1981-82

1982-83

1983-84

1984-85

1985-86 (estimate)
1986-87 (indexation)

Income tax and NICs as a % of gross earnings*

1 average earnings

20

20.8

.8
1
3

16

20

20.
19.
.0
19,

19

3

Average earnings

PAT i
29.
29.
29.
29.
29.
29.

-LO NN O 0 W e

2 average earnings
31..
32
32.
3.
3.1%
305
31,

4
2
3
{7
5

5
-

* Adult male earnings (all occupations). Married couple, wife not working: the couple are
assumed to have no children. to avoid distortion of the figures from the abolition of child

tax allowances.



CONFIDENTIAL

@

The lower rates introduced in the 1985 Finance Act do not affect the cases shown. So far as

These figures reflect the rise in the standard employees' NIC rate from 61% to 9%.

income tax is concerned, personal allowances have increased by over 19% in real terms since
1978-79 and have increased slightly faster than earnings. The basic rate has been reduced

from 33p to 30p, but the 25p reduced rate band has been abolished.

4. As the table shows, indexation of allowances in the Budget would lead to a very slight
rise in the proportion of incomes taken in tax and NIC. This is because earnings are assumed

to rise by 7% compared with the indexation percentage of 5.7%.

5. Since 1978-79 total taxes paid by businesses (outside the North Sea) have fallen
slightly as a percentage of GDP. Within this total, the major change has been a fall in
employers' NIC and NIS as a percentage of GDP, partially offset by an increase in business
rates, and 'other' taxes as the following table shows:
Taxes paid by businesses £bn in 1985-86 prices
(figures in brackets are %s of GDP)

Taxes on  Employers'

self NIC
Corporition employment and 2
tax incomes NIS Rates Other Total
1978-79 qe 2.4 9.9 4.7 3l 27.7
(2.2) (0.7) {3i:17) (1.4) (1514) (8.6)
1985-86 (estimate) 8.2 31 8.0 5.9 4.8 30.0
{21.3) (0.9) t:2:.2) {1572 ) (1.4) (8.4)

1. Excludes North Sea, but includes ACT
2. VED, car tax, road fuel duty. duty on rebated oils, capital taxes.
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TOBACCO ADVISORY COUNCIL: 1986 BUDGET DEPUTATION

1. Organisation.

The TAC represents the UK tobacco manufacturers. Their delegation will be led by

Mr Stuart Cameron (Chairman of Gallaher Ltd) as Chairman of the TAC. He will be
accompanied by Mr Andrew Reid (Chairman of Imperial Tobacco Ltd) and Mr Bryan Simp-
son (Chief Executive, TAC).

2. Purpose of meeting.

The TAC is on the short list of organisations normally seen by Ministers before the Budget.

3. TAC's written representations.

The TAC's written representations call for:

(a) any increase in the duty on cigarettes and hand-rolling tobacco to be limited to
that required for indexation (the revalorisation factor this year is 5.7%, thus an
increase of 5p per 20 cigarettes would require a 6.1% increase in the specific
duty element, and produce £190 million revenue in a full year with an RPI impact
effect of 0.15%)

(b) nil increases on cigars (as in 1985) and pipe tobaccos (as in the last three Budgets).

4. Points for the discussion.

In support of this the TAC are likely to argue that:

(a) Cigarettes duty increases since 1979 have been above inflation and greater than
those for other excise duty goods.
Comment
Duty on cigarettes has been over-indexed by about 23% since 1979, although there
have been marked variations between Budgets, the largest increases coming in
1981 and 1984. However, since 1980 revenue has also increased by 11% in real
terms, and the duty could clearly bear more than indexation on revenue grounds.
The BMA and Royal Colleges of Physicians have argued for a conscious policy
of over-indexation on health grounds. Cigarettes have not borne such hefty increas-
es as beer, cider and petrol, but they have been taxed more heavily than wine,

spirits and derv, since 1979.

(b) Consumption of all tobacco products has fallen by over 20% since 1975 (most
markedly for cigarettes and pipe tobaccos and since 1979), largely due to tax

increases.
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(d)

(e)

Comment

Tax increases undoubtedly have affected consumption, but there has also been

a strong secular trend against smoking on health grounds. Clearances of cigarettes
during the first 10 months of 1985 show a small (0.4%) increase over the same
period in 1984. (Clearance of home products in the period actually fell by 3%

but this was balanced by increassed import penetration). Since 1980 consumption
has fallen about 18%.

As a result of the drop in consumption, over one third of the jobs in the UK tobacco

industry have been lost since 1974, with the majority since 1980.

Comment

Although the drop is partly due to fiscal changes, the secular trend against smoking
and the introduction of new machinery are also relevant. (Consumers may well
have switched expenditure from tobacco to other areas, thus giving rise to increased

employment elsewhere).

UK manufacturers are at risk from increased import penetration and static export

potential.

Comment

Before 1983, imports accounted for under 2% of the UK cigarette market: in

the first 10 months of 1985 this had risen to 9.5%. An important factor has been
the readiness of some European producers to use spare capacity to meet special
orders for "own brands". There are some grounds for believing that a sharp price
increase could encourage smokers to look for cheaper alternatives (imported cigar-
ettes tend to be cheaper). Cigarette exports grew by nearly 20 billion in the

period 1974-82, offsetting about 60% of the decline in domestic sales in that period,
but they peaked in 1983.

Pipe tobacco and cigars merit special treatment because of pipes' importance
to the elderly and poorer smokers, the concentration of employment in disadvant-

aged areas, and depressed markets.

Comment

The market for pipe tobacco and cigars remains in gradual decline. Their manu-
facture is principally based in the Celtic fringes and Liverpool. The health argu-
ments for increases are less strong than for cigarettes. Nevertheless there are
revenue arguments against allowing the presumption to become established that

these products will be automatically excluded from normal indexation.

5. Points to raise.

None. The TAC will not expect detailed comment in advance of the Budget Judgement.
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BUDGET DEPUTATION: SCOTTISH CONSERVATIVE PARLIAMENTARY BACKBENCH
COMMITTEE (SCPBC)

i The Financial Secretary met representatives of the Committee

on 6 February.

2. The Committee did not go into any detail about the particular
tax issues currently being pressed by the Scotch Whisky Industry

- eg duty deferment and stock relief.

S Instead they talked in general terms about the political
attractiveness of helping a Scottish industry, although they

did press specifically for no increase in duty.

4. They said that there had been benefit to the industry from
the actions taken in the last Budget and that they had received

credit for the success of their representations.

6 The Committee said that they would be writing directly

to the Chancellor to pursue their points further.

afft®

Assistant Private Secretary)
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Telephone: n The Automobile Association
Basingstoke (0256) 201237 " ... (L, Fanum House
! o T g\//} Basingstoke
Ly R - Hampshire
AU - RG21 2EA
From: The Secretary —— |
R.A.Menzies R “i
RAM/BSM ' SO 10th February, 1986

Dear Mr. Owen,

Thank you for your
addressed to Lord Erroll
him within the next few d

letter of 3rd February
which will be placed before
ays.

Yoursg sincerely,
P. Wynn Owen,Esq., W
Private Secretary to the
Chancellor of the Exchequer,
Treasury Chambers,
Parliament Street,

London.
SW1P 3AG
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FROM: MRS R LOMAX
DATE: 10 February 1986

MR SCHOLAR cc Sir P Middleton
Sir T Burns
Mr Pratt

BRIEFING FOR THURSDAY CABINET

The Chancellor has seen the 1list of briefing which you have
commissioned for Thursday's Cabinet. He thinks this covers the
ground. He is particularly anxious for a very good brief on basic
rates versus thresholds. He would like this to cover the arguments
in the recent David Howell's speech; the points made by the IFS
(John Kay; Fiscal Studies February 1984); the Fowler point, made by
Sam Brittan today (this needs handling delicately); what has been
achieved so far (including last year's NIC package, which reduced
marginal rates for the very low paid); and factual material, in
particular cross over points for single and married taxpayers,
where the comparison is between the 2p reduction in the basic rate
and equal cost increase in thresholds; and the point about
unincorporated businesses, discussed at today's overview.

25 The only additional material he has asked for is a speaking
note (on which you will need Sir Terence Burns' assistance). This
should cover the outlook for 1987; how the fall in oil prices bears
on the issue of what happens when the o0il runs out - and the debate
over the House of Lords report; the case for prudence (including
why we should not raise the PSBR, in response to the fall in oil

prices).

3% I have not yet fixed a briefing meeting; please let me know if

Al

RACHEL LOMAX

and when you think one would be helpful.
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FROM: MRS R LOMAX
DATE: 11 February 1986

MR SCHOLAR cc Sir P Middleton
Sir T Burns

BRIEFING FOR ECONOMIC CABINET

The Chancellor has had two further thoughts about the briefing for
Thursday's Cabinet:-

(i) the speaking note should make the point - in some detail
- that the employment measures in the last Budget have not yet

fully worked through.

(ii) the brief on rates versus thresholds should explain why
a reduced rate band is not on.

0/

RACHEL LOMAX
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10 As the paper I have circulated makes™ Clear, we
have seen a dramatic fall in oil prices: and that

inevitably has a profound impact on the public finances.
At end-November, when o0il was trading at $29 a barrel,
a fall to $20 would have seemed fanciful. Yesterday
the price for oil delivered in April was [$16], and
there are not many around who would put money on an

0il price as high as $20 through 1986-87.

2 Recently there has been considerable comment
about the effect on the UK economy "when the oil runs
out . The prospect was of declining oil revenues
stretched out over several generations, well into the
next century. We now face the likelihood of 0il revenues

halving between this financial year and the next.

3% Almost certain that we shall face uncertainty
all the way up to the Budget and beyond about new level
at which o0il prices may settle. OPEC arranged their
next conference to coincide with the Budget. It appears
to be a Saudi objective to maximise uncertainty at
the moment. But one thing perfectly clear: prospective
oil revenues - which fall £% billion, all else equal,
for every $1 fall in oil price - well below £11% billion

assumed in Red Book last year.
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4. For the 1last MTFS we looked forward to a fiscal
adjustment of £3% billion for next year. If oil prices
settle at $15 our revenues will have been reduced by
?;kﬁjlion compared to the MTFS assumption. T 15
only because non-North Sea revenues have been hiuoyant
that I am able to offer the prospect of no increase

in taxes this Budget.

5 It is, of course, a considerable disappointment
to lose the scope for tax cuts. This time last year
we thought that, within a framework of prudent and
sound financial policies, there might be scope for
significant ‘tax reduections in . 1986:-87. That prospect

has now - temporarily, I hope - receded.

6. Against the background of so much uncertainty
we must proceed very cautiously. We cannot be sure
that there will be no further slide in the o0il price.

We must put ourselves 1in a position so as to be

invulnerable - or an invulnerable as it 1is possible
to be '~ to such a turnof eventss

T That means that we should choose a PSBR no higher
than the £7% billion in last year's Red Book: and

my preference would be for one somewhat below that
figure. That, in turn, means that there will be little,
if any, scope for a net reduction in taxation, after

providing for indexation - and that judgement, in turn,

2.
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depends on our being successful in holding to the public

expenditure totals this year and next.

8. These last few weeks have seen a fair amount of
volatility 4in - financial markets. We have weathered
this pretty well - thanks to the perception that the

underlying economy is strong, and that our policies

are right. € must build that _Same reassurance into |
‘_u T //‘ e ; ’
’ —87 - and allo us, Wlth‘

suéhhziigeﬁczaig}s/year, a 1tt1§/9Qfé r/zﬁ fog/ﬁang969n7
1987 dget

The Economy

9% Although the assessment of the impact of lower
0il prices is, naturally at this time of year, dominated
by public finance considerations, the effect on the

economy will be profound and pervasive.

10, In . ‘the- face . =6f _the. first two oil :shoeks the
industrialised countries adjusted slowly to their loss
of income: profits were squeezed and there was damage
to investment and growth - and, above all, to employment.
It will not be clear for some time to what extent third
0il shock will be the obverse of the first two. But
we may confidently expect, for industrialised countries
as a whole, a considerable terms of trade gain, higher

national disposable incomes and - provided it is not

3
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all taken out 1in wages - improved profitability and

investment.

fb’"‘“"")""“/ ;5
1l1. For our economy, thefeffect i iate more neutral

with a loss of net o0il exports and deterioration in
the terms of trade. But overall growth should be broadly
unaffected; we are looking for non-oil GDP to grow
by 2% per cent in both 1986 and 1987. And there should
be a further decline in inflation. Most importantly,
with the prospect of more 1lively demand abroad, and
with the inflationary consequences of exchange rate
depreciation offset by falling o0il prices and world
inflation, manufacturing industry stands to benefit
considerably from these changes. We should, in short,
see much more rapid progress than anyone expected with
the adjustment which so much worried the House of Lords

"sfter the il runs out's

12. And, as paper makes clear, we start from a much

improved base. For example:-

- it is quite remarkable both how consistently
productivity has grown, and how consistantly
we have underestimated this. Instead of being
at the bottom of the league table we are now
second only to Japan, with productivity growth

four times as fast as in the '70s;

4
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- exports, too, rose more strongly than we expected
in 1984 and 1985: for manufactures some way

ahead of the growth in world trade;

- with a further rise in profits in 1985 capital
spending by businesses continues to grow faster

than output.

13. Our problem continues to be that this very buoyant
economy is still not delivering falling unemployment.
But there has been a marked improvement in the
trend - taking account of the disappointing December
and January figures - since spring- last year. With
the 1985 Budget expansion of the Community programme
still 1less than half completed, with 1little, if any,
of the effects of the NIC restructuring yet felt, with
labour force growth slowing down, prospects for further
improvement look good. Lfesindustry. willecontrol=.its
pay costs and get itself into a position to take full
advantage of the more lively demand in prospect abroad,
we should see a marked increase in its activity and
a further marked improvement in the prospects for

employment.

14. The task for us, however, is to maintain a framework

of policy which makes it easier not harder for- industry

5
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to get this right. Most immediately we have to consider
a Budget which will cope with the damage to our public
finances which has been the first effect of the oil

price; falil.

6
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TOBACCO ADVISORY COUNCIL

Glen House, Stag Place, London, SWIE 5AG

Telephone: 01-828 2803/2041/2730/6920
Telex: 8953764 TOBCOM

Facsimile: 630 9638 , ‘\\

Mr Philip Wynn Owen 13 February 1986

H.M. Treasury
Parliament Street
London SW1P 3AH

Dear Mr Owen,

After the meeting with the Chancellor yesterday I believe you spoke to
Mr Brian Simpson, and expressed interest in the PEIDA Research to

which Mr Andrew Reid had referred.

I have pleasure in enclosing a copy of the PEIDA Report on Excise
Duties, Taxes and Government Expenditure, and I would draw your
attention to tables 12 and 13 on page 19.

You may like to know that the TAC had a meeting with officials from
H.M. Customs & Excise, who agreed with the conclusions of this report.

Yours, sincerely,

i 23

H B Grice
Executive Director
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PEIDA LIMITED

Planning and Economic Consultants
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EXECUTIVE SUMMARY

This report considers the impact of tobacco taxation,
relative to the effects of indirect taxes on other
excise goods or VAT, on the Retail Price Index (RPI) and
the corresponding influence this has on government
expenditure/revenue and, ultimately, on wage settle-
ments.

Any increase in tobacco taxation has approximately the
same impact on the RPI as a similar percentage increase
in petrol duties, nearly twice the impact of beer, four
times the impact of spirits and over seven times the
impact of a similar increase in wine duties. The
absolute increase in the RPI amounts to nearly one ninth
of a percent for each 5% increase in the specific
element of tobacco duty from present levels. This
compares with the other excise goods as follows:

Effects on the RPI of a 5%
increase in excise duties

Tobacco Spirits Beer Wine Petrol

0.111% 0.0465% 0.0682% 0.0156% 0.115%

To raise £50m in additional tax revenues from tobacco
products would necessarily incur an increase 1in
inflation of 0.0638%. However the consequent effects on
inflation (and consumption) of raising such a sum in
revenue from petrol, beer or VAT would be much lower:

Effects on the RPI of raising
£50m from each revenue source

Tobacco Spirits Beer Wine Petrol VAT

0.0638% 0.109% 0.0513% 0.0443% 0.0268% 0.031%

There would be corresponding costs to the government
of any such increases in the general price level, in
terms of higher expenditure commitments on welfare
payments and lost revenues from provision of higher
personal tax allowances. Based on 1982 expenditure
levels, for each 0.1%: increase in the RPI, the
additional cost to the government is estimated to be at
least £41.648m in a full fiscal year. Following
measures to raise £50m in marginal tax revenue from each
of the sources considered, the indirect costs to the

T
e



government and the resulting net marginal revenues in a
full year would be as follows:

Costs/Net Revenues

(full fiscal year)

£m
Indirect costs @ Net revenues
Tobacco 26 :57 23.43
Spirits 45.40 4.60
Beer 21365 28.635
Wine 18.45 31 i55
Petrol 1 ¥CTe 38.84
VAT 12.91 37.09

Thus, while the offsetting loss of revenue would amount
to 22% of the gross additional income from petrol and
26% of the same from VAT, much higher costs would be
incurred if the required increases in wine taxation
(37%), beer taxation (43%), tobacco taxation (53%), or
alcoholic spirit taxation (91%) were imposed.

The effect of changes in prices on wage settlements is
both significant and rapid. Wage settlements appear to
fully incorporate higher prices within a matter of
months or, at the outside, within two years.

R
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INTRODUCTION

The objectives of this paper are threefold:

(a) to identify the impact on the Retail Price Index
(RPI) of increasing tobacco taxation, relative to
the effects of increasing other indirect taxes or
Value Added Tax (VAT);

(b) to evaluate the 1impact of these inflationary
effects on central government expenditure and
revenues with regards:

(30) the increased cost ol social security and
other welfare payments; and

(ii) the loss of revenue to the Exchequer from
higher personal tax allowance provisions;
and

(c) to analyse the likely effect on wage increases
corresponding to any increase in prices.

Five major excise goods are considered; namely, tobacco,
spirits, beer, wine and petrol. The analysis applies
current Treasury assumptions to evaluate the effects on
the RPI and the impacts on government revenues and
expenditure arising from changes in indirect taxation.

Assumptions

The available data impose a number of simplifying
assumptions on the analysis:

(a) Standard unit proxies for each commodity group are
required, this enabling a 'typical price' to be
determined and a uniform tax structure to be
identified. Cigarettes (20 king-size) are
therefore -used as: a:proxy for all. tobacco
products, a standard 75cl. bottle of whisky (40%
alcohol by volume) is substituted for all spirits,
wine relates to a 70cl. bottle not exceeding 15%
alcohol by volume and the unit of quantity
relating to petrol is one litre.

(b) While the excise duties applied in the analysis
may relate to individual products (from (a)),
consumer expenditure data relates to broader
commodity groups i.e. tobacco, spirits and all
wines. Where necessary, therefore, information
regarding the selected excise products has been

T
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applied to aggregate spending levels for each
commodity group. This makes the implicit but
reasonable assumption that the behaviour of
aggregate spending can be represented by the
individual products selected.

(c) It is assumed that all tax changes are passed on
to the consumer.

Statistical data relates to 1982 (unless otherwise
specified), the latest year for which published
information regarding excise revenues, consumption and
prices is available.
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METHODOLOGY

Any increase in indirect taxation will lead to an
increase in the price of a taxable product and, hence,
in all consumer prices, the extent of the latter
increase depending on the importance of such expenditure
in the construction of the Retail Price Index. Fconomic
theory suggests there will be three consequent effects
on prices and patterns of expenditure:

(a) a substitution effect;
(b) an income effect; and
(c) secondary or multiplier effects.

Following any increase in price, from higher taxation or
otherwise, there will be a change in the quantity of a
product consumed. Total consumer spending on the good
may rise or fall, depending on its price elasticity of
demand. Consumers' patterns of expenditure will change,
either to allow increased spending on the higher-priced
good or to substitute spending in favour of now
relatively cheaper products. The new pattern of
spending will influence the marginal tax revenue
accruing to the government from the tax change.

An increase in the price of a good will also reduce
consumers' real income. Since they will have to spend
more to purchase the same amount of the more expensive
product, their total spending power will have been
reduced.

Secondary price effects follow if the higher-priced
commodity is required as a factor of production (or
distribution) in the manufacture of other final goods
and services. The initial price increase will then be
reflected in the prices and consumption patterns of
these goods and services too.

In principle, therefore, a price change for one
commodity will have an impact on the demand for and
prices of many other commodities. In practice, however,
it is impossible to estimate the full extent of these
'ripple' effects. Nonetheless, the main impact of any
individual price change, on the RPI, tax revenues and
consumption, will be accounted for by the first-round,
direct effects.

i
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In the following sections, the economic consequences of
increasing indirect taxation on the major excise goods
are considered. Latest Treasury model assumptions for
each of the goods are applied. Section 3 determines the
price effects alone of any change in indirect taxation
on tobacco products, spirits, beer, wine and petrol. 1In
particular, the inflationary impacts of indexing any
change in respective levels of indirect taxation to the
rate of change of prices are evaluated and the
importance of secondary price effects in the present
context are discussed. Section 4 adopts a more
comprehensive approach to studying the inflationary and
revenue effects of. a change in indirect taxation.
Changes in consumer spending patterns, following any
substitution or income effects, and revenues from
producers as well as consumers are also considered. The
inflationary effect of any attempt to raise a standard
sum in marginal tax revenue from each of the excise
sources (taken to be £50m) is then calculated. For
comparison purposes, the wider consequences of these
inflationary measures are discussed. Section 5
considers the impact on government revenues and
expenditure, while Section 6 assesses the likely effects
on wage settlements resulting directly from any initial
increase in indirect taxation. Finally, Section 7 draws
together the conclusions of the paper.
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INDIRECT TAXATION AND THE RPI

Any increase in the price of a consumer (or producer)
good, by whatever means, will have repercussions on the
overall level of prices in an economy. Thus, any
increase in indirect taxation on a good will, under
assumption (c¢) in para 1.3, cause the retail price of
that product to rise by the amount of the marginal tax
change. In addition, the index of all consumer pricecs
will also rise, the extent of this increase being
dependent on the weight apportioned to the higher-priced
product in the construction of the index. This section
considers the inflationary consequences of such a rise,
caused by an increase in indirect taxation on tobacco
products, spirits, beer, wine and petrol.

Indirect taxation comprises excise duty and VAT. For
each of the excise products, details regarding typical
price, basic price, excise duty and VAT are shown in
Table 1. A problem arises with beer, alcoholic spirits
and wines since a large proportion of sales are
'serviced' (i.e. sold in public houses, restaurants,
etc.) and prices charged vary accordingly. For our
purposes, a weighted average typical price for each has
been derived (weighted by spending).

Table 1

Price Breakdown of Excise Products (1982)

Cigarettes Whisky Beer Wine Petrol
(20 king- (75cl. (pint) (70el. (litre)
size) bottle) bottle
table
wine)
Typical
price 102.00p 950.00p" - 57.00p -350.00p 37.18p
VAT 13.30p 123.88p 7.43p 45 .64p 4.85p
Duty 41 .36p* 434.00p 14.30p 74 .76p 15.54p
21.42p+
Basic
price 25.92p 392 .12p . 35.27p. 2229.60p 16 .79p
3 specific
+ ad valorem
5

il
i
Qo
=i



Two different indices of overall price inflation may be
considered relevant - the Retail Price Index (RPI) and
the Consumer Price Index (CPI). The RPI measures the
change in the cost of a basket of goods and services
taken to be representative of all household expenditure.
The relative importance, or 'weights', attached to the
various commodities in the basket are derived from the
Family Expenditure Survey and are revised annually in
the light of changing patterns of consumer expenditure.

The CPI measures the aggregate change in prices of all
items of expenditure, including those the RPI omits. It
is implicitly weighted by current expenditure on
individual goods and services relative to total
spending. The coverage of the RPI is therefore slightly
less exhaustive than that of the CPI. Consequently, the
relative weights attached to expenditure on individual
products differs between each index. The respective
weights currently applied to tobacco, spirits, beer,
wine and petrol in the construction of the consumer and
retail price indices are shown in Table 2. While the
weights applied to beer, spirits and wine in the RPI
have not changed significantly in recent years, the
weight on tobacco products has declined 0.8 percentage
points (18%) and the weight on petrol has increased 1.5
percentage points (45%) since 1979.

Table 2

Excise Commodity Weights
in the RPI and CPI

2
RPI = cp1(l)
Tobacco 3.6 2%
Spirits 1.54 0.7
Beer 437 2l
Wine 1.1% QL7
Petrol 4.8(2) 4.0

In this paper, only the effects of higher indirect
taxation on the Retail Price Index are considered. The
reasons for this are twofold:

(1) The government has always used the RPI to index
welfare payments and personal tax allowances. In

theory, they may use the CPI as an alternative
deflatoxr,;. "but this is unlikely 'tosoccur in

practice.

(ii) The RPI is the most widely understood and commonly
used price index, particularly in wage bargaining.
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In the following analysis, as a likely proxy for any
increase in excise duties following indexation, a
universal 5% increase in duties on tobacco, spirits,
beer, wine and petrol is assumed. After the interaction
of VAT, the net change in taxation would be less than
the gross increase of 5% and would vary slightly between
different goods (Table 3). Coupled with the proportion
of tax in the prices of the excise goods in 1982, the
respective commodity price increases resulting from the
higher rates of taxation are shown in Table 4.

Table 3

Taxation and the Excise Goods

Proportion of tax
in price

Change Change in Pre-duty Post-duty
in duty duty inc. VAT increase 1increase

Cigarettes 5% 4.13% 74 .59% 75.35%

Whisky 5% 4.48% 58.72% 59.78%

Beer 5% 3.8% 38.12% 39.00%

Wine 5% 3.58% 34.40% 35.20%

Petrol 5% 4.4% 54.84% 55.90%
Table 4

Commodity Price Increases

post-5% increase
in excise duty

Cigarettes 3.08%

Whisky 1.79-3.843(3)
Beer 1 $45%
Wine 0.89-1.72%(3)
Petrol 2.40%

From this, and given the latest product weights derived
from the Family Expenditure Survey, the corresponding
effects on the RPI from these product price increases
can be estimated (Table 5). This illustrates that the
effect on the RPI of increasing duty on tobacco is
similar to that resulting from the same percentage
increase in petrol duty, while it is between nearly two
and seven times greater than the impact of such an
increase in indirect taxation on the other products
considered. This result arises for two reasons:
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(i) the higher proportion of duty in the price of
tobacco products; and

(ii) the weight attributed to tobacco in the RPI, given
s 1 e
Table 5

Impacts on the Retail Price Index

post-5% increase
Y exeIse duty(4)

Tobacco 0.111%
Spirits 0.0465%(5)
Beer 0.0682%
Wine 0.0156%(5)
Petrol Oz 1ES2

Comparing tobacco and petrol alone, tobacco products
have a greater proportion of tax in their price than is
the case with petrol, while petrol is attributed a much
larger weight in the RPT. On balance, therefore, their
inflationary effects are similar.

Secondary Price Effects

In the above calculations, price changes and impacts on
the RPI are restricted solely to the direct price
effects. However, this omits the possibility of
additional, indirect price effects occurring if the
excise goods are required in the manufacture of other
final products.

The extent to which the prices of indirectly-related
products eventually rise will depend on the importance
of the excise commodity in their manufacture (whether as
a factor of production or as a means of distribution)
and how much of the intermediate product price increase
is passed on to the final consumer.

The Treasury recognise that there will be secondary

price effects from changes in taxation. In their
indirect taxation model, however, only direct price
effects are considered. For alcoholic spirits and

tobacco, secondary effects are of little significance
since only a small proportion of tax revenues accrue
from producers (between 1% and 8% of respective total

tax revenues). With petrol, however, the secondary
8
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price effects may be more significant. It is estimated
that 36% of all excise duty revenues from this source
are derived from purchases by intermediary users in both
the public and private sectors.

Petrol is not normally used directly in the production
of other goods, but is a subsidiary input, necessary for
the operation of an enterprise. 1In the private sector,
it may be used in company cars or light vans to
facilitate sales, delivery and distribution of final
products. Additional excise duties on petrol will
therefore add to operating costs of many firms which, we
would expect, will eventually be passed on to final
consumers. Consumption of petrol by the public sector
is unlikely to lead to an increase in the price of a
specific good, but may be reflected in increased local
or central government taxation.

The service sector is a significant purchaser of road
vehicles (for example, it accounted for 22% of all new
cars purchased in the 12 months to July 1983) and, we
would therefore expect, a major user of petrol. Most
notable sub-sectors in this respect include distributive
trades and banking, insurance and finance. In
manufacturing industry, however, purchases of motor
spirit (which includes derv) amount to only 0.8% of
total expenditure, and petrol would only account for 25-
30% of this. Transport costs in this sector now account
for a very small proportion of overall operating costs
and generally amount to less than 3% of turnover.

An illustration of the declining importance of petrol in
production is given by the fact that petrol has a weight
of only around 0.15% in the producer's index of
requirements for production (which 4includes
distribution). On average, therefore, the effects of an
increase in petrol duties on the prices of most
manufactured products would be slight.

Quantifying indirect price effects, following a 5%
increase in petrol duties and a corresponding price rise
of 2.40%, the indirect RPI effect would amount to a
marginal 0.0036%. Direct and indirect effects together
therefore indicate arise of 0.1186% in the RPI,
following a 5% increase in petrol duties.

In conclusion, increases in tobacco duty have a much
more significant impact on the RPI than three of the

four other excise goods considered - spirits, beer and
wine. However, the inflationary effects of increasing
9 e
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petrol or tobacco taxation are very similar and amount
to approximately one-ninth of a percentage point being
added to the Retail Price Index following a 5% increase

in duties.

Notes:

(1)

(2)

(3)

(4)

(5)

Based on 1982 expenditure levels.

This weight applies to petrol and oil together in
the RPI and will correspondingly slightly over-
estimate the inflationary effect of petrol price
rises alone.

This represents the range of product price
increases following an increase in excise duty
depending on whether sales are through an off-
licence or through a public house, restaurant or
similar.

Estimates are sensitive to the number of decimal
places allowed for in calculations of the price
breakdown of excise products. In this paper, such
calculations are made to two decimal places.

Given a range of price increases have been
derived, the inflationary effect is calculated on
the basis of an expenditure-related breakdown of
the RPI weights, which are then applied to the
different product price rises.
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4.0

4.1

INDIRECT TAXATION AND TAX REVENUES

While Section 3 describes the relative inflationary
effects of increasing indirect taxation on each of the
various excise goods, it side-steps the consequent
effects on consumption patterns, through product
substitution and income effects, following any price
increase. Sueh changes could have important
repercussions on the net marginal tax revenue accruing
to the government from any change in taxation on a
particular good.

Adopting a different approach, the revenue-earning
potential of each of the excise goods can be analysed,
and due consideration afforded the substitution and
inflationary effects that will result. In the following
scenario, it is assumed that the government wish to
raise a standard sum in tax revenue (taken to be £50m)
from each of the excise sources. The consequent effects
on inflation, excise duties and consumption are noted.

The extent of changes in consumption patterns, following
an increase in the price of a product, will depend on
the elasticity, or price responsiveness, of demand for
the good in question. Estimates of elasticities applied
in this paper are those calculated by the Treasury and
updated from the article "The Change in Revenue from an
Indirect Tax Change" (Economic Trends, March 1980)
(Table 6).

Table 6

Own-price and Income Elasticities

Own-price Income

elasticities elasticities
Tobacco -0.5 0.6
Spirits -1.3 1.75
Beer -0.2 Q.7
Wine -1.1 25
Petrol -0.2 043
VAT -0.6 §

The estimates of own-price elasticities suggest that
demand for both beer and petrol is highly inelastic i.e.
quantities consumed vary only marginally following
changes in their prices, while the demand for spirits
and wines is highly elastic and will therefore be very
sensitive to price changes.
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Required increases in the respective excise duties on
tobacco, spirits, beer, wine and petrol to produce a net
amount of £50m in additional tax revenues, with the
corresponding effects of each on the RPI, are given in
Table 7.

Table 7

Effects on excise duties and the RPI
(£50m increase 1n tax revenues)

2
Change ‘in. ' Change in
duty RPI
Tobacco 2.883(1) 0.0638
Spirits 11726 0.1090
Beer 3.780 0.0513
Wine 14.304 0.0443
Petrol 1.160 0.0268

In Table 7, the RPI effects include only first round
product price changes i.e. the impact from the change in
the prices of the excise good themselves. This then
omits subsequent increases in the prices of goods
dependent on the excise goods, whether in production,
distribution or retailing. To calculate 'secondary
inflationary effects' would require detailed, uncollated
information on the importance of the excise commodities
in the production of other final goods and services and
the individual weights of the same used in the
construction of the RPI.

Raising £50m from the excise goods could apparently have
very mixed effects. To minimise the impact on both the
RPI and excise duties while raising the necessary tax
revenues, increasing petrol duties by 1.16% would appear
to best serve this purpose. This is a result of petrol
accounting for a larger proportion of consumers'
expenditure than the other products. This then presents
a larger taxable base for the government.

While the RPI effects are fairly non-controversial, any
potential percentage change in excise duty should be
considered in relation to the current tax position of
the individual products in question, rather than in
absolute terms or 1in isolation. For example, the
required increase in wine duties is significantly
greater than the necessary increases in any of the other
revenue-earning sources to raise £50m. However, as
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Table 3 illustrated, wine is currently more lightly
taxed than any of the other excise goods considered.
Similarly, any increase in beer duties would be from a
low base.

Corresponding to the individual product price increases,
there would also be changes in quantities consumed of
the respective goods. Table 8 shows that while the
effects on consumption of petrol and beer would be
fairly insignificant, the price elasticities of spirit
and wine consumption indicate that the suggested
increases in excise duties would cause demand to fall
sharply.

Table 8

Changes in Consumption

Change in
Quantity consumed

Tobacco -0.93
Spirits -7.63%
Beer -0.25%
Wine -3.82%
Petrol -0.12%

From the foregoing analysis, therefore, to raise an
additional £50m in tax revenues, the impacts on the
respective excise goods can be summarised as follows:

(i) Petrol duties would need to rise by 1.16% causing
consumption to decline only marginally (0.12%) and
overall price inflation to rise by a negligible
0.0268%. This would appear to be the most
effective means of raising £50m in additional tax
revenues, from the options considered.

(ii) The impacts on the RPI of raising £50m from
increased beer or tobacco duties are very similar,
at 0.0513% and 0.0638% respectively. Beer duties
would rise by 3.78% and consumption would
gorrespondingly fall by - 0.25%. The specific
element of tobacco duties, on the other hand,
would have to necessarily rise by a smaller amount
(2.883%), but this would correspond to a greater
fall in consumption of 0.9%

(iii) Very large percentage increases in spirit or wine

duties, amounting to 14.304% and 11.726%, would
have to be incurred to raise an additional £50m in

13
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tax revenues. The extent of the corresponding
increases in product prices would then lead to a
substantial fall in consumption and fairly
significant increases in the rate of price
inflation.

Government Revenues and VAT

A subsidiary objective of this paper is to examine the
likely effect on the rate of VAT that is levied (and
subsequent effects on the RPI) following an attempt to
raise an equivalent sum in tax revenue to that gained
from each of the excise goods above.

Value Added Tax is a general sales tax levied on a wide
range of consumer products. Any increase in VAT will
therefore affect the prices of a number of products,
each of which will, in turn, increase the rate of
general price inflation. The estimated weight of goods
subject to VAT in the construction of the RPI in 1984 is
ST:i2%.

Total receipts from VAT in 1983-84 are estimated to
amount to £15.5 billion. It is important to realise,
therefore, that an increase in receipts of £50m is very
small in relation to the overall earnings. This is
likely to have repercussions on the margin of error that
will be built into our calculations.

However, it 1is estimated that to raise an additional
£50m in VAT receipts, this is likely to require an
increase in the sales tax of 0.4%, bringing the rate at
which VAT is levied to 15.06% from the 1984 levels.

The corresponding increase in the RPI will be
approximately 0.031%. This result is very similar to
the increase in inflation expected to result from the
increase in petrol duties required to raise an
additional £50m. In comparison, the effects on the RPI
from the other excise goods were between around twice
and three times this figure (Table 9).
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Table 9

RPI effects of raising
£50m additional tax revenues

Estimated RPI

increase
Tobacco 0.0638%
Spirits 0.1090%
Beer 0.0513%
Wine 0.0443%
Petrol 0.0268%
VAT 0.031%

Notes:

(1) The change in duty relates to the specific duty
component of tobacco taxation.
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INDIRECT TAXATION AND ITS EFFECT ON GOVERNMENT EXPEND-

ITURE AND REVENUE

The impact of any fiscal change that has repercussions
on the rate of inflation cannot be seen in isolation.
The government have several social and welfare payment
commitments, the cost of which would increase if
inflation were to rise. Additional costs to the
government in this respect must thereforc be deductlLed
from any marginal revenue gain that follows an increase
in indirect taxation on the excise goods. In this
section, the true net revenue gain to the government
from increasing respective levels of indirect taxation,
either at a rate equivalent to the general increase in
prices or by an amount that stands to accrue £50m in
marginal revenue, is calculated for each of the excise
goods .

An increase in the RPI would affect both government

expenditure levels and government revenues. Firstly,
there would be direct costs to the government resulting
from increased payments on welfare benefits. Secondly,

there would be opportunity costs in terms of tax
revenues foregone from having to increase pesonal tax
allowances.

Government policies and commitments on various forms of

public spending are well-publicised. Longer term
benefits, including retirement pensions, are index-
linked to the rate of increase of prices. With other

social security payments, such as unemployment benefit,
supplementary benefit and maternity allowances, there is
no such commitment. The Social Security (No. 2) Act
1980 allows the government to increase payments by five
percentage points less than the rate of inflation, if so
desired. While this right was exercised in 1982,
recipients were recompensed in the following year.
Given political and social pressures, it would therefore
appear likely that future increases in social security
payments will generally Xeep pace with inflation.
Similarly, although there is no index-linked commitment
from the goverment on child benefit payments, they have
been rising steadily since 1979 and are 1likely to
continue to be maintained in real terms.

As regards personal taxation, rates of personal
allowances for married or single people as well as the
lowest and highest tax thresholds are indexed such that
they cannot be increased by less than the increase in
the RPI over the previous year. This followed the

Rooker-Wise amendment to the Finance Act 1977. The
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amendment can be over-ridden, but only with the express
consent of Parliament. Although indexation of personal
allowances was suspended between 1981 and 1983, these
have since been realigned with rates of inflation and
the latest Budget confirms the government's intent to
continue with indexation of both personal allowances and
tax thresholds.

For our purposes, sacial benefits paid by the yovernment
have been taken to include unemployment benefit,
supplementary benefit, child benefit and retirement
benefit. The total cost of their provision amounted to
£25.548 billion in the financial year 1982-83. With
regard to personal allowances, the cost to the
government of providing single and married personal tax
allowances amounted to £16.1 billion in 1983-84.
Following a 0.1% increase in the RPI, therefore, the
corresponding cost to the government would be £41.648
million in a full fiscal year. The implication is that
there would be significant costs to the public sector,
as well as the private sector, of higher inflation
rates. In addition, any such estimates in this paper
will be under-estimates, given the date of the
expenditure statistics, the omission of costs relating
to indexation of lower and higher rate tax thresholds,
and the possibility of a relationship existing between
inflation rates and interest rates, thus increasing the
cost of borrowing both to the government and the private
investor.

Indexation

If the rate of change of excise duties was to be indexed
to the annual rate of inflation, and consequently (as
was assumed in Section 3) a flat rate increase on duties
of 5% was to be invoked in the forthcoming Budget, an
estimate of the indirect costs to the Exchequer is given
in Table 10.

Table 10

Costs incurred by the Goverment
following a 5% increase in excise duties

£m
first year = full fiscal year
Tobacco .2 B i | 46 .23
Spirit 4.07 19...37
Beer 5.97 28.40
Wine 1.36 6.50
Petrol 10.06(1) 47.895
1.7, —
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The first year costs of an increase in indirect taxation
are much less than in a full fiscal year. Social
benefit payments are up-rated in November by the rate of
inflation in the 12 months to May of that year. By the
month of May, the impact of higher excise duties
introduced in the Budget in March is likely to be fully
reflected in a higher inflation rate. However, the
period over which the increased payments would have to
be made amounts to only approximately 34% of a full
year. Estimates in Table 10 therefore show costs in the
first year of the new fiscal regulations and in a full
year, ignoring the 1likelihood of seasonality in
employment opportunities increasing that proportion of
annual unemployment benefit and supplementary benefit
payments made in the winter months relative to the
summer months. Indcxation of personal allowances poses
no additional costs to the Chancellor in the first year
of the change in tax structure.

Given the gross tax revenue expected to accrue directly
from the 5% increase in duties on the excise goods, the
net revenues gained by the government in the first year
and in a full fiscal year, after offsetting the indirect
costs, are shown in Table 11. While tobacco and beer
appear to have very similar revenue-earning
capabilities, for the reasons given earlier, increasing
petrol duties by the same amount produces over four
times their net revenue. Similarly, spirits and wine
would appear to have very low net revenue-earning
capabilities.

Tabile L

Net marginal tax revenues
following a 5% increase in excise duties

£m
first year = full fiscal year
Tobacco 71.84(2) 40.32
Spirits 21.93 6.63
Beer 55.53(2) 38.10
Wine 16 .64 11 ;80
Petrol 204.94 167.105

Raising a standard sum

An alternative possibility with regard to increasing
revenues from indirect taxation would be to raise a
specific sum in tax revenue from each of the excise

sources. The inflationary consequences of this policy
18
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(taken to be a standard sum of £50m from each) were
studied in Section 4.

Under the same conditions and assumptions that applied
in the above estimation of indirect costs and net
revenues, Table 12 presents the possible first and full
year costs involved in attempting to raise such a sum
from the five excise goods and VAT. Table 13 shows the
corresponding net tax revenues that would then accrue to
the government.

Table 12

Costs of raising an additional
£50m from each revenue source

£m
first year  full fiscal year
Tobacco 5.58 26.57
Spirits 9553 45.40
Beer 4.49 21.365
Wine 3.88 18.45
Petrol 2.34 11516
VAT 2371 12.91
Table 13

Net revenues from an attempt
to ralise £50m from each revenue source

£m
first year = full fiscal year
Tobacco 39.42(2) 23.43
Spirits 40.47 4.60
Beer 45757 28.635
Wine 46 .12 3555
Petrol 47 .66 38.84
VAT 47 .29 37.09

The results highlight a consequence of increasing
indirect taxation easily overlooked in the example of
indexation of excise duties. The offsetting costs of
increasing indirect taxation, in terms of increased
government expenditure and foregone government revenues,
appear to vary significantly between different sources
of tax revenues. The least inflationary, and therefore
the most 'cost effective' means of raising additional
tax revenues would appear to be by increasing petrol
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duties or the rate at which VAT is levied in preference
to increasing taxation on wine, tobacco, beer or
spirits. While the offsetting costs would amount to 22%
of the revenue gain from petrol and 26% from VAT the
clawback amounts to 37% from wine, 43% from beer, 53%
from tobacco and 91% from spirits. This is a reflection
of the current tax position of the individual products
and the sizes of their taxable bases.

Notes:

{1) The inflationary effect is based on the direct
price effect alone.

(2) Due to procedural arrangements regarding receipt
of excise duties, there is an estimated shortfall
of £5m in first year revenues from increased
tobacco and beer duties relative to normal full
year benefits.
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THE EFFECT OF THE RPI ON WAGE SETTLEMENTS

Steadily rising standards of living, changing attitudes
and increasing organisation of labour in the past few
decades have all contributed to growing resistance, not
only to cuts in money wages, but possibilities of cuts
in real wages.

Monetarists suggest that employees do not suffer from
the 'money illusion', recognising the full effects of

inflation on their earnings. Consequently, any increase
in the price level will be incorporated into wage
claims. The transitional period during which wage

expectations are revised in light of such price changes
is assumed to be a very short period of time.

Keynesians believe that in addition to keeping real
wages constant, unions have aspirations for real growth
in earnings. They are assumed to form some target real
wage on the basis of the behaviour of real wages and
rate of growth of productivity and output in the recent
past.

From the above, a model of the effects of prices on wage
settlements 1is 1likely to include variables on the
following:

(a) past prices
(b) expected future prices
(c) real earnings

(a) taxes (possibly)
(e) unemployment.

One example of such a model is that used by the NIESR.
Their Keynesian-based model finds that the variables
(a)-(e) are of significance to ultimate wage settlements
in the following ways:

(i) recent trends in inflation are assumed to have
significant effects on wage settlements over four
time periods;

(ii) the coefficient on expected future prices,
implying the first round effect of inflation on

wage settlements is 0.759. The lag to this
initial impact is about six months. In addition,

they estimate that the full effect of any price
change is apparent in wage settlements within two
years;
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(iii) the real wage target is presently taken to be 2%;

(iv) taxes, when tested in their model, were found to
be of 1little significance to overall wage
settlements; and

(v) the effect of unemployment is included in the
coefficient of the real wage target, which 1is
moderated in light of both the level of and
movements in unemployment.

Applying the assumptions of this model to the aggregate
increase in the RPI found from a 5% rise in excise
duties, we would expect an almost immediate increase
(within six months) of around 0.27% in wage settlements.
(The individual effects would vary from 0.012% for wine
to over 0.08% following the petrol and tobacco

increases). In addition, this would only account for
part of the impact on earnings. Any such increase in
the RPI will have a lasting effect of up to five years
in total - one year presently and four years

retrospectively. Beyond the second year, however, the
impact may be slight. Within the first two years of a
rise in taxation, the NIESR model estimates that wage
settlements will fully reflect the consequent increase
in prices brought about by the tax increase i.e. wage
settlements would rise by the full 0.3563% increase in
the RPI.

These results differ from a monetarist analysis only in
the length of the lag before a change in prices is fully

reflected in higher wage settlements. Monetarists would
also treat unemployment as an independent variable and

there would be no assumption of a real wage target.
Thus, the effect of a change in prices would be more
direct and more instantaneous in their model.

In conclusion, there appears to be a broad consensus
between both schools suggesting that wage bargaining is
extremely sensitive to changes in prices and that,
usually over a fairly short period of time, increased
prices are fully reflected in changes in money wages.
Moreover, these effects will be perpetuating, as
expectations are revised upwards and a wage-price
inflationary spiral is set in motion, inhibited, but
perhaps only marginally, by the possibility of growing
unemployment.
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CONCLUSIONS

The impact on the RPI of increasing indirect taxes can
be significant and varies considerably between different
excise goods. This is a result of two factors:

(a) the extent to which such goods are currently
taxed; and

(b) the weight each is attributed in the RPI (which,
in: ‘theory, .shouwld iprovide a . proxy for the
product's importance 1in consumer spending
patterns).

Correspondingly, it would appear that those excise goods
whose prices presently have the most sensitive
relationship with the RPI are petrol and tobacco.
Inconsequently, these products also offer the largest
taxable bases to the government of the five excise goods
considered. As a result, petrol and tobacco duties are
substantial and tempting components of the government's
fiscal armoury. However, as well as the positive
pecuniary advantages to the government of any increase
in taxation, factors that may negate, or at least
reduce, these advantages must also be taken into
consideration. From a purely fiscal viewpoint, this
paper has shown that the magnitude of the indirect costs
incurred as a result of a change in taxation may call
into question the intuitive 'cost effectiveness' of such

a measure.
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RECORD OF A MEETING HELD AT 2.30 PM ON 12 FEBRUARY 1986
IN HM TREASURY

Those present:

Chancellor of the Exchequer

Minister of State

Mr Romanski

Mr H Davies

Mr Jefferson Smith - Customs & Excise

Mr Cameron - Chairman, Tobacco Advisory Council (TAC)
Mr Reid - Chairman, Imperial Tobacco
Mr Simpson - Chief Executive, TAC

Mr Reid thanked the Chancellor for meeting the TAC. As Chairman
of Imperial Tobacco he hoped the Chancellor would understand
why he was so unhappy, following the Secretary of State for Trade
& Industry's announcement that day on the Hanson bid for. Imperial

and Imperial's bid for United Biscuits. The Chancellor said

it would not be proper for him to comment on this matter, which
fell to the Secretary of State for Trade & Industry.

2 Mr Cameron said duty increases on cigarettes over the past
few years had been well in excess of the RPI. UK demand was
the most depressed in the developed world. The industry was

subject to unceasing attacks by the GMC and the increasingly
political BMA. The smoker was discriminated against. Though
the Chancellor had been even-handed in 1985, the increase had
still been between 1% and 2 times inflation. Simple revalorisation
would give the industry a chance to defend itself against 1low
cost, marginal producers, 1like the Germans who spread their
overheads to relieve their problem of chronic over-capacity.
Imports now took around 8 per cent of the market. Higher prices

would drive customers to commodity cigarettes.
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35 Mr Simpson said the industry felt beleaguered. If the duty
increase was over-stretched it would take several years to recover.
It took a long time to recover from the 1981 increase. Tobacco
companies now owned companies in many other sectors. They all

relied on the cash-flow from the total business.

4. The Minister of State asked about the age profile of cigarette

smokers. The Chancellor said recent figures suggested the

incidence amongst the young was gquite high and rising. Mr Reid
said this confirmed the TAC's view. It was a strange quirk in
the current situation and DHSS had belaboured the TAC with these
recent figures. The 16-20 year old age group showed a marginal
increase against the trend. He thought the reason was the young

increasingly wanted to show their independence. Mr Cameron said

the young only formed 1 per cent of the market. It was hard
to see the figure getting much lower. The peak area for smokers
was 25-39 years old. They tailed off after 60. The UK was no

longer a high-smoking country, with only 34 per cent of the

population smoking. Most countries had 44 cent smoking and the
Belgians had 50 per cent. So there had been a startling reduction
in the UK.

5 The Chancellor said the TAC rightly attributed the decline

to a combination of large duty increases and an effective
progaganda campaign against smoking. It might be that youngsters
were less influenced by propaganda. Mr Reid said for youngsters

death was only something on television.

6% Mr Reid said the TAC had had a little work done by PEIDA.
In obtaining £50 million extra excise duty from tobacco, the
RPI effect raised public expenditure by £26.6 million, leaving
net revenue of £24.4 million. The comparable net revenue for
beer was £28.6 million, for petrol £38.8 million and for VAT
£37. 1 miklion: So raising tobacco revenue Wwas not such an

efficient means of revenue-raising as beer, petrol or VAT.

p 4! The Chancellor said the impact effect of cigarette duty

ori the RPI was a‘biton the high side. But he would be interested
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to see the figures Mr Reid had produced. Petrol was clearly
lower because large amounts were bought by companies, whose

expenditure did not figure in calculating the RPI.

8. Mr Cameron said 60,000 jobs had been 1lost in the tobacco

industry over the past 5 years. Most factories had 3,000-4,000
employees, but 1in Ballymena, for example, 25,000-30,000 people
worked in cigarettes and the town would die if they closed. The
decline had passed the stage at which further blows could be
borne without closure. BAT exported £400 million worth of tobacco
products each year. Patriotism 1led BAT to produce in the UK,
but they could just as easily produce in Germany or Holland if
the UK climate became very hostile. The constant propaganda
against smoking exerted undue influence and repeated the same
diet, though he did not wish to denigrate in any way the many
respected figures and bodies involved. He simply hoped they

did not have undue influence on duty decisions.

Qs Mr Jefferson Smith asked about duties on pipe tobacco and

cigars. Mr Reid said the TAC had greatly valued the freezing
of cigar duty in 1985. This was just beginning to have a favourable
impact on consumption and had arrested the declining trend. He
had seen Mr Rifkind the previous day, as Chairman of Imperial
Tobacco, to discuss their major investment in a cigar factory
in Glasgow. They were planning another, but the whole future

of the operation depended on a viable industry.

10. The Chancellor said constructing a Budget was an especially

difficult task, all the more so given current oil price movements.

But he would take the TAC's points carefully into account.

i
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Copies to:

PS/Chief Secretary

PS/Financial Secretary

PS/Minister of State

Mr Monger

Mr Romanski

Mr Murray

Mr Cropper

PS/Customs & Excise

Mr Jefferson Smith - Customs & Excise

13 February 1986
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THE BREWERS' SOCIETY

BEER DUTY

Duty and Volume

1. Between May 1979 and March 1585, beer duty increased
by 142%, which is over twice the increase in the RPI (70%).
This is on top of the general increase in the rate of VAT
From™“8% to 15k in June 1979. The duty increase in March 1985
was for the sixth year in succession, a sequence unparalleled

in our history.

2. These tax increases have had most impact on the
least affluent members of the community, who have a greater
propensity than others to drink beer instead of wines or

spirits, and who have been hit hardest by the recession.

3. These increases have also had a demonstrable
effect on the level of beer consumption, which started
to decline within months of the 1980 budget. Although
the rate of decline has now slowed down, the beer market
shows no sign of participating in the general economic

recovery.

4. In contrast, the duties on wines and spirits have
been increased by considerably less than the RPI (as
shown in Annex A). In the case of table wine, this
took place against the background of a rapidly increasing
market, but we appreciate the constraints imposed on
the UK by the E.C.J. decision.

5. The duty on spirits, however, has been increased
by only 51% over the same period as is mentioned in

paragraph 1.1.

6. The purpose of this action is believed to have
been to help Scotch Whisky sales and hence production,
but the trends in the table below suggest that the




principal effect has been to encourage imported spirits.
This growth in imported spirits clearly implies that
jobs have been exported. Moreover, the relative
cheapening of spirits as against beer must have had

a depressive effect on the consumption of beer.

Consumption of Spirits

(Percentage change on previous year)

( Calendar Scotch : Imported Total
Year Whisky Spirits Spirits
1980 -4.5 -9.7 -5.6
1981 -4.9 -6.0 -5.2
1982 -6.2 -1.7 -5.7
1983 -0.6 +4.5 49 .8
1984 -2.5 97 +4.4 +06 - 0-$

Effect on the Brewing Industry

7. Over 95% of beer sold in this country is UK produced,
utilising UK produced raw materials and containers. In
comparison 8% of wine (including fortified and made wine)
and 15% of spirits are home produced.

76%

8. The Society has previously observed that the decline
in the beer market from its peak in 1980 - the annual loss
now stands at over 4.5 million barrels (or 11%) - is
equivalent to the total production of one of the national
brewers. Well over a dozen breweries have in fact been

closed, with a loss of some 13,000 jobs.

9. Pubs and clubs such as working mens' clubs - which
employ 400,000 people - are largely beer orientated and
their viability depends to a substantial extent on the
sale of beer, rather than of other drinks and products.
The high price of beer and the decline in its consumption
has been particularly relevant to establishments such as these.



The decline in beer sales is confined to the kinds of beer
they sell - that is draught beer and beer in returnable
bottles, as against the kinds of packaged beer sold in
supermarkets and similar outlets - and for these former
kinds of beer the decline in the market since 1980 stands
at 165

October, 1985.
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TABLE OF ACTUAL AND REAL VALUES OF BEER DUTY, 1966 - 1985

p per pint at 1037°

Date of change Actual Real (1)
at April 1985 prices
July 1966 4.25 26.1
Nov 196822; 4.7 26.3
April 1973 344 1256
March 1974 4.0 14.1
April 1975 5.9 16.4
April 1976(3) 6.8 16.6
Jan 1977 7.5 16.3
March 1980 9.1 13.0
March 1981 12.6 16.6
March 1982 14.3 11
March 1983 15.1 17.0
March 198“(“) 16.8 18.0
March 1985 18.1 18. 1

(1) Based on first month in which the RPI reflected the duty change.

(2) Duty reduced when VAT introduced.

(3) Regulator used and consolidated next Budget.

(4) Although the duty was increased significantly more than revalorisation in
1985, the real level of duty did not rise significantly when measured in

April because of the sharp rise in the rate of inflation between
December 1984 and April 1985.
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FROM: H J DAVIES
DATE: 14 FEBRUARY 1986

\.

~ 47TH MEETING

NOTE FOR THE RECORD /

Present: Chancellor of the Exchequer
Financial Secretary
Minister of State
Economic Secretary 7,
Mr Cropper
Mr Lord :
Mr Davies - s

1. PETROL TAX

Ministers discussed the political implications of raising petrol
duty.

The Chancellor noted that there was a significant difference of
opinion among backbenchers about the political wisdom of raising
petrol duties at the present time. It was clearly acceptable to
do something additional on petrol in order to leave Vehicle Excise
Duty unchanged, but the question was whether we should do, as
presently planned, rather more and not revalorise drinks duties.

The Financial Secretary thought that the politics argued for an
increase in petrol duty if we could have nothing on beer as a
result. The Economict Secretary agreed. As 1long as we were not
too greedy we could afford some increase in petrol duty. He favoured
the current proposal. Similarly, the Minister of State thought

we should go ahead.

In further discussion it was noted that there was no certainty
of a pump price increase of the same size as the duty change if
the o0il companies had maintained thick margins ahead of the Budget.
The Budget Speech could refer to the o0il price fall and 1lack of
forecourt adjustment, if that was correct. And perhaps not refer
to a pence per gallon increase except to say that the Chancellor

presumed the oil companies would absorb the rise in duty.

W9

H J DAVIES
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1. INCOME TAX

INDEXED LEVELS OF INCOME TAX ALLOWANCES AND THRESHOLDS

1985-86 1986-7 )
Current Levels Indexed Levels

Allowances £ £

Single and wife's earned income 2,205 2,335
allowances

Married allowance 3,455 3,655

Additional personal and widow's 1,250 15320
bereavement allowance

Single age allowance 2,690 2,850

Married age allowance 4,255 4,505

Aged income limit 8,800 9,400

Rates Bands of taxable income

per cent 1985-86 1986-87 (1)

Current Levels Indexed Levels
£ £

30 0 - 16,200 0 - 17,200
40 16,201 - 19,200 17,201 - 20,400
45 19,201 - 24,400 20,401 - 25,900
50 24,401 - 32,300 25,901 - 34,300
55 32,301 - 40,200 34,301 - 42,700
60 over 40,200 over 42,700

(1) Based on the 5.7 per cent year-on-year increase in the Retail Prices

Index to December 1985, and rounded up as laid down in the Finance
Act 1980.

—101-
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Cost of 5.5 per cent indexation at 1986-87 income levels

Full 1986-87
Year Revenue effect
£m £m

£130 increase in the

single person's and

wife's earned income

allowance 505 405
£200 increase in the

married man's allowance 615 490
£70 increase in the

additional personal and

widow's bereavement

allowance 10 8
£160 increase in the

Single Age allowance 55 43
£250 increase in the

Married Age allowance 70 57
£600 increase in the

Aged Income Limit 15 12
£1000 increase in the

Basic Rate Limit 125 70
Increase in the further

higher rate thresholds 95 50
Total cost of indexation 1490 1135
GENERAL NOTE: The costs are based on the levels of allowances etc shown in

the preceding table, and are estimated on the basis of the
NIF, Holly 47. The changes are cumulative, eg the cost of
the increase in the aged income limit is on top of the
increase in both the ordinary and age allowance immediately
above.
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INDEPENDENT CHANGES

Rates
Change basic rate by 1p (1)
Change all higher rates by 1p
Allowances(2)

Change single and wife's
earned income allowance
by £100

Change married allowance
by £100

Change single age
allowance by £100

Change married age
allowance by £100

Change aged income limit
by £200

Higher Rate Bands

Change all higher rate
thresholds by 1% of basic
rate band:
increase (cost)
decrease (yield)

Change all higher rate
threshold by 1%:
increase (cost)
decrease (yield)

Change all higher rate
thresholds by 10% of basic
rate band:

increase (cost)
decrease (yield)

Change all higher rate

thresholds by 10%:

increase (cost)
decrease (yield)

CONFIDENTIAL

Full 1986-87
Year Revenue effect
1175 975
115 55
365 290
320 250
35 27
27 22
4 3
28 15
29 16
33 18
34 18
260 140
310 165
300 160
375 200

-13 -
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Costs of tax changes over and above indexation at 1986-87 income levels

Full 1986-87
Year Revenue effect
PACKAGES £m £m
1% above indexation on all
statutory allowances 215 15
1% above indexation on all
statutory allowances and
thresholds 250 190
10% above indexation on all
statutory allowances 2100 1700
10% above indexation on all
statutory allowances and
thresholds 2400 1850

GENERAL NOTES:

(1)

(2)

G A KEENAY
Inland Revenue
Ext 7390

All absolute changes are calculated on top of the indexed
levels of allowances and thresholds shown in table 1.1.
Percentage changes unless otherwise stated are based on
1985-86 levels. Costs are based on the NIF, Holly 47.
Please refer to Inland Revenue for exact costs of packages
and information on taxpayer numbers and staffing effects.

The effect would be smaller if introduced at the same time
as an increase in one or more thresholds, but these amounts
are broadly correct for rate changes on top of allowance
increases up to 5 per cent above indexation. The costs
include the effect of the change of receipts of Advance
Corporation Tax and on consequent liability of Mainstream
Corporation Tax; this effect is £13 million in a full year and
£130 million in 1986-87.

The estimated effects for allowance changes are shown to
the nearest £5 million (to avoid undue magnification of
rounding errors when considering large changes), but the
figures should not be assumed to be accurate to this degree.

-1.4-
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2. CORPORATION TAX

The 1984-85 Finance Act set a rate of 40 per cent for profits arising in the year
1985-86.

Advance corporation tax under the imputation system is due at the rate of 30/70 in

respect of distributions made by companies during the year to 31 March 1986.

The estimated yield for 1985-86 is £10600 million (including £550 million on gains
and £3800 million ACT).

The effect on corporation tax receipts of a reduction in the rates by 2 per cent to

apply to profits arising in the 1985-86 financial year is estimated as:

£ million
Full Year
assuming income
First Year levels of
1986-87 1985-86
Main corporation tax rate 370 610
Small companies rate 32 60

Most of this change would affect tax payable on 1 January 1987 and paid for the

most part in the following two months.
For the effect of a change in the rate of ACT see Section 1 (page 1.4).

The quarterly path of a 2 per cent change in the planned rate of Corporation Tax

(including small companies rate)(l) from 1 April 1985 is estimated to be:

£ million
Q2 Q3 Q4 Q1 Total
1986-87 5 17 120 260 402
1987-88 57 68 164 423 712
1988-89 68 79 176 487 810

A GREENSLADE
Inland Revenue
Ext 7423

(1)

These figures ignore any possible associated change in the imputation system.

_2.1—
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3. CAPITAL GAINS TAX

There is a liability to tax, under CGTA 1979 and subsequent Finance Acts, on
capital gains realised on the disposal of assets. Tax payable by companies is
accounted for within corporation tax. Capital Gains Tax only comprises payments

for individuals and trusts.

2 There are various types of exemptions and reliefs from the tax. Examples

are:
Exemption of gains arising on the disposal of

- a person's only or main residence;

= gilt edged securities and qualifying corporate bonds;

= National Savings Certificates and such like;

™ Chattels which are wasting assets, or whose value is less than
£3,000 on disposal;

= life assurance policies.
Exemption of:

= gains accrued but unrealised on death;

= compensation or damages for wrong or injury;

= gains of approved pension schemes, charities, authorised unit
trusts and investment trusts, other specified types of

organisations.
Reliefs include:

= "rollover" reliefs eg on reorganisation of share capital, where
gains are used to replace business assets, for various gifts
(including transfers out of trust);

= deduction of up to £100,000 on disposal of a family business on

retirement.

Capital losses (including such losses brought forward) can be offset against realised

gains. Companies can offset trading losses against capital gains.

In calculating chargeable gains, acquisition costs are indexed (using the Retail

Prices Index) from March 1982, or from the date of aquisition if later.

4. The rate of tax on net chargeable gains is 30 per cent.

- 3.1 -
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5, For individuals and trusts, tax is calculated on the extent to which the net

chargeable gains in any financial year exceed an indexed annual exemption - as

follows:
Gains realised in Exemption for

Individuals Trusts
1984-85 £5600 £2800
1985-86 £5900 £2950
1986-87 (if fully indexed) £6300 £3150

6. Estimated yields in 1986-87 are:

£m
Capital Gains Tax (individuals and trusts) 1000V
Company gains (within corporation tax) 715 (1)

(& For Capital Gains Tax (ie on individuals and trusts) the liability on gains
realised during any financial year becomes payable, at the earliest, on
1st December of the following year. For practical reasons, however, assessments
in respect of any year are finalised only over several subsequent years so that
receipts "for" a particular year are slow (and receipts "in" a year are in respect of

gains made in several preceding years).

8. In estimating the "full year" effects of changing CGT rules, the FSBR
convention (see FSBR 1981-82, page 9, note2) is to apply an estimated
proportionate cost (derived from estimates of the eventual yield for the first year
to which the change applies fully) to the forecast yield in the year in which the
Finance Act containing the change is enacted. On this basis, if selected changes

were enacted during 1986-87, revenue effects would be:

(1)

Not for publication at this stage.
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Change

Annual exemption increased
to £7,000 (from £6,300)

There is no annual exemption
for companies

Rate changed +5 per cent
(ie to 35 per cent or
25 per cent)

R V S QUINN
Inland Revenue
Ext 6314

Estimated "full
year" effect

CGT cost £30m

CGT yield + £170m
CT yield + £130m

_3u3—

Effect in
86-87 87-88

nil £12m
cost

£70m
£50m

nil
nil

1+ 1+
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4. STAMP DUTIES

Stamp Duty is charged under numerous heads. The most important covers the ad
valorem duty on conveyances of real property and transfers of stocks and shares

which is a straight 1 per cent for all transfers of stocks and shares and conveyances
of real property, with low value transfers (up to £30,000) of the latter subject to a

nil rate.

2. Estimated yield in 1986-87. £1400 million(l). The main components are:

£m

(a) Conveyances (1 per cent) of which duty
on residential property £420 million 555
(b) Transfers of stocks and shares (1 per cent) 570
(c) Leases (various rates) 45
(d) Companies' Share Capital Duty (1 per cent) 150
(e) Other 90

35 Because of the effect on demand, doubling the duties itemised in
paragraph (2) would in general, less than double the yield shown in a full year;

similarly halving the rates would not reduce the yield by as much as a half.

The cost of raising by £5,000 the thresholds for exemption from duty for small

conveyances, would be £80 million in a full year. If the new thresholds took effect
from March 1986 the cost in 1986-87 would be £75 million.

4. Any increase in stamp duties on conveyances of property or transfers of
shares will lead to some reduction in yield of capital gains tax partly since stamp
duties are an allowance expense against capital gains tax but also because of the

demand effects.

G A PAPE
Inland Revenue
Ext 6236

(1)

Not for publication.
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5. CAPITAL TRANSFER TAX

Capital transfer tax is charged, broadly, on transfers which reduce the value of the

transferor's estate. The main occasions of charge are on death, on distribution
from trusts, and on gifts made during a person's lifetime. The rate of tax on any
transfer depends on the cumulative total of chargeable transfers made within the
preceding 10 years. There are two scales of rates - one for transfers on death or
within 3 years of death and another for lifetime transfers. The scales of rates
applicable to chargeable transfers made on or after 13 March 1984 and those scales

adjusted in line with statutory indexation are:

Bands of Rate on Lifetime
chargeable value death rate
Indexation
1984-85 1985-86 at 5% per cent
£'000 £'000 inflation per cent per cent
0 - 64 0 - 67 Q5= "t Nil Nil
64 - 85 67 - 89 T15 =595 30 15
85 - 116 89 - 122 94 - 129 35 17 %
116 - 148 1224 - 155 129 - 164 40 20
148 - 185 155 - 194 164 - 206 45 22 %
185 - 232 194 - 243 205 - 257 50 25
232 - 285 243 - 299 25 . = #3117 55 27 %
over 285 over - 299 over 317 60 30
2. The main exemptions are:
(i) all transfers of property between spouses (unless the recipient is not
domiciled in the United Kingdom);
(ii) lifetime gifts which represent normal expenditure out of income;

(iii) gifts not exceeding £3,000 in a tax year;

(iv) gifts to any one person in a tax year up to a value of £250;

(v) gifts in consideration of marriage (up to certain limits);

(vi) lifetime gifts for the maintenance of children and dependent relatives;
(vii) gifts and bequests to political parties (up to certain limits);
(viii) gifts and bequests to charities and certain bodies concerned with the

national heritage.

3. Relief of 50 per cent is given on business assets except for minority holding

unlisted shares and loaned assets for which the relief is 30 per cent. There is also

"5.1-
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50 per cent relief on agricultural assets held by working farmers and 30 per cent

relief on let agricultural land owned by landlords.

4. Estimated yield in 1986-87 assuming statutory indexation of the scale:
£950 million(l)
of which tax on trusts and on lifetime gifts: £55 million

(1)

The cost of statutory indexation in a full year is: £60 million (£20 million in
1986-87; £45 million in 1987-88).

Note

(1)

Not for publication

C J C BROWN
Inland Revenue
Ext 6794
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6. REVALORISATION

(1)

Full year revenue effects and price changes

VAT 1986-87
inclusive Full year RPI
price change revenue effect
(p) £m %
Beer
(1 pint) e 100 0.07
Spirit
(75cl bottle of whisky) 31.0 45 0.04
Table Wine
(EEC table wine)
per 70cl bottle) 4.5 20 0.02
Fortified Wine
- (Harvey's Bristol Cream
per 70cl bottle) 8.3)
- (Cockburn's Special Reserve ) 10 0.01
per 70cl bottle) 9.6)
Tobacco - specific duty only
(20 King sized cigarettes) 4.7 150 0.14
Petrol
(1 gallon of 4-star) 5.3 260 0.13
Derv
(1 gallon) 4.5 65 nil
Rebated oil
(gallon of fuel oil) 0.2 15 neg

Notes

(1)

Revalorisation of specific duties for 1986-87 in line with 5.7 per cent

inflation for December 1985 on December 1984,

2) Fuel oil is not liable to VAT.

MRS L HAMILL
HM Customs and Excise
Ext 5044

-6.1 -
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Ts TOBACCO DUTY

Tobacco Products duty is paid at the following rates:
Present rate

Cigars £47.05 )

Haid-rolling tobacco £43.73 ) Per kg on manufactured

Pipe tobacco £24.95 ) Weight of tobacco

Cigarettes Ad valorem tax: 21 per cent of
recommended retail price including VAT.

Specific tax: £26.95 per 1000

VAT is also paid at 15 per cent (three twenty-thirds of retail pice).

Effective burden

On a packet of 20 king size cigarettes retailing at 135p the total tax burden is:

99.8p
Estimates £m £m £m
1985-86 1986-87 1987-88
Duty (excluding revalorisation) 4400 4510 4610
VAT on tobacco 930 965 990
Specimen change
Full year (including VAT)
Price Increase £m £m £m
1985-86 1986-87 1987-88
1p on an average packet of
cigarettes* 35 35 35

(This increase can be achieved by several combinations of changes in the rates of

individual tobacco taxes).

First Year effect of a change

Close to full year effect multiplied by the fraction of the financial year remaining
less one-twelfth of full year effect, but for a detailed estimate reference should be

made to HM Customs and Excise.

Effct of a change on the Retail Price Index

1p on a packet, 0.03 per cent*.

* These figures assume equivalent increases on other tobacco products.

-7.1 -
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Business Costs

The incidence of tobacco duty on businesses is negligible.

MRS L HAMILL
HM Customs and Excise
Ext 5044
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8. BEER AND CIDER DUTIES

Present Rates

Beer - the present duty rate for beer is £25.80 per hectolitre plus 86p for each
degree of original gravity in excess of 1030° (the average strength of a pint is

approximately 1037°).

Cider - £15.80 per hectolitre on cider of a strength of less than 8.5 per cent of

alcohol by volume. Cider of a strength of 8.5 per cent or more is chargeable with

made-wine duty.

VAT is also paid at 15 per cent (three twenty-thirds of retail price).

Effective Burden

Beer - Duty 18.1p per pint on beer of average strength. On a pint costing 71p, 9.2p

of VAT is also paid.

Cider - Duty 9.1p per pint. On a pint costing 76p, 9.9p of VAT is also paid.

Estimates
Beer

Duty (excluding
revalorisation)

VAT on beer

Cider and perry

Duty (excluding
revalorisation)

VAT on cider

Price increase

1p on an average pint

First Year effect of a change

Close to full year effect multiplied by the fraction of the financial year remaining

less one-twelth of full year effect, but for a detailed estimate reference should be

£fm
1985-86

1960
1050

£m
1985-86

60
85

fm
1985-86

80

made to HM Customs and Excise.

f£m
1986-87

1995
1100

f£fm
1986-87

70
105

Full year (including VAT)

fm
1986-87

80

—801-

fm
1987-88

2035
1150

f£fm
1987-88

75
120

f£fm
1987-88

85
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Effect ofchange on the Retail Price Index

1p on an average pint 0.05 per cent.

Business Costs

2 per cent of total beer duty receipts are assumed to be paid by businesses.

MRS L HAMILL
HM Customs and Excise
Ext 5044
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9. WINE AND MADE WINE DUTIES

Present rate

Excise duty rates on wine and made-wine - Duty per hectolitre
Less than 15 per cent alcohol by volume £ 98.00
15 per cent and over but not exceeding 18 per cent £169.00
Exceeding 18 per cent but not exceeding 22 per cent £194.00

Customs duty is also paid on non-EEC imported wine. VAT is also paid at 15 per

cent (three twenty-thirds of retail price).

Effective burden Total
effective
Price Size Strength Duty VAT burden
P (cD) band () (p) (P

EEC Table Wine

"Hirondelle" 225 70 less 15% ~ 68.6°29.3 97.9

"Harvey's Bristol

Cream" 380 70 15% - 18% '118.3  49.6 167.8

"Cockburn's Special

Reserve" 550 70 18% - 22% 136.4 "71.7 208.1

Estimates £m £m £m
1985-86 1986-87 1987-88

Duty (including made wine but

excluding revalorisation) 650 730 800

VAT on wine 400 465 510

Specimen Change Full year (including VAT)

Price increase £m £m £m
1985-86 1986-87 1987-88

5p on a bottle (70 cl, NE 15°)

and equal percentage changes in the
other strength bands, including
made-wine

30 35 40

About 60 per cent of the extra revenue would come from light wine (ne 15 per

cent) of fresh grape.

First year effect of a change

Close to full year effect multiplied by the fraction of the financial year remaining
less one twenty-fourth of the full year effect, but for a detailed estimate

reference should be made to HM Customs and Excise.

- 9.1 -
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Effect of a change on the Retail Price Index

5p on a 75 cl bottle (NE 15°) and equal percentage changes in the other rates,
0.04 per cent.

Business Costs

8 per cent of wine duty is assumed to be paid by businesses.

MRS L HAMILL
HM Customs and Excise
Ext 5044
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10. SPIRITS DUTY

Present rate

Excise rate on mature and immature spirits is £15.77 per litre of alcohol. VAT is

also paid at 15 per cent (three twenty-thirds of retail price).

Effective burden

£4.73 duty on a 75 cl bottle of domestically produced spirits at 70° (equivalent to
40 per cent alcohol by volume). On a bottle costing £7.60 (off-licence), 98.8p of
VAT is also paid so that the total burden is £5.72 per bottle.

Estimates £m £m £m

1985-86 1986-87 1987-88
Duty (excluding revalorisation) 1460 1485 1575
VAT on spirits 435 535 5T5
Specimen changes
Price Increase Full year

(including VAT)
£m £m £m

1985-86 1986-87 1987-88

30p on a 75 cl, 70° bottle 35 35 40

First year effect of a change

Close to full year effect multiplied by the fraction of the financial year remaining
less one twenty-fourth of the full year effect, but for a detailed estimate

reference should be made to HM Customs and Excise.

Effect of a change on the Retail Price Index

30p on a bottle 0.04 per cent.

Business costs

8 per cent of spirits duty is assumed to be paid by businesses.

MRS L HAMILL
HM Customs and Excise
Ext 5044
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11. OIL DUTY

(A) PETROL

Present rate

17.94p per litre. VAT is also paid at 15 per cent (three twenty-thirds of retail

price). Petroleum substitutes and LPG are taxed at a related rate,

Effective burden

81.6p per gallon.

On a gallon of four-star petrol costing £1.95, VAT of 25.4p is also paid, and the
effective burden for the private motorist is 107p. VAT is reclaimed on business

use, which accounts for about a third of petrol consumption.

Estimates £m £m £m
1985-86 1986-87 1987-88
Duty (excluding revalorisation) 5020 5310 5545
VAT on petrol* 1120 1210 1285
% Not including VAT reclaimed on business use
Specimen change
Duty increase Full year (including VAT)
£m £m £m
1985-86 1986-87 1987-88
2p on a gallon (including VAT) 100 105 110

First year effect of a change

As for spirits (page 10.1)

Effect of change on the Retail Price Index

2p on a gallon: immediate efect 0.05 per cent.

Business costs

About a third of petrol duty is assumed to be paid by businesses.

- 11.1 -
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(B) DIESEL ENGINED ROAD VEHICLE FUEL (DERV)

Present rate

15.15p per litre. VAT is also paid at 15 per cent (three twenty-thirds of retail
Price) but this can be reclaimed by registered traders. The use of DERV by private

motorists is negligible.

Effective burden

68.9p per gallon (the private motorist Pays a further 24.7p in respect of VAT on a
gallon of DERYV selling at £1.89 (a VAT exclusive price of £1.64)).

Estimates £m £m £m
1985-86 1986-87 1987-88
Duty (excluding revalorisation) 1255 1325 1385 Ak u’l’>
(r¢
2N Ry gty o~
S imen e L bl T £ -
Spec change R A
Duty increase Full year (excluding VAT)* ¢ ,X“uo s
£m £m f£m ! W\)‘
1985-86 1986-87 1987-88 /Xf‘
2p on a gallon 30 30 35

(including VAT)*

First year effect of a change

As for spirits (page 10.1).

Effect of change on the Retail Price Index

DERV does not appear directly in the RPI since very little is bought by households.

MRS L HAMILL
HM Customs and Excise
Ext 5044

*
DERV is normally purchased by registered traders who can reclaim any VAT
charged as input tax, so the effective price increase to them would be 1.74p.

=11.2 =
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OIL DUTY
(C) REBATED OILS

Present rate

0.77p per litre. The duty on kerosene used other than as aviation fuel was
abolished in the 1984 Budget. All rebated oils are zero-rated except for

lubricating oils which are chargeable at the standard rate of VAT.

Effective burden

3.5p on a gallon of fuel oil costing 59p:

Estimates £m £m £m
1985-86 1986-87 1987-88
Duty (excluding revalorisation) 225 235 245
VAT on lubricating oils 20 25 25
Specimen change
Duty increase Full year
£m £m £m
1985-86 1986-87 1987-88
1.0p on a gallon on all rebated oil 60 65 70

First year effect of a change

As for spirits (see page 10.1).

Effect of a change on the Retail Price Index

1p on a gallon of all rebated oil. Immediate effect negligible.

Business costs

Over 90 per cent of rebated oil duty is assumed to be paid by businesses.

MRS L HAMILL
HM Customs and Excise - 113
Ext 5044 ;
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CONFIDENTIAL
12. BETTING AND GAMING
Present Rates
General Betting Duty - Off-course 8 per cent on stakes
- On-course 4 per cent on stakes
Pool Betting Duty 42} per cent on stakes

(331/3 per cent for charity
pools)

Taxes are also levied on Bingo Halls, Casinos and Amusement Arcades.

Estimates £m £m £m

1985-86 1986-87 1987-88
General Betting duty 300 345 375
Pool Beting Duty 230 265 290
Gaming Duties 170 190 205
All Betting and Gaming 700 800 870
Specimen Changes

An increase in the general betting duty would give a considerable stimulus to the
existing incentive for illegal betting posed by the current combined rates of duty
and racing levy. It is not known by how much the revenue gain from increasing the

rates would be eroded.

First year effect of a change

This will depend on the date of operation of the change in rate and is complicated
by the seasonality of the yield and the payment arrangements. Detailed estimates

should be obtained from the Customs and Excise Department.

Effect of change on the Retail Price Index

Negligible.

(No betting activity appears directly in the RPI. The effect of changes in pool
betting duty on the price of admissions to football matches is expected to be

negligible).

MRS L HAMILL
HM Customs and Excise
Ext 5044

-12.1 -
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13. VALUE ADDED TAX

Present rate

15 per cent

Zero-rated Items

Most foods; water supplies; books, newspapers etc; fuel and power (excluding road
fuels); some building work; certain services to overseas traders; most commercial
ships and aircraft; passenger transport (except taxis); residential caravans and
houseboats; certain supplies of gold; bank notes; drugs and medical supplies on
prescription; exported goods; certain supplies by certain charities; young children's

clothing and footwear.

Exemptions
Land; insurance; postal services; sweepstakes and lotteries; financial services; most
educational services; doctors, dentists and opticians; burial and cremation services;

sports competitions.

For more detailed information on the zero-rated and exemption schedules see

Customs and Excise Notice No 701. ("VAT Scope and Coverage")

Estimates £m £m £m
1985-86 1986-87 1987-88

& Full year yields (accruals) 19200 20800 22500

2: Receipts 18800 20400 22400

Specimen change

Full year effect
f£m £m £m
1985-86 1986-87 1987-88

% change in rate including

compounding on tobacco*

+1 per cent (15 per cent to

16 per cent) 850 925 1010

(exclusive of Central Government
and Local Authorities)

First year effect

This is affected by the pattern of collection. Customs and Excise will provide the

estimates for specific times of change.

=35l
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Effect of a change on the Retail Price Index

+ 1 per cent change in rate = +0.5 per cent change in the RPI

Business Costs

VAT on inputs, other than cars and business entertainment, can be reclaimed by

registered traders.

MRS L HAMILL

HM Customs and Excise
Ext 5044

* The tobacco products duty on cigarettes has ad valorem and specific elements.
The ad valoren duty is levied on the VAT inclusive recommended selling price
which will change if the VAT rate is changed.

-13.2 -
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14. CAR TAX

Present rate

10 per cent on the wholesale price of all new cars and motor cycles.

Effective burden

VAT is also paid at 15 per cent on the retail selling price, so taxes total about

19.7 per cent of the selling price of a new car.

Estimates
Car tax VAT on
new cars
£m £m £m £m £m £m
1985-86 1986-87 1987-88 1984-85 1985-86 1986-87
Accruals 850 970 1050 1655 1890 2045
Receipts 830 950 1040 1615 1850 2025
Specimen change
Full year (including VAT)
£m £m £m
1984-85 1985-86 1986-87
10 per cent to 124 per cent 210 240 260

First year effect

This is affected by the pattern of collection. Customs and Excise will provide

estimates for specific times of change.

RPI effect

There is no direct effect on the RPI as the price index for all cars is based on the
prices of second-hand cars. A change in car tax would be expected to affect the
price of second-hand cares indirectly, however, so that there would be some

eventual impact on the RPI.

Business Costs

About 45 per cent of car tax duty is assumed to be paid by businesses.

MRS L HAMILL
HM Customs and Excise
Ext 5044

- 141 -
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15. REGULATOR POWERS FULL YEAR REVENUE EFFECTS

EXCISE DUTIES

Change in Yield Yield Yield
price due from from from Change in
to 10%  Regulator Regulator Regulator Retail Price
Regulator 1985-86 1986-87 1987-88 Index
P £m £m £m %
Group(l)
A Tobacco 137p Full
(20 king size) Regulator 12.8 390 400 410 0.33
cigarettes) 10 per cent
specific
tax
regulator 8.2 250 255 265 0.24
only
B Beer7lp
(1 pint of beer) 2.1 165 170 175 0.11

Spirit 775p
(bottle of whisky 54.4 65 70 75 0.08
off licence)

Wine 225p 7.9)
(EEC Table wine )
per 70 cl bottle )
)
(Harvey's Bristol ) 45 55 60 0.06
Cream per bottle) 380p 13.6)
)
(Cockburn's Special )

Reserve per bottle) 550p 15.7)

C Road Fuel

(Gallon of 4-star) 195.0p G e gy 460 495 0.23

(Gallon of Derv) 189.0p 6.9 (3) 115 120 125 nil
C Rebated Oil

(Gallon of fuel oil) 81p 0.35 20 20 20 neg

NOTES
(1)

Under the provisions of the 1982 Finance Act the taxes on each of the items in a
group may now be changed by different proportions. The maximum changes are
illustrated here.

(2)
3)

The business user who deducts VAT will in effect pay only 8.2p.

For the business user; that is, excluding VAT. The private motorist would pay an
extra 7.9p.

- 15.1 -
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vatV

Total Revenue Yield from 25 per cent Regulator, Full Year.

1985-86 1986-87 1987-88 Change in
£m £m £m RPI
%
3095 3380 3685 1.9

NOTE
(1)

The figures quoted are exclusive of Central Government and
Authorities.

MRS L HAMILL

HM Customs and Excise
Ext 5044

-15.2 -
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16. MOTOR VEHICLE DUTIES ETC UK

Present Rates

Motor Cars and light goods vehicles 100
Ilustrative Table

Goods general taxed according to gross weight and wheel plan

Gross Weight
(Tonnes)
Rigid (without trailer):
2 Axles 13 410
- 16 % 1,030
Articulated (excluding concessionary rates)
2 Axled tractive unit with any
semi-trailer 16 590
23 1,000
324 2,450
38 3,100
3 axled tractive unit with any
semi-trailer 16 440
23 620
323 2,450
38 25730
Estimated Yield - United Kingdom 1986-87
(assumed current tax rates)
UK GB NI
£m £m £m
By class of vehicle:
Private, Light Goods Vehicles (including
cycles) 1,975 1,928 47
Heavy Goods Vehicles 447 433.3 13¢3
Tractors & Agricultural etc machines 8 8)
Hackneys 9 9) 1
Trade Licences 4 4)
Grand Total 2,443 2,382 61
* Other receipts 11
Driving Licence Receipts 16
Specimen Changes £m
For each £5 Private Light Goods
Licence 97.7
For 5 per cent change in Goods licence 22.4
For 5 per cent change in Tractors, etc 0.4
For 5 per cent change in Hackneys 0.4
For 5 per cent change in cycles 11

* Includes mitigated penalties and fees for retention of cherished registration numbers,
duplicate registration documents and duplicate licences.

DVL ACS

18 December 1985
- 16.1 -
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ESTIMATED VED YIELD AND VEHICLE NUMBERS - UK

1.  Breakdown by Vehicle Category

1985-86 Number of
Yield Vehicles Licensed

£m September 1985
Schedule 1: M/cycles 20 1,215,800
Tricycles 3 73,200
23 1,289,000
Schedule 2:  Hackneys 9 122,200
Schedule 3: Showmen's Haulage - 200
General Haulage 2 5,800
Agric Machines 6 387,100
8 393,100
Schedule 4: HGV Showmen's ~ 900
HGV Farmers' 5 22,300
HGV 433 506,200
All Restricted HGVs 3 27,200
441 556,600
Schedule 5: Private/Light Goods 1,921 18,462,200
Light Goods Showmen's - 500
Light Goods Farmers' e 48,500
1,925 18,510,700
Trade Licences 4 92,300
GRAND TOTAL £ 2,410m 20,963,900

D J HALSTEAD
Dept of Transport
Ext 6414

DVL ACS

18 December 1985
- 16.2 -
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7.

NATIONAL INSURANCE CONTRIBUTIONS

There are four classes of NICs:

Class 1 (Employees) - If an employee earns more than the lower earnings
limit (£38 per week in 1986-87) they pay primary Class 1 contributions and
their employer pays secondary contributions. The rates of contribution in
1986-87 are at the following percentages of gross weekly earnings up to the

upper earnings limit (£285 per week in 1986-87):

Not contracted-out

Paid by Paid by Total
employee employer

Normal : Earnings £38 to

£59.99 5% 5% 10%
Earnings £60 to

£94.99 7% 7% 14%
Earnings £95 to

£139.99 9% 9% 18%
Earnings £140 to

£285 9% 10.45% 19.45%

Opted out married women 3.85% As in normal
schedule

Persons over pensionable
age = As in normal
schedule
For earnings above the upper earnings limit employer's contributions remain
at 10.45 per cent of gross weekly earnings however for employee's there is a

maximum contribution of £285 x employee rate (at not contracted-out
rates = £285 x 9 per cent = £25.65).

Where the employee is contracted-out the percentage rates are reduced by
2.15 per cent (primary/employee) and 4.1 per cent (secondary/employer) on
the slice of earnings between the lower earnings limit and the upper earnings
limit.

Class 2 (self-employed) - Flat-rate payment of £3.75 in 1986-87 by all
self-employed persons over the age of 16 with earnings above £2,075 per

annum.

Class 3 (Voluntary) - Voluntary flat-rate contributions may be paid by
persons 16 and over to enable them to qualify for certain benefits. The rate
is £3.65 in 1986-87.

M | o
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Class 4 (Self-employed) - Earnings related contributions for the
self-employed. They are paid if earnings are above the lower profits limit of
£4,450 (in 1986-87) at the rate of 6.3 per cent of earnings above the LPL.

There is no contribution payable on earnings above the upper profits limit of
£14,820.

Specimen changes (GB only)

1. Contribution rates in 1987-88

Yield of an additional 1 per cent on contribution rates:

Standard rate employees: £m

Weekly earnings: £ 40 - £ 62 38

£ 62 - £100 91

(UEL £300) £100+ 1453

Reduced rate employees: 56
Employers:

Weekly earnings: £ 40 - £ 62 47

£ 62 - £100 105

£100 - £145 250

£145+ 1346

- Self-employed: (Class 4) 65

Yield of an additional £1 on flat-rate contributions

Self-employed: (Class 4) 101
Voluntary: (Class 3) 6

These are contributions due in respect of the tax year+ (full year effect) and

exclude Treasury Supplement*.

- 17.2 -
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A 1 per cent increase is assumed for all contributors including those groups

(eg HMF) paying at special rates.

2. Earnings ceilings for contributors

The effect on contributions in respect of 1987-88 of abolishing the upper earnings
limit for employees (although retaining it for the calculation of contracted-out
rebate) and the upper profits limit for the self-employed from their assumed levels
of £300 pw and £15600 pa is:

National Insurance Fund

£m
Employees Self-employed
Excluding Treasury Supplement 765 200
Including Treasury Supplement 835 220

3. Rate of SSP*

The effect on contributions in respect of 1987-88 of increasing the main rate of
SSP by £1, with proportionate changes for the other rates, is to reduce contribution
income to the National Insurance Fund by £16.8 million. This excludes the effect
of additional contributions payable by employees and the Treasury Supplementary

payable thereon, together these would amount to at most £1.5 million.

Notes

¥ Class 1 contributions are collected with PAYE income tax. There is an initial
delay of some six weeks before changes in contribution rates are reflected in
receipts. There are longer delays in the collection of contributions from the
self-employed and voluntary contributions.

* There is an automatic Treasury Supplement of 9 per cent of the total
contributions paid to the National Insurance Fund. Contributions used are after
adding back estimated contracted-out rebates and SSP reimbursement to
employers but exclude state scheme premiums.

A I JOHNSTON
Government Actuary's Department
Ext 337

N 17.3 s
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18. PROJECTED INCOME OF NATIONAL INSURANCE FUND

GB (£ million)

April 1986 Rates and

Limits New Limits*
1986-87 1987-88
Contributions Contributions
CONTRIBUTIONS in respect of in respect of
Receipts tax year Receipts tax year

Employees 9961 10067 10749 10826
Employers 11575 11695 12518 12607
Self-employed 609 642 670 712
Voluntary 21 21 21 72
Premiums® 302 302 329 329
Total 22468 22727 24287 24496
SSP 745 778 809 813
Net Total 21723 21949 23478 23683
Treasury
Supplement 2394 2421 2587 2609
Fund
Total NI Fund 24117 24370 26065 26292

(1) the figures shown in the table are on the basis of average numbers of

employees in employment (including members of HMF) and the average earnings

summarised below:

1984-85
1985-86
1986-87
1987-88

Average gross earnings
of employees in

employment (Epa)

7386
7977
8535
9047

GB
Employees in
employment (000s)

21060
21197
21546
21836

It is the movement of these quantities since 1984-85 which is important rather

than their absolute magnitudes, since our estimates are normalised on the actual

1984-85 contributions. Class 1 contributions are very nearly proportionate to the

number of employees.

- 18.1 -
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(2) The effect on contributions in respect of the tax years shown of average
earnings 1 per cent higher or lower than has been assumed, with no effect on

numbers, is:

£m
1986-87
National Insurance Fund
Excluding Treasury Supplement 220
Including Treasury Supplement 245

Because Class 4 contributions in respect of a tax year depend on earnings in a
previous period it is assumed that self-employed contributions are unaffected
except for those who have earnings from employment and are affected by the

upper limit on contribution liability.

(3) The effect on contributions in respect of the tax year shown of + 100,000
unemployed in GB, excluding school leavers and students, which would effect the

number of employees in employment, is:

£m
1986-87
National Insurance Fund
Excluding Treasury Supplement 130
Including Treasury Supplement 145

Notes to the tables

* From April 1987 Class 1 lower and upper earnings limits are assumed to rise to
£40 and £300 pw from their 1986-87 values of £38 and £285 pw. The earnings
limits which determine the bands on which lower rates are paid are assumed to
rise from £60, £95 and £140 pw to £62, £100 and £145 pw. Class 1 contribution
rates are assumed to remain unchanged.

Classes 2 and 3 contributions ar eassumed to rise to £3.89 and £3.79pw
respectively with the range for Class4 contributions changing from
£4450/£14820 to £4615/£15600pa. The Class 4 rate is assumed to remain
unchanged.

The standard rate of SSP is assumed to increase to £48.40pw with proportionate
increases for the lower rates.

+ 9 per cent of contributions excluding state scheme premiums but before
deducting contracting-out rebates.

¢ for premiums the convention is adopted that contributions in respect of a tax
year are the same as the receipt in the same period.

A I JOHNSTON
Government Actuary's Department
Ext 337

- 18.2 -
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19. NATIONAL INSURANCE BENEFITS

Present rates of benefit (from 25 November 1985)

1. National insurance flat rate retirement pension: £
single 38.30
married 61.30

Pensioners over 80 receive an extra 25p age addition
Pension is increased for each dependent child by: 8.05

A person who does not retire on reaching pensionable age
becomes eligible for increased pension when they do retire.
No further increase can accrue after the age of 70 (men)
or 65 (women).

Since April 1979 pensions have been in two parts. As well
as the flat-rate pension there is an earnings-related
additional component (AC) based on contributions on
earnings above the basic level in the relevant years.
(Widows benefit and invalidity pension similarly attract
an additional component).

2. Widow's allowances 53.60
Widowed mother's allowance 38.30
Widow's pension (50+) 38.30
Invalidity pension: single 38.30
Dependency increase for wife of invalidity pensioner: 23.00
Dependency increases for children: 8.05

Invalidity allowance is payable if age of onset of illness
is less than 60 (55 for women). The rate of invalidity
allowance depends on the age of onset of illness.

3. Sickness, and maternity benefit: single 29815
Dependency increases for wife: 18.00
4. Unemployment benefit: single 30.45
Dependency increase for wife: 18.80

Earnings related supplement was abolished in January 1982

=391 =~



COST IN 1987-88 OF A 1 PER CENT UPRATING IN JULY 1986

GREAT BRITAIN £ MILLION
Non means
tested
Non NI
fund Supplementary Housing Net
Benefits uprated NI Fund Dbenefits Benefit Benefit Cost
(Rents
only)
Retirement pensions only 178 -28 =11 139

Retirement pensions,
supplementary pension and
housing benefit for

pensioners 178 9 negligible 187
Long term benefits +(1) 214 17 28 -14 245
Short term benefits +(2) 20 5 44 -1 69
Additional component (3) 5.3 553

All benefits except child
benefit, FIS, supplementary

benefit and housing benefit 239 24 -30 =12 221
All benefits except child
benefit and FIS 239 24 80 4 347

Effect of a £1 increase in Child Benefit in July 1986+

GREAT BRITAIN £ MILLION
1986-87 1987-88
Cost Child Benefit 420 620
One parent benefit 21 33
Savings Child Dependency Additions
- retirement pension only 1 2
- long term benefits - NI fund (1) 14 22
Non-fund 0.5 1
Supplementary Benefits 70 106
+ Excludes housing benefit

(1) Comprising: NI Fund: (RP (excluding AC), WB (excluding AC), IVB
(excluding AC), Dis Ben, IDB,II old cases.
Non means tested, non NI Fund benefits: NCRP, AA, ICA,
SDA, War Pensions Supplementary benefit: Supplementary
pensions and long term allowances

(2) Comprising: NI Fund: UB, SB, MA
Non means tested, non NI Fund: Mob A
Supplementary benefit: Supplementary allowance - basic scale

(3) AC payable with RP IVB and WB

- 19.2 -
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4 Effect of change in the number of wholly unemployed (GB)

£ million

July 1986 rates

November 1985 rates 1 per cent upgrading
1986-87 1987-88 1986-87 1987-88
5 100,000 in 1986-87 and 1987-88
Supplementary benefit/housing
benefit 120 160 120 165
Unemployment benefit 90 43 91 43
* 100,000 in 1987-88 only
Supplementary benefit/housing
benefit 120 120
Unemployment benefit 90 91

P H HAMSHARE
DHSS
Ext 4202 (Friars House: GTN 2916)

= 19-3 -



CAR AND CAR FUEL BENEFITS

A

Car Benefit Scale Charges

1. The AA may argue that the scale charges are too high, and
should not be increased.

Line to Take

2. Current car benefit scale chargcs (£410 for 1leUOcc car) CAR
nowhere near realistic value of company car. Independently AND cAR
estimated (Regional Reward Surveys) that employee would have Ut
to earn extra £3,300 to run privately similar car. Bovert

3. Increase in tax from 1984/85 to 1985/86 for typical 1600cc
company car user only 26p a week.

Background

4. 1985/86 Main Car Benefit Scale Charges

Weekly Increase

Size of Car Scale Charge Tax Per Week Over 1984/85
£ £

0=1300ecc 410 2.36 20p

1301-1800cc 525 34102 26p

Over 1800 cc 825 4.76 43p

Note Tax at basic rate; figures double if free fuel provided.

5. Company cars only taxed in the hands of directors and
those employees earning, including the value of the benefit,
at a rate of £8,500 a year or more.

6. Estimated number of company cars subject to tax 1 million.
Revenue yield (including car fuel benefit) about £380m
(1986/87).

7. Imbucon (remuneration specialists) report increased
provision of company cars among Jjobs surveyed: 79.7 per cent
(1985) compared to 77.9 (1984).

Car Fuel Benefit Scale Charges Too High

8. The AA may argue that because car fuel benefit scale
charges have followed the car benefit figures they now bear no
relationship to the real value of this benefit.

Line to Take

9. While company car may be necessary to carry out some jobs,
free fuel for private motoring is a pure perk. If the user
considers the tax charged outweighs the value of the beneift,
then he can avoid the charge simply by making good to the

employer the cost of providing the fuel.

; i




Background

10. Car fuel benefit scale charges are the same as car
benefit scale charges (see paragraph 4). About 50 per cent of
all company cars receive free fuel for private motoring. Tax
yield (1986/87: £130m).

11. Although thec real worth of the benefit (assuming 8,000
miles private motoring as indicated by the National Travel
Survey) may now be equal to or exceed the scale charge, it
will still pay most company car users (all those covering
2,500 + private miles) to pay the tax rather than make good.
The possiblity of decoupling the car [uel from the car benefit
scale charge is covered in our paper of 22 November.
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VEHICLE EXCISE DUTY RATES

A. AA'S VIEWS

The AA consider that VED is less unpopular than petrol duty. Last
year, Lord Erroll emphasised that "there is no statutory need to

revalorise all the excise duties each year".

B. BACKGROUND

In the 1985 Budget VED was raised from £90 to £100 for cars and
light wvans,' d.e. ‘by 1l periicent s rmote  thanivewice ! theiirate =~ of
inflation. This will yield an extra £200 million in 1985/86 and
in a full year; an increase in line with inflation would have yielded

an extra £80 million.

(& LINE TO TAKE

The Government is not anti-motorist. Taking both VED and petrol
duty together, the increase in motoring taxes in 1985 Budget was
about 1% times the rate of inflation - in line with the increases
for most other excise duties. These increases progress the stated
aim of switching the burden of personal taxation from earnings
to spending. VED is still slightly lower in real terms than level
set by previous Labour Government in 1975. If the duty had been
increased in line with inflation since 1977 (the last time the
Labour Government increased the rate - to £50), it would now stand

at about £103.
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CONCLUSION
The RAC's case for abolition of the esturial toli charges can be summarised as follows:-

It is nonsensical to charge ever-increasing tolls. whilst the debts continue to expand.

It is unreasonable to make road transport users pay for immense and unexpected costs —such as the
£33 million repairs to the Severn Bridge now commencing.

1t is wrong to charge the users for the construction and maintenance of 25 miles of Britain’s national
road network — while the motoring taxpavers contribute immensely more than the expenditure on the
other huge mileage.

1t is discriminatory and unfair — especially for many who use the crossings for dailyv journeys to and
from work and have to pay as much as £10 a week.

It is anomalous that some bridges and tunnels have been selected for toll charges whilst road
transport users elsewhere make no payments at other river Crossings.

The information provided concerning the financial situation demonstrates why continuance of the
toll charges systemn makes no sense. Motorists pay more — deficits increase!

The RAC confidently hopes that the Transport Committee will soon make recommendations for
concession to remove these objectionable costs incurred by road transport — necessitating a payment
once and for all of a relatively small sum compared with the ever-widening gap between motoring
taxation income and the national road expenditure.

March 1985

If am further information is required. enquiries should be submitied to the Public Affairs Division of
the Roval Automobile Club. 49 Pall Mall. London SWI1Y 31G. Tel: 01-839 7050.




CONFIDENTIAL
FROM: A M W BATTISHILL
THE BOARD ROOM

INLAND REVENUE
SOMERSET HOUSE

18 February 1986
FINANCIAL SECRETARY
NORTH SEA OIL COMPANIES: ACT AND RING-FENCE PROFITS

This is a particularly difficult issue to come up against
at this late stage; and I apologise for that.

Mrs Hubbard's note deals very fully with the problem
and with possible solutions to 1it. We are persuaded
that the companies do have an equitable case for relief
and that the formula at the end of paragraph 11 should
produce a fair result. If we were talking only of £10-
£15 million for the smaller companies caught with stranded
ACT I would have no hesitation in recommending inclusion
in Ethe 1986 ‘Billk. But the risk of a potential £50-£100
million cost (even though a very tentative figure) arising
from the majors makes it an altogether different matter.
We have explored various ways of restricting the extent
of the relief, but so far no entirely acceptable solution
has been found.

Phats Vsadd, +if we ‘do  nothing, we ecannot exclude  the
possibility that at least some companies will ¢txry te
exploit the newly found loophole (even though it involves
some pretty artificial arrangements), and that could
cost a lot of money too. I think we must close it.

We should be happy to discuss this with you.

C}-“

A M W BATTISHILL

ec—PS/Chancellor Mr Battishill

PS/Chief Secretary Mr Pollard
PS/Economic Secretary Mr Beighton
PS/Minister of State Mr Painter
Mr Robson Mr- . PiEES
Miss Sinclair Mr Elliss
Ms Leahy Mr Beauchamp
Mr Cropper Miss Hill
Mr Wilson Mrs Hubbard
Mr Graham - Parly Counsel Mr Cleave

Mr Reed

MrWhitear

Mr Pang

Mr I Stewart
PS/IR



CONFIDENTIAL Policy Division
Inland Revenue Somerset House

FROM: MRS C B HUBBARD
DATE: 17 FEBRUARY 1986
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2. MR BATTISHILL

3. FINANCIAL SECRETARY

S. 16 OTA 1975: RESTRICTION ON SETTING ACT AGAINST RING FENCE
PROFITS

I % This note is about a possible late addition to this year's
starters 1list and concerns two problems relating to S.16, OTA
1975, which is designed to protect the ring fence by restrictions
on the set-off of ACT. One of these problems has been the
subject of past and current budget representations by the oil
industry; two BRINDEX companies are now claiming that they will
suffer unintended hardship in xespect of 1986 distributions duc
tEo"S.16. One of them (LASMO) has now written to you directly
(letter of 11 February). The representations are therefore now
urging that a solution be found as a matter of urgency, in the
1986 Finance Bill. The other problem has been brought to light
by those companies' considerations of how to avoid this hardship,
which in turn have exposed a potential loophole in the existing

legislation, which could have very significant costs if ever

exploited.

e PS/Chancellor Mr Battishill
PS/Chief Secretary Mr Pollard
PS/Economic Secretary Mr Beighton
PS/Minister of State Mr Painter
Mr Robson Mr Pitts
Miss Sinclair Mr Elliss
Ms Leahy Mr Beauchamp
Mr Cropper Mrs Hubbard
Mr Wilson Miss Hill
Mr Graham - Parlia. Counsel Mr Cleave

Mr Reed
Mr Whitear
Mr Pang

Mr I Stewart
PS/IR
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Background and problem

2o Under the normal rules a UK resident company makes a
payment of ACT when it pays a dividend. This ACT may then be set
against its mainstream CT 1liability, or if this is insufficient
any surplus may be either carried back up to six years or carried
forward indefinitely. If the dividend is paid to another company
which has a trading loss it can (under Section 254 ICTA) set
the loss against the dividend and reclaim the tax credit on that

dividend.

3 It was recognised that these rules could permit the ring
fence to be breached, by allowing a a ring fence company to pay

ACT on a distribution to its parent (and get the ACT credited

against its North Sea CT bill), while its parent - if it had
losses - could claim to be paid the tax credit attached to the
distribution. Effectively the "ring fence" tax would be reduced
by a non-ring fence loss. Secktion 16 was therefore

specifically introduced to prevent ACT on a dividend paid within
a group being set against ring fence corporation tax on oil
profits. (It was thought that alternative ways of protecting
the ring fence by denying repayment of the tax credit where the
income out of which the dividend had been paid was ring fence
income would involve difficulties of tracing income which could
pass through a chain of related companies.) But there is no
restriction where the dividend is paid to outside shareholders
(including a non-resident parent company) ~ there the

possibility of ring fence leakage does not arise.

4. These rules do not completely - and are not designed to -
prevent a ring fence company from setting ACT against its ring
fence CT. Under the normal rules, a company may surrender its
ACT to another member of the group which can set this against its
own current CT liability or carry it forward against its future
CT liability. This means that the parent company which pays a
dividend to outside shareholders can elect to surrender the ACT
on this to a subsidiary which can then set it off against its
ring fence CT. The important thing is that the ACT on the dividends

will have been retained by the Revenue.

NS



' CONFIDENTIAL

5% Faced with this position a North Sea subsidiary will pay its

dividends without accounting for ACT (as it can elect to do under

SHPSE. IECTA 0 1970) to - ats  parents. The parent declares a
dividend in turn (to outside shareholders or to its overseas
parent) and pays ACT. It then surrenders the ACT (s.92
FA 1972) to the North Sea subsidiary. The ACT can then be

credited against CT on the ring fence profits.

The Companies' Problem

b However, as explained above, surplus surrendered ACT

cannot be carried back, only forward. In this respect,
therefore, the rule - as what was thought an unavoidable side-
effect - leaves the ring fence company at a disadvantage 1in
comparison with the non-ring fence company. Under the normal
rules, a company sets its ACT against its CT liability up to the

normal limit, and any surplus can be carried back against its CT

liability in the preceding six years. But this is not allowed
where ACT has been surrendered to the company - in that case any
surplus may only be carried forward. Normally there is

flexibility in these arrangements as a non-ring fence
subsidiary can set off surrendered ACT against its current
liability, so releasing any ACT it has paid itself as surplus for
carry back. As the ring fence company cannot credit its own ACT
against its CT 1liablility, it is forced to pay dividends
without accounting foxr ACT. It can only, therefore, have

surrendered ACT, which cannot be carried back.

7z The o0il industry has always complained that the structure of
S.16 created a problem of dividend flexibility (because of the
rules described in paras 3-6, the parent will need to pay
dividends geared as precisely as possible to the North Sea
subsidiary's current taxable profits to avoid creating surplus
ACT, which could remain stranded for a good many years) and has
regularly featured its repeal or amendment on its Finance Bill
shopping list. Our response has always been fairly sympathetic,
but that it was not easy to find a workable alternative solution

which protected the ring fence; we were not, however aware that
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any company had suffered actual, as opposed to theoretical,
hardship as a result of S.l6. We invited them to let us have
evidence of any actual problems, as this would strengthen their

case for a change if a viable solution could be found.

8. Such evidence is now beginning to appear. Two companies have
been to see us in the last two months to show problems of
stranded ACT (and LASMO wrote to you on 11 February), and
BRINDEX and UROITC have returned to the attack on this front,

arguing that the present collapse in o0il prices is exacerbating

matters. (We saw BRINDEX in December and again on 4 February;
UKOITC have written again on 3 February.) They claim that it is
not always possible to match dividends to taxable profits; they

point out that the profile of taxable profits tends to be fairly
lumpy in the ring fence, given the long lead times with heavy
capital investment in developing new sources as current income
streams decline. This creates 'difficulties, espeecially foxr the
smaller independent groups at this time, as they are particularly
vulnerable to takeover. Their share prices are already lower
than at any time in recent years, and they would be at even
greater risk of falling to predators if they fall any lower.
Thus they need to maintain the 1level of dividends, even though
profits may be falling off. This creates a cash-flow problem.
Although stranded ACT can be carried forward indefinitely, it has
to be written off in their balance sheets if it cannot be
recovered within the next 12 months. This in turn has an adverse

effect on their market rating.

Possible Solutions

9% The industry's preferred solution would be the repeal of
S.16, and amendment to S.254 to prevent losses being set against
dividends from a ring fence company. But such a solution
involves problems of keeping track and identifying distributions
from North Sea profits which might pass along a chain of
companies within a group. The industry reluctantly accepts that
there are difficulties with this approach, and their fall-back
position is the removal of the prohibition of the carry-back of

surrendered ACT contained in S.92(3A) FA 1972. But allowing
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surrendered ACT to be carried back would give the group an
advantage as compared with the single company, as groups can

surrender any ACT, whereas the single company can carry back
only surplus ACT. Under the ACT rules as originally enacted,

carry-back and surrender were both available only for surplus
ACT. If we were to consider allowing any surrendered ACT to be
carried back, it would, we feel, be appropriate to re-inltroduce
the restriction that only surplus ACT could be surrcndered.
Otherwise the companies would have the best of all worlds, and
their planning opportunities would be maximised at a considerable
exchequer cost. Now that the order of set-off of ACT and
double taxation relief has been reversed, the reason for allowing

surrender of all, and not just surplus, ACT no longer applies.

10. But the question arises whether such a change should be
made across the board to meet what is a specifically oily
problem. Although CBI, Institute of Chartered Accountants
and Institute of Directors have, in their budget representations,
frequently asked for the ecarry-back of surrendered ACT, they
have not offered the quid pro quo of restricting surrender to
surplus ACT. They might see such a change as restricting their
planning opportunities, and for that reason, we would prefer any
solution to be specifically targetted to carry-back of
surrendered ACT attributable to ring fence income for set-off
against CT on those profits. This could be defended on the
grounds that the solution was designed to meet a particular
problem caused by S.16. If, in the event, there were to be a
demand for the solution to be applied across the board, we would

see no difficulties in extending it.

10. There are two possible ways of providing an oily only
solution. One would be a general rule, as mentioned above, of
restricting within groups containing a company with ring fence

income surrender to surplus ACT and allowing it to be carried

back : for set-off against €T on ring-fence - income. (Both
UKOITC and BRINDEX have indicated that they would be prepared to
swallow this.) But this might be unduly restrictive, and
therefore unwelcome, eg for those groups which are not

currently experiencing any difficulties withs"Sil6s An
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alternative, which we would prefer, because it 1is more precisely
targetted to the problem in hand, would be to allow surrender
of any ACT as now, but overcome the S.16 problem by allowing the
receiving company to carry back only so much as is attributable
to a distribution actually made of ring fence income, and then,
possibly, only for set off against CT on ring fence income. This
would ensure that a ring-fence company could never be 1in a
better position than a non-ring fence company. We think that a
solution along these 1lines would be relatively straightforward

both to legislate and to operate.

The Revenue Problem

12, As we mentioned at the beginning of this note, in
discussions with the companies affected by S.16, one group has
been exploring the possibility of a reconstruction which could
get round S.16. This is because the definition of associated
company in S.16 is not sufficiently tight. This has exposed a
possible breach in the ring fence, which we feel should be
stopped. This would be relatively simple, by replacing the
definition of associated company with a suitably tight definition
as @ found in other provisions, eg §.115 FA 1984 or 85.302
ICTA. The 1legislation . would therefore be very short and

straightforward to draft.
Timing

13. For the Revenue problem, we feel that it 1is desirable to
tighten up S.16 as soon as possible, now that the potential
loophole has been exposed, but we feel that it might be difficult
to do it in isolation. We would expect there to be considerable
pressure for the industry problem to be solved at the same time,
unless the changes were both proposed in the same package. For
their problem, the o0il industry are urging that a solution be
found as soon as possible, as the problem is a live one affecting
their 1986 dividends. Ideally, they would welcome an
announcement in the 1986 Budget, with legislation in the 1986
Finance Bill. By extending their accounting periods, or

deferring dividends to the next accounting period, they may be
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able to stave off the impact of S.16 in the short term, but it is
essentially an interim solution. Tf . -they «are . to. avoid
difficulties 1in relation to their balance sheets and market

ratings, remedial legislation is necessary.

Cost
14. The cost of any solution, along the 1lines set out in
para 11, arises because of an acceleration of relief which

would ultimately be available if the ACT was carried forward.
We would envisage such a solution applying to dividends paid in
accounting periods ending on or after Budget day. On that basis
and of submissions made by the two companies concerned, we would
expect that the releasing of stranded ACT would benefit them by
€£m5-10 in 1986/87. But this change in law would be equally open
to some of the major o0il companies, although none has made a
specific representation to us, other than the general
representation by UKOITC. This mav suggest that they do not see
it as so urgent a problem as the two BRINDEX companies above.
It is always very difficult to estimate the extent to which they
might be affected by S.16, as so much depends on other factors,
and notably oil prices; future development plans which might be
affected thereby, but which in turn will affect the amount of
their mainstream 1liabilities; their non-ring fence 1liabilities,
which are also greatly affected by price movements which
determine the margins on their downstream activities; and of
course their distributions policies. In trying to help the small
companies, the solution envisaged 1inevitably opens up the
possibility of extending the benefit . to the big ones. The
proposal could therefore have significantly greater costs,
perhaps of the order of £50-100m in 1986/87. We have spent a
long time considering how we might restrict that potential cost,
but have not, as yet, been able to find a solution which could bec

justified, once the point of principle has been conceded.

Conclusion

15. Now that a potential loophole in the ring fence has been

exposed, even though perhaps not many groups would wish to or
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even be able to reconstruct in an artificial way in order to
exploit it, we are concerned that it might be used, especially if
nothing is done to remedy the impact of S.16. Certainly, one of
the groups affected has been exploring this possibility. It
might therefore be prudent to tighten up here in any event.
However, to do this and not to do anything to mitigate the
unintended effect of S§.16 OTA 1975 would, we feel, he rather
dittficult. The problem would be bound to be aired at length
during any debate of such an amendment, and it might be difficult

to resist any concession.

16. “IL' am sorry this has come up so late in the day but it is
only recently that the companies have come to us with convincing
evidence that this is likely to be a real problem this year, and

have, in the process, made us aware of the potential loophole.

Given  the  potential . costs - albeit = surrounded by great
uncertainty - you will doubtless wish to consider whether you are
prepared to meet the industry's representations. If you decide

against, we think there is certain to be further pressure for
remedial legislation during the Finance Bill debates, which may
be difficult to resist. You may feel that a meeting would be

helpful to discuss this complex issue.

CH

MRS C B HUBBARD

Although a late starter, this must be a serious contender for
legislation this year. There are three options:

a. to block the loophole:
b to do that and also meet the companies' problem:
s to do nothing.

a. would be difficult on its own since there is such a strong
case for resolving the companies' problem. But there is a
major problem with either b. or c. -the possible cost. As
Mrs Hubbard suggests, you may wish to discuss.

&
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Whisky exports up by
7 P ¢ to record £994m

By JOHN l’E’l'l‘Y

RECORD exports of scotch
whisky, up 7 pf at £994 million, see
are  reported 985 by, the
Scotch Whlslg' Assocxahon But
volume was down

1984 at just under million

titres of pure alcobol..
The 4drop in volnme was
"due to Japam reducing

impeorts: of bnlk mau which it
uses to enhance the flavour of its
.own whiskies.: < ©
i i Whel ek
' S t
| banned. But with huge over
stocking o the Highlands, the
temptation to take a quick profit
is alluring.
Shipments m bottle, represent-

mg 0 p.c. of exports, were up:
P

¢. and had their best year
since 1982. Sales of "bottled
blends rose by 2 p.c. at more
| than 156 million litres of pure
alcohol, while bottled malts were

up 27 p.c. at 5.75 millien litres.

'| - Blended scotch: for bottling
abroad was 50.3 million litres
and showed virtually no change.

'| ' The export trade is dominated

2 pc. on G

losses.”

by Dlsullers Com

'ny currentl
a bid by &

inness wort!

.£2 Zb lion to thwart an offer of

about £1.98 million from Argyll

Meanwln'le the war . of words
over the future of Distillers con-
tinued unabated yesterday with |
Distillers spokesman David
Coanel rebutting. claims by
Argyll that the Guinness Distill-
ers merger would mean job

*Argyll’s reoord in the whisky
industry m Scotland is not
impressive'” said- Mr Connel
“they have bought in and out of
distilleries and bottling plants,
treating them as commodities,
and there has been no‘attempt at
constructive investment in the
industry. This has meant scores
of lost jobs. Argyll even closed
the local Glen Scotia distillery. in
Mr Gulhverers home town of!
Campbeltown.”

Guinness ch:ef executive
Ernest Saunders also last night
denied the Argyll suggestions
that}up to a thousand jobs might
be lost in the merger! .
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VEHICLE EXCISE DUTY

You wrote on 12 February about the timing of decisions on VED.
This reply confirms what our officials have already told yours.

The Chancellor would like to keep open two options for car VED:
no change and an increase to £105. We understand that the
deadline for choosing between these two is 4 March. On lorry
VED, the Chancellor has decided that the main rates should remain
unaltered this year.

I should also record the decisions reached on the minor VED
rates, which are in line with your Secretary of State's proposals:

- Pre-1947 cars - keep at 60% of the car VED rate;

= Motor “cycles - ‘keep 'as existing proportions
of car VED rates;

- Taxis, buses and coaches - increase by 5% whatever
decision is reached on car VED;

- Haulage vehicles and agricultural machines -
unchanged;

- Trade licences - increase to £70 (£14 for motor
cycles) from the date the Finance Bill starter
simplifying the arrangements is implemented;
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- Farmers' HGVs - move to mid-point between current
rate and 60% of main HGV rates;

- Showmen's HGVs - unchanged.

N

RACHEL LOMAX
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NOTE OF A MEETING IN NO.ll DOWNING STREET ON
FRIDAY 21 FEBRUARY 1986 AT 2.30 PM

Present Chancellor
Financial Secretary
Mr Wilson
Mr Monger
Miss Noble
Mr Cropper

Mr Corlett - IR
Mr Hinton - TR

Mr Johnston - Government Actuary
Mr Loades - GAD

PENSION FUND SURPLUSES

The meeting discussed Mr Monger's minute of 20 February setting out
the reasons for the proposed increase in the lower trigger point to
10 per cent. The Government Actuary's minute of 20 February on

actuarial assumptions was also relevant.

2. The Chancellor noted that, at the overview on 3 February, the
Government Actuary had suggested a lower trigger point of 3 to
5 per cent, on the assumption that the guidelines used for
estimating surpluses would specify the projected unit credit method
of valuation and "strong" actuarial assumptions. He asked why he
was now recommending a trigger point of 10 per cent; and whether he

had any other worries about the proposed scheme.

34 The Government Actuary explained that a higher trigger point
was needed to ensure consistency with the rules for determining the
SERPS contracting-out rebate. The problem was that the
contracting-out rebate was higher than actuarially necessary Lo

recompense schemes for taking over the obligation to provide a
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guaranteed minimum pension (GMP). With the current rebate (6% per
cent) the bonus is 7% per cent; and the rebate for the next
quinquennium is 1likely to include a similar bonus, although its
size would not be decided until the summer at the earliest.
Schemes funded by the rebate and providing only the GMP should be
in surplus to the extent to the bonus. Arguably, therefore, the
trigger for tax purposes should be no lower than the bonus implicit

in the contracting-out rebate.

4. The timing of the new Inland Revenue scheme was rather
awkward. Mr Fowler would shortly be negotiating with the pensions
industry about the size of the bonus after 1988. There was a risk
that a trigger point different from 7% per cent would appear to
compromise his position, depending on whether he wanted a higher or

lower bonus.

5% Miss Noble commented that Mr Fowler's starting point was a
contracted-out rebate of 5% per cent which implied a bonus of
slightly above 73 per cent. His inclination would be to go for a
higher rather than a lower figure, because the size of rebate would
determine the minimum amount going to personal pensions. He could
afford to concede a higher figure - a contracted-out rebate of
53 to 6 per cent; and the indications were that he wanted to settle
at 5% per cent, which would be consistent with a bonus of at least
10 per cent. The Government Actuary added that a 5% per cent
rebate could yield a surplus of 12 or 13 per cent using the
projected unit credit basis of valuation and SERPS actuarial
assumptions.

6. The Chancellor queried whether it was right to 1link the
trigger point used by Inland Revenue for tax purposes with the
bonus implicit in the SERPS contracting-out arrangements. In
reality the bonus was there to encourage contracting-out. 1In the
past it had been the outcome of a negotiation with the pensions

industry, not an objective assessment of what was necessary for
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prudential purposes. In addition, as Mr Monger had pointed out,
the vast majority of private sector funds paid benefits in excess
of the GMP and used the contracted-out bonus to reduce the size of
the additional contributions needed to fund these benefits. In
practice, therefore, funds would not be in surplus for the purposes
of the new Inland Revenue scheme simply as a result of the working

of the contracting-out arrangements.

T The Government Actuary accepted that there was an element of
incentive in the present contracted-out rebate. But Ministers had
never publically justified the bonus in these terms. It had been
related to gquasi - actuarial considerations - such as the
unfavourable age profile of some schemes, and unquantifiable risks.
Purely from the prudential point of view, however, a surplus of
7% per cent was probably higher than necessary; using the projected
unit credit method of valuation and reasonable assumptions, a

surplus of 5 per cent should be very satisfactory.

8. There were however possible practical problems in setting the
trigger below the bonus. 1In principle an employer might be able to
benefit himself by setting up a minimum GMP-only scheme, using a
very secure funding and assumptions basis, collecting the
contracted-out rebate, and taking a refund. Alternatively, to
minimise tax liabilities under the new scheme, he might retain a
proportion of the contributions for his own use. This was not an
immediate problem since GMP-only schemes were not permitted until
1988 and, in any case, the administrative difficulties and
formalities involved in setting up a contracted-out scheme might
well mean that this possibility was largely theoretical. But it
was possible that a trigger point of less than 7% per cent could
prove inconsistent with the OPB's standard which was defined in an
entirely different way. He would therefore like to reflect further

on the choice between 5 and 7% per cent.
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9. The Chancellor asked for early advice on this point. In
principle he would prefer to avoid a linkage between the trigger
point and the bonus; and ideally he would like a trigger of 5 per
cent. But it would be important to consider the implications for
Mr Fowler's torthcoming negotiations. While he was reluctant to
modifiy the pension scheme in the light of the arrangements for
contracting-out, it was not his intention to limit Mr Fowler's
freedom for manoeuvre. The two should be kept separate; Mr Fowler
was aiming to secure a large take up for private pensions, whilst
the Inland Revenue proposals were intended to prevent abuse of tax

relief, consistent with sound funding principles.

Presentation

10. The Chancellor asked how a 5 per cent trigger could be
defended, assuming that was the Government Actuary's
recommendation. In particular, how could charges of apparent
inconsistency with the contracting-out arrangements be answered,
bearing in mind the need to avoid compromising Mr Fowler's

position.

11. 1In discussion the following point were made:-

(i) It would be important to establish from the outset that
there was a difference of principle between the trigger
point and the Dbonus implicit in contracting-out
arrangements. Ministers would need to admit that the
bonus contained an incentive for ©private pension

provision. It was not a prudential requirement.

(ii) Whether the bonus implied an equivalent surplus would
depend on the method used to value the fund. A feature
of the Inland Revenue proposals was that they specified a
particular valuation method - the projected unit credit
basis and secure actuarial assumptions. Funds were not
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required to use this method for contracting-out purposes.
Many used a 1less conservative method, and, to this
extent, they would not be in surplus for the purpose of
the new rules. (It would be helpful to know what

proportion of funds did in practice use this method.)

(‘1351 Refunds - and the associated tax charge - were to a
considerable extent voluntary. It was alway open to
trustees to improve benefits above the GMP; it was only
if they failed to do so - or to reduce contributions
sufficiently - that they would have a surplus that would

be judged excessive by the Inland Revenue.

12. The Chancellor said he would be grateful for the Government

Actuary's assistance in working up a convincing presentation.

Other issues

13. 1In response to a question from the Chancellor, the Government
Actuary said his only other concern about the proposed scheme was
the administrative burden on the actuarial profession, given the
number of other Government requirements that were being imposed on
them at the same time. But he was reassured <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>