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PRIME MINTSTER
I am profoundly concerned about the cumulative effect

of the increases in public expenditure we have announced

in recent weeks, together with those in prospect next

week. These are giving a signal which would be disturbing
at any time. They cause particular anxiety when the
markets are already nervous about weak o0il prices. The

Chief Secretary shares my concern.

You will have seen recent press comment, notably Adam
Raphael in The Observer on Sunday - "Hardly a day goes
by without a Ministerial statement announcing a dollop
of money for some worthy cause or other". Raphael cited
student grants, invalid care allowance, GCSE, TVEI,
British Coal Enterprise and the Severn Barrage. He
might also have mentioned nurses pay, board and lodging
allowances, British Shipbuilders and others. Today
we have the announcement about the frigates and tomorrow
the 1legal aid settlement with the barristers and the

Law Society.

We face next week announcements of the local authority
provision and settlement, adding £3% billion to provision
and over £1 billion to Exchequer grant next year, both
of them unprecedented amounts; an overspend in the
current year of £700 million on local authority capital
expenditure; and a 7%% increase in police pay, which

will be the first settlement taking effect in the new
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pay round. In The Guardian this morning, John Carvel
says that 1local authority 1leaders regard the news of
next year's Exchequer grant increase as "too good to
be true". Yet the £1,250 billion we have promised for
the teachers over four years, in return for a satisfactory
settlement of the teachers' dispute, is not included
in the local authority settlement and would be additional
to it.

On top of all this, later next week, as Kenneth Baker
told MISC 122, an "indicative" figure for teachers'
pay is 1likely to emerge in the ACAS talks. If current
reports are anything to go by, that "indicative" figure
could be 10-15% on top of the settlements the teachers
have already received this year and last. It is essential
that we stick firmly to our previous line that we stand
by our undertaking to make provision for an additional
£1% Dbillion in return for a satisfactory settlement
and it is for the local authority employers to negotiate
with the teachers against that background and within
the very generous settlement we have made for them.
That is not only the right position for the time being:
it is one we must maintain. The local authorities must
be forced to choose between their priorities. We know
from the work of the Audit Commission that they have
plenty of scope for economies without financing any
addition for teachers through the rates. That is why
we must have a tough grant regime which strongly penalises
additional spending. To yield on teachers pay would
be profoundly damaging both to public expenditure and
to the prospects for next pay round, which are already

very worrying. And if we onee @@ give the local
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authorities the impression that we will finance anything
from the taxpayer rather than risk further rises in

the rates, there will be no holding them.

The reason why I am expressing my anxiety so frankly
to you is that I believe we are not far from creating
the impression that in the run-up to the next Election
we are throwing all restraint on public expenditure
to the winds. Once that impression got around, it would
release even more pressure for spending and it would
be very hard to reverse. The harm it would do our
reputation and to our standing in the financial markets,
and the weakening of confidence in our economic management
which would result, not to mention the implications
for next year's Budget, would do far more damage to
us 1in the approach to the next Election than anything
we could hope to gain from the extra expenditure within
that time scale.

N.L.
15 July 1986
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PRIME MINISTER

I am profoundly concerned about the cumulative effect
of the increases in public expenditure we have announced
in recent weeks, together with those in prospect next
week. These are giving a signal which would be disturbing
at any time. They cause particular anxiety when the
markets are already nervous about weak oil prices. The

Chief Secretary shares my concern.

You will have seen recent press comment, notably Adam
Raphael in The Observer on Sunday - "Hardly a day goes
by without a Ministerial statement announcing a dollop
of money for some worthy cause or other". Raphael cited
student grants, invalid care allowance, GCSE, TVEI,
British Coal Enterprise and the Severn Barrage. He
might also have mentioned nurses pay, board and lodging
allowances, British Shipbuilders and others. Today
we have the announcement about the frigates and tomorrow
the 1legal aid settlement with the barristers and the
Law Society.

We face next week announcements of the 1local authority
provision and settlement, adding £3% billion to provision
and over f£1 billion to Exchequer grant next year, both
of them unprecedented amounts; an overspend in the
current year of £700 million on local authority capital
expenditure; and a 7%% increase in police pay, which

will be the first settlement taking effect in the new
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pay round. In The Guardian this morning, John Carvel
says that 1local authority 1leaders regard the news of
next year's Exchequer grant increase as "too good to
be true". Yet the £1,250 billion we have promised for
the teachers over four years, in return for a satisfactory
settlement of the teachers' dispute, is not included

in the local authority settlement and would be additional
to it

On top of all this, later next week, as Kenneth Baker
told MISC 122, an "indicative" figure for teachers'
pay is 1likely to emerge in the ACAS talks. If current
reports are anything to go by, that "indicative" figure
could be 10-15% on top of the settlements the teachers
have already received this year and last. It is essential
that we stick firmly to our previous line that we stand
by our undertaking to make provision for an additional
£1% -billion in 'retwrn - for. a satisfactory settlement
and it is for the local authority employers to negotiate
with the teachers against that background and within
the very generous settlement we have made for themn.
That is not only the right position for the time being:
it is one we must maintain. The local authorities must
be forced to choose between their priorities. We know
from the work of the Audit Commission that they have
plenty of scope for economies without financing any
addition for teachers through the rates. That 1is why
we must have a tough grant regime which strongly penalises
additional spending. To yield on teachers pay would
be profoundly damaging both to public expenditure and
to the prospects for next pay round, which are already

very worrying. And if we once again give the local
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authorities the impression that we will finance anything
from the taxpayer rather than risk further rises in

the rates, there will be no holding them.

The reason why I am expressing my anxiety so frankly
to you is that I believe we are not far from creating
the impression that in the run-up to the next Election
we are throwing all restraint on public expenditure
to the winds. Once that impression got around, it would
release even more pressure for spending and it would
be very hard to reverse. The harm it would do our
reputation and to our standing in the financial markets,
and the weakening of confidence in our economic management
which would result, not to mention the implications
for next year's Budget, would do far more damage to
us in the approach to the next Election than anything

we could hope to gain from the extra expenditure within
that time scale.

N.L.
15 July 1986
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PETER MIDDLETON'S SPEAKING NOTES
g = Seen Cabinet paper

- lagged effect of fall in o0il price
- make up next year what lose this
+ immediate - (beneficial) effect on inflation

= source of underlying optimism
D International policy dilemma

- world monetary policy too tight

- but mainly Japan and Germany

= low interest rates and low inflation
+ monetary dilemma

+ international meetings

3% US went 3 per cent

- would have taken risk of following but no others went

- not even France

GREAT penalties for getting out of line
4. Markets reacted adversely to signals

= 3 factors

(a) oil

(b) Sunday press on Balance of Payments
- consumption
- o0il

(c) barrage of comment on PE
- look as though lost our heads

5 Exchange rate down to just under 74 (as low as 73)
- itself no cause for worry

- still highish in -ofl adjusted terms (but not

true comparison)



- give a bit of a help to exporting sectors.

6. But is reminder of great vulnerability

(a) revenues - there for all to see

(b) world - continuing glut leads to increased uncertainty

from $15 to $9
still glut

(c) domestic scene

is

inflation good and very important

unit costs bad

output uncertain

unemployment difficult

public expenditure/election

must discuss quietly + within existing policy

must not scare markets by making PE look worse than it

So expect to get though tomorrows Cabinet in usual way

+ treat next weeks barrage of announcements with good sense

+ great calm
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SPEAKING NOTE FOR PRIME MINISTER

Firm control of public expenditure is an indispensable part of our
economic policies. It played an important role in bringing down
inflation and Government borrowing and has enabled us, in recent
Budgets, to make progress in reducing the burden of taxation. The
strength of the public finances has prevented us from being blown
off course by the major challenges and economic shocks we have
faced. Over the past seven years we have acquired a reputation for
soundness which we must not destroy. The question is not whether
one can cope under present circumstances but whether one has
something in hand if the situation worsens. Caution has served us
well as a Government. Recent developments in the economy and in
financial markets fully vindicate this cautious approach.

2 I recognise that the control of public expenditure sets any
Government its most searching test. Public expenditure surveys are
always painful and if we accept the additional provision which is
proposed for local authorities we must expect this year's Survey to
be very tough indeed. But as a Government we must be prepared to
face up to difficult decisions required in setting priorities.
What we decide today must demonstrate both our unity and our
resolve.

3. I ask colleagues, therefore, to give the Chief Secretary their
fullest co-operation in seeking economies. I doubt if any Minister
can really say that there is no element of his existing programme
which is not of lower priority than items for which he has made
additional bids; or that there are no further efficiency savings
that can be made. Indeed, as management improves in departments
and in the health service, the scope for achieving greater value
for money should be increasing.

4. We must not give any sign of weakening in our determination to
keep public spending under firm control. To do so would make us
more vulnerable to the difficult economic circumstances we face and
put at risk our undoubted achievements. The best way to signal our
continuing resolve is to work within unchanged planning totals, as



we have done in previous vyears. Must continue to face up to
difficult choices and must continue our search for better value for
money.
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Points for use, if and when needed

J53 No time for complacency

Though the growth of public expenditure has been arrested over the
past two years, we cannot afford to be complacent. Public spending

this year is likely to be around 12 per cent higher in real terms
than it was when we came into office. As a share of GDP it will be
more or less exactly the same (around 43 per cent).

Although we have reduced taxation in recent Budgets and have
substantially cut income tax, the burden of taxation as g whole is
higher than when we came into office (non-North Sea taxes as a
proportion of non-North Sea GDP have risen from 34 per cent in
1978-79 to 37 per cent this year). The tax paid by those below
average earnings is still too high. Must not rest on our laurels.

2 Priorities/value for money/offsetting savings

The control of public expenditure is one of the most difficult
tasks facing any Government. It is essential that we approach
public spending by setting ourselves a limit and then living within

it We must be strong enough as a Government to face up to
difficult decisions required in setting priorities.

I share disappointment that in the bids presented there is
insufficient evidence of a rigorous search for offsetting savings

which would allow priorities to be reordered within existing plans.
I cannot believe that there are not elements within existing
programmes which have lower priority than some of the bids
presented.

It is disappointing that despite making more money available for
vital services we have not received the credit we are due. The
message I draw from this is not that more money is the answer but
that it is improvements in services that matter. In achieving

this, better value for money and greater efficiency have just as

much to contribute.



We must avoid thinking that because we have already achieved
substantial efficiency savings there is not much 1left to be
squeezed out. I take the opposite view. With improved management
in departments and in the health service the scope for finding
greater efficiency should be increasing.

I share the Chief Secretary's disappointment that so few bids have
been backed by targets for what they would achieve. The setting of

targets is essential first to establish the merits of the bid, and
second to provide a benchmark against which the success of the
programme can subsequently be evaluated. I welcome the Chief
Secretary's intention to press colleagues on this in bilaterals.

3 Pay

It is clear that rapidly rising pay 1lies behind much of the
pressure for higher public expenditure. The pay bill for the
public services is £45 billion. Each 1 per cent therefore costs

£450 million. Neither in the public nor the private sector have

settlements reflected the fall in inflation. A 1 per cent increase

in current sufficient to preserve real take-home pay.

I look to colleagues to do all they can to get lower pay settlements
in the next round. We need to take a tough 1line with the
Government's own employees in pay negotiations and maintain
financial pressures on local authorities and nationalised
industries. We must continue to exhort the private sector both
publicly and in private contacts.

4. The need to be resolute

We must not give any sign of weakening in our determination to keep
public spending under firm control. Far from strengthening our
position as a Government, boosting public spending would weaken it,
would make wus more vulnerable to the difficult economic
circumstances we face and would put at risk our undoubted
achievements. The best way to signal our continuing resolve is to
work within unchanged planning totals, as we have done in previous
years. Must continue to face up to difficult choices and must
continue our search for better value for money.
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PRINCIPAL PRIVATE SECRETARY

(efod
Sir Peter Middleton
Mr F E R Butler

PUBLIC EXPENDITURE: MINUTE TO T'HE PRIME MINISTER

The Chief Secretary has seen Mr Butler's note to the Chancellor of
yesterday's date attaching a draft minute to the Prime Minister. g
understand the minute was sent to, and seen by/'the Prime Minister

yesterday evening.

2 The Chief Secretary feels that the tone of the minute was not
quite right and that the following points are the ones that should

be stressed:

(a) decisions already taken, especially those on RSG/local
authority expenditure etc., mean heavy pressure on the

Planning Totals etc. And there are others:

(b) other pressures from now on must therefore be strenuously
resisted;

te) teachers' pay is crucial. Must be met from rates because
otherwise:

i) on top of the RSG settlement, will lead to an explosion

in local authority expenditure;

(ii) it will give all the wrong signals to local authorities
who can agree whatever pay settlement they 1like and HMG

will underwrite;

(iii) makes a mockery of all speechesthat employers should stand

firm against excessive and 'unaffordable' pay awards.

So in the Chief Secretary's view there must be no further central

government contribution to teachers awards over and above what is
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agreed in the RSG Settlement and that portion of the £1% billion

addition already offered.

SECRET AND PERSONAL
2
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1986 PUBLIC EXPENDITURE SURVEY

Memorandum by the Chief Secretary, Treasury

The report on the baseline for the 1986 Survey, covering both
expenditure to be incurred and the outputs and performance to
be achieved, was circulated on 30 May. Colleagues have also
completed an examination of their programmes and where they
are seeking additional provision, have put their proposals to
me. I have circulated a summary of departmental bids - my minute
to the Prime Minister of 10 July. This paper examines the

prospects for public expenditure and makes proposals for the
next stage of the Survey.

25 In recent years it has been the practice to consider the
prospects for 1local authority current expenditure separately
in E(LA) and for the aggregate objectives for nationalised
industry external financing limits to be considered at a separate
meeting of E(A). This year I believe it would be helpful, in
considering the overall objective for public spending, to take
into account the position reached on local authority expenditure;
and to set the objectives for the nationalised industries as
part of the wider picture. The Lord President will be circulating
a progress report on the discussions in E(LA). On nationalised
industries, departments have already received copies of the
Investment and Financing Review (IFR). The position is further
discussed in paragraph 12 below.
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’enditure Baseline

K For 1987-88 and 1988-89 the Dbaselines for individual
programmes have been the figures in the 1986 public expenditure
White Paper (Cmnd 9702) plus the changes announced in the Budget
for employment measures, together with a few minor technical
adjustments. For 1989-90 we agreed to construct the baseline

for individual programmes by adding 2% per cent to the provision

for 1988-89, but consideration of the aggregate planning total
figure for that year was left until now.

Proposals for expenditure

4, In my minute to the Prime Minister of 6 February I urged
departments to "live within their existing baselines with
pressures for extra resources met by cutbacks elsewhere and
- of particular importance - improvements in efficiency and
effectiveness". Although colleagues were asked to scrutinise
personally priorities within their programmes, I regret to say
that substantial additional bids have been put forward, full
details of which were set out in my minute of IPJuly. It is
very disappointing that so few offsetting savings were identified
and that bids were not in general supported by statements of
objectives. In my bilaterals I shall be pressing colleagues
further on the setting of targets and the measures on which
subsequent evaluation would be based. It is clear that the
bids made are far in excess of what can be accommodated and

that the problem of establishing priorities in the Survey will
therefore be severe.

85 Firm control of public spending is central to our economic
policy. It is an essential part of our efforts to improve the
performance of the economy, and the prospects for both output
and Jjobs, by 1limiting the role of the state and enabling us
to reduce the burden of public borrowing and taxation. It has
played an indispensable part in bringing inflation to the lowest
level for 19 years. Moreover it 1is 1largely because of these
achievements, coupled with the reputation we have established
for prudent financial management, that we succeeded in weathering
both the miners' strike and the collapse in o0il prices without

any financial crisis. Over the past year both long and short
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term interest rates have fallen by 2% per cent. But further

progress is critically dependent on our retaining the confidence
of financial markets.

6. If we are not to put all this at risk, it 1is essential
that in the Survey we once again work within the existing and
published planning totals for 1987-88 and 1988-89. For 1989-90
we agreed to set the uplift for individual programmes a 1little
below the rate of inflation of 3 per cent assumed for that year
in the MTFS. I propose that we now confirm that the planning
total should rise by 3 per cent. This will allow a margin for
the adjustment of priorities between programmes. This gives

broad planning totals for the three years of £144 billion,
£149 billion and £153 billion.

Reserves

7. In the White Paper, Reserves of £4%/6%/8 billion were set
for the three years of the plans, figures which were large
compared with those set in previous White Papers. In the current
year it is already clear that the Reserve of £4% billion will
be under extreme pressure. I must, therefore, treat all
applications for access to the Reserve in the current year most
strictly and seek colleagues' co-operation in ensuring that

cost increases are absorbed and underspendings surrendered.

8 The precise level of the Reserves required for future years
depends in part on the decisions taken on programmes during
the course of the Survey. If, for example, provision made in
programmes 1is as realistic as possible, lower Reserves can be
set than if, as was the case with local authorities in the last
Survey, provision 1is made on a notional basis. I propose,
therefore, to consider the precise level of the Reserves later
in the Survey, but we must leave, within the public expenditure
totals, scope for Reserves which are fully adequate, rising
through the period and credible to the financial markets.

o ey T TR TR Y L Y
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Privatisation proceeds

j During the course of the last Survey the projections for
privatisation proceeds were raised from £2% billion to
£4% billion. I indicated in my minute of 6 February that the
privatisation programme was now in top gear and that additions
to the 1level of proceeds could not be expected. Although
preparations for the BGC sale are proceeding well, and other
issues are being worked upon, there is no scope for receipts
to be significantly further increased. Moreover, the sums raised
by these issues will depend very much on market conditions,

which in turn will be strongly influenced by the outcome of
the Survey.

Local authority current expenditure

10. The Lord President will be reporting the conclusion of
E(LA)'s discussion to Cabinet. I have accepted the consensus
at the meeting of the Sub-Committee on 13 June that provision
should be increased by £2.9 billion to £25.2 billion. The latter
figure represents a real-terms standstill for local authorities'
budgets' for .1986-87. The Environment Secretary proposes to
make a statement on the RSG settlement and on our approach to

capital controls before the Houses rises.

11. The size of the proposedincrease is very much higher than
in recent years. It will need careful presentation if it is
not to have an adverse effect on the markets, coming as it does
before we are ready to set out the rest of our plans. Setting
provision at a real-terms standstill for 1local authorities'
own budgets also carries the danger that we will be seen to
be underwriting the existing levels of overspending, which we
have constantly criticised,and abandoning our attempts to secure
real-terms savings in contrast to previous years. It 1s wital
that we show that we are keeping up our pressure to contain
local authority spending. The package put to E(LA) contains
some important toughening of the grant pressures on overspenders;
and it 1is essential that these proposals are implemented if
an increase on this scale is to be entertained.
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12. E(LA) also agreed to an increase in Aggregate Exchequer

nt. of - £l.1 billion. This will maintain the same grant
percentage as in the 1986-87 settlement, after 6 years of steadily
declining grant percentages. Together with the realistic

provision it will enable those authorities who budget responsibly
to have very low rate rises. But such a massive increase -
far and away the biggest we have ever been prepared to countenance
- also carries dangers of unsettling the markets. We shall

again have to stress that this is balanced by action to toughen

the pressures on overspenders.

Nationalised Industries

13 0T have “circulated : separately 'efficials'  report'  on :the
1986 Investment and Financing Review of the nationalised
industries. This shows that the industries' own initial and
unamended bids, made in April, are over the baseline by
approximately £850 million, £750 million and £575 million in
each of the three years respectively. These bids are clearly
unrealistic and cannot be accommodated. They now need to be

scrutinised rigorously and a number of industries are revising
their proposals so that we will have a sounder basis for judging
them. In the meantime we cannot take a firm view on the likely
overall outcome, but our aim must be to reduce the provision
at least to baseline and, where we can, below it. Failure to

achieve this would mean greater pressure on departmental
programmes.

Running costs and manpower

14. Additional bids for increases in provision for running
costs amount to over £550 million in 1987-88 and higher sums
for later years. If they were conceded the increase in total
running costs expenditure would be more than 6% per cent on
a year earlier, very substantially in excess of the present
and expected rate of inflation. Increases of this order would
scarcely demonstrate our intention to control expenditure on

departmental administration.

15. A significant part of this increase is accounted for by

additional bids for pay. But any real increases in pay must
be matched by growing productivity if the overall rise in

departmental costs is to be kept close to the rise in prices

in the economy generally. Departments should be planning the
measures necessary to achieve this.
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. Another large part of the increase claimed for running
costs is accounted for by bids for additional manpower.
Colleagues will know from the minute I sent to the Prime Minister
of 17 February that we must keep a very tight rein on manpower
numbers if we are to hold to our published manpower targets.
The position now is that if the additional numbers sought by
departments were agreed, the target of 590,400 staff at 1.4.88
would be exceeded by 14,000, reversing the downward trend achieved
since we took office.

17. I must therefore ask colleagues to re-examine their
departmental programmes with a view to reducing the increase
in running costs to much more modest levels and to keeping at

or below their manpower targets.

Conclusion

18. I invite colleagues to agree:

(a) that I should now conduct bilateral discussions
with colleagues on their individual public expenditure
programmes, and on their targets for running costs
and manpower ;

(b) that once again we work within the existing and
published public expenditure planning totals of
£144 billion and £149 billion for 1987-88 and 1988-89
respectively, and £153 billion for 1989-90;

(e) that provision and grant for local authority current
expenditure be set as recommended in the
Lord President's minute and that the Secretary of
State for the Environment should announce this before
the Recess.

(a) that we should aim to hold the provision for
nationalised industries at least to baseline and

where possible below that;
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‘ (e) that we should seek to restrain the growth of running
costs and that existing manpower targets should
be held.

[IM]

Treasury Chambers
July 1986
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PUBLIC EXPENDITURE CABINET

I attach some notes for your meeting tomorrow. They reflect

discussion with Mr Turnbull.

‘ The first page gives a possible line to take. I have then dictated,
separately, the sort of follow-up conversations I can imagine

having. //;7

ROBERT CULPIN
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SECRET

INGHAM COMMUNIQUE

The Cabinet had its wusual July discussion of public
expenditure today. It reaffirmed the policy>\that
public expenditure should continue to take a declining
share of national income. Within that constraint,
the Chief Secretary will hold bilateral discussions
in the Autumn. In the light of these, the Government
will review both the individual spending programmes
and the planned total for spending, and will, as
usual, announce decisions din the Autumn Statement

in November.
Text

"My Government .... will maintain firm control of
public expenditure so that it continues to fall
as a proportion of national income and permits further
reductions in the burden of taxation." - Queen's

speech.

Will the planning total be increased?

I can't tell you whether the total will be changed,
or if so by how much, or where the money will go.

None of that is decided.

There may be some change in the total. But there
will be no change whatever in the policy that public

expenditure declines as a proportion of GDP.

That is not Jjust an aspiration. It is what we have

achieved since 1982-83.
SECRET
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TREASURY NOTES FOR SUPPLEMENTARIES

Is the planning total LIKELY to be increased?

Have to wait and see. Need to conduct the review

first.

Why unable to decide, as usual, in July?

Cabinet has decided to stick firmly to the policy.

Details of Survey running a little later this year.
Election. Reshuffle. [Local authorities = if no

July announcement. ]

Leaves things open ended/breaks rule that you must
decide what you can afford before examining
particular programmes?

No. Commitment to take smaller sharé ot GBP vilis

a binding constraint.

Is the policy that public expenditure should decline
as a proportion of GDP by any old amounts or by
some predetermined ones?

It should fall to the sort of 1levels set out in

the White Paper.

Silly to put absolutely precise figures on the path

from year to year, because it depends on what happens

SECRET
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to GDP as well as what happens to spending. But
the ratio should certainly decline as much as in

the White Paper.

Including or excluding privatisation?

Either.

What is the maximum increase in the planning total

this could imply?

Not going to speculate. Early days. But clearly
the commitment that public expenditure should grow
less fast than the economy as a whole 1is a major

constraint.

When was the last time the Treasury conceded, before

the bilaterals, the possibility of an increase in

the planning total?

[Being checked]

Why are you considering the possibility this time?

You've seen the local authority settlement [if there
is a July announcement]. You know some of the other
things in the pipeline - for instance, the continuing
extra cost of the nurses' pay award. [And. 1t 18

plain that the economy is strong. ]

SECRET
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We have a tough objective for public expenditure,
and we mean to stick to it. But the figures have

to be realistic as well.

What's the point of having planning totals when

you've
raised them substantially three years running?

Better a really demanding target which you may hav{)

to raise a bit than an undemanding one.

Proof of the pudding: public expenditure is falling

as a proportion of GDP for the fifth year in a row.

Will there be Star Chamber?

No doubt: established part of the constitution.

SECRET
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1987 PUBLIC EXPENDITURE SURVEY

Memorandum by the Chief Secretary, HM Treasury

Introduction

Our policy is to bring public spending down progressively as
a proportion of national income. Over the past four years we
have succeeded in achieving this. Even excluding privatisation
proceeds, general government expenditure (the combined spending
of central and 1local government) has fallen from 47 per cent
of GDP in 1982-83 to 44 per cent in 1986-87, and there will be
a further fall in 1987-88 - though it will still be higher than
it ws in 1978-79. Our progress over the last few years has enabled
us to combine a steady but controlled growth of public expenditure
in real terms with a reduction in borrowing and, in each of the
last five Budgets, a reduction in taxes. This restraint in public
spending has made possible the strong performance of the economy
which the Chancellor has described in his Memorandum (C(87) ).

25 In our Election Manifesto we pledged ourselves to continue
the policy of ensuring that public spending takes a steadily
smaller share of our national income. This is essential if we

are both to maintain the momentum of our economic performance

and to deliver of our Manifesto pledge to reduce the burden of
taxation.

3. For this year's Survey we have set baseline totals for
spending of £154.2 billion in 1988-89, £161.5 billion in 1989-90
and £165.5 billion in 1990-91. For the first two years this
was done by retaining the planning totals set out in last year's
Public Expenditure White Paper and for the third year we have
used an uplift factor of 2% per cent.
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4. Departments were then asked to review their programmes within

heir baseline figures and to put proposals to me where they
felt, after a review of priorities, that additional resources
were required. In my minute of 17 July to the Prime Minister,
I summarised the bids received from departments.

Objectives for the Survey

5. I have to make it clear to colleagues that bids on this
scale are far beyond what can be afforded. If anything 1like
this were accepted, we could not make the further progress in
reducing public spending as a proportion of GDP we have set
ourselves. This would not only make our objectives for taxation
unattainable, it would also trigger a complete reappraisal of
the Government's financial standing in the markets, and provide

a severe setback to the economic progress we have made.

6. With the time lost as a result of the election, it has not
been possible to analyse the bids as thoroughly as normal. There
are major uncertainties in a number of areas which I will want
to probe further, eg the 1large estimating changes for social
security and the projections of our contributions to the European
Community. _But it is clear that to hold to our policy on public
spending we will have to face up to difficult decisions in a
number of areas. Bids will have to be significantly scaled back
and, to the greatest extent possible, policy savings found to
offset them.

Departmental running costs

T Colleagues have sought increases in their departments' running
costs implying overall cash increases of 8 per cent for 1988-89
over 1987-88 with further increases in later years. The associated
manpower projections reverse the downward trend we have achieved,
implying a 15,000 increase over published plans for 1988-89.
Increases on this scale are clearly unacceptable.

8. In the last few years, the increases in spending on
departmental costs agreed for each first Survey year have exceeded
our aims. In many cases the figures for the later years have
not been set at realistic levels and as a result have had to

be increased further in later Surveys. We need to agree a
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realistic method for planning provision over the Survey period
that departments have a reasonably reliable basis for making
medium-term plans to improve efficiency.

9. My proposals, set out more fully in the annex, are that:
i. the running costs share of total public spending should
not rise over the Survey period. This implies that running

costs would grow on average in line with our plans for public
expenditure generally, ie by about 1 per cent a year in
real terms, though individual departments would, of course,

have no entitlement to such an increase;

ii. cost and other pressures will need to be met to a large
extent by efficiency gains of at least 1% per cent a year
in the use of all resources including manpower. These will
need to be planned well in advance and departments should

have contingency plans for larger improvements in case they
are necessary;

iii. departments should prepare management plans to deliver
these gains over the full Survey period. 1In any case where
the plans are not suitably ambitious, or are unrealistic,

I would hold over agreement on the later Survey years until
the next Survey;

AN, for 1988-89, the aim should be to reduce the overall
increase in provision sought by at least half.

Nationalised industries

10. In the 1987 Investment and Financing Review, the nationalised
industries' own intial and unamended bids, made in May, exceed
the baseline by £0.9 billion in the first year and £1.2 billion
in the two subsequent years. These bids are clearly unrealistic
and cannot be afforded. They now need to be scrutinised
rigorously, and a number of industries are revising their probosals
so that we will have a sounder basis for judging them. Apart
from the electricity industries in England and Wales and in
Scotland, I propose that our aim should be to reduce the provision
at least to baseline and, where we can in the case of individual
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industries, below it. Failure to achieve this would mean greater

essure on departmental programmes. There are particular problems
relating to the electricity industry this year, notably the need
to set new financial targets, the implications of privatisation
and assessment of a new power station programme. Notwithstanding
these uncertainties, the pressure on public expenditure means
that it is essential to appraise the industries' bids critically
and to set challenging financial targets.

Local authority relevant public expenditure

11. It has been agreed in E(LA) that provision for relevant
public expenditure in England should be set at £27,969 million
(£27,538 million for relevant current expenditure and £431 million
for Rate Fund Contributions to Housing Revenue Accounts). This
is an increase of £819 million above the White Paper baseline.
Aggregate  Exchequer Grant in England is to Dbe set at
£13,775 million, an increase of £750 million (5% per cent) on
the 1987-88 settlement figure including teachers' pay. [Reference
to Scotland and Wales to come.] These are substantial additions
and we must recognise that they will severely 1limit what can
be made available for other programmes.

Conclusions

12. I ask Cabinet:

i. to reaffirm the Manifesto policy of ensuring that public
spending takes a steadily smaller share of our national
income and, after excluding privatisation proceeds, does
not exceed the path in last year's White Paper;

%, to note that to secure the policy objective at (i)
bids will have to be substantially cut back and difficult

decisions will have to be faced in a number of policy areas;

iii. to agree that we should aim to hold the EFLs of the
nationalised industries other than electricity at least
to baseline and possibly below; and that we should seek
to keep the electricity industries' external finance as
low as possible;
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iv. for running costs, to agree the proposals set out in
. paragraph 11 and in the Annex;

V. to agree that I should now conduct bilaterals with
colleagues on their spending programmes.

TREASURY CHAMBERS
July 1987

[aM]
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ANNEX

1987 PUBLIC EXPENDITURE SURVEY: DEPARTMENTAL RUNNING COSTS

Departmental Ministers have sought increased provision for running
costs totalling £761 million for 1988-89, £956 million for 1989-90
and £1,203 million for 1990-91.

s We cannot accept increases of this size. They would mean
that overall expenditure on running costs would rise by 8 per
cent in cash and 4 per cent in real terms between 1987-88 and
1988-89, with further real increases in the later years. They
would also imply an increase in Civil Service manpower of nearly
15,000 over the manpower plan of 583,000 for 1 April 1989 published
in this year's public expenditure White Paper and further increases
in later years, though some 5,000 of this rise stems from increases
agreed after the last Survey.

3 There are undoubted pressures on running costs. In spite
of large manpower reductions (135,000 since 1979 and 50,000 since
1983) and, in most years, Civil Service pay settlements at or
below general inflation, running costs have continued to rise
in real terms as a result of increases in non-manpower costs
(eg more buying-in of services rather than providing them
internally) and changes in grading mix. Tight pay settlements
will continue to be the aim. But if departments are to recruit
and retain the staff they need and the Government's objective
of making the Civil Service pay structure more conducive to an
efficient service and more responsive to labour market conditions
is to be met, future pay offers cannot be expected to be immune
from pay movements in the economy generally.

4. It is thus realistic to provide for some rise in overall
spending on running costs; but the Manifesto pledge to press
ahead with management reforms to improve public services and
reduce their cost, as well as the aim of ensuring that public
expenditure takes a steadily smaller share of national income,

mean that the rise must be contained to well below the levels
sought.
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S. I propose we that we should base our plans on the firm

nstraint that the share of running costs in total public spending
should not rise over the Survey period. This implies that overall
running costs must grow no faster than our plans for public
expenditure generally, ie by about 1 per cent a year in real
terms. If increases in the volume of activity are to be met
in some parts of the Civil Service, there must be reductions

or lower rates of growth in others where demand is less or of
lower priority.

6 To achieve this overall objective, colleagues' running costs
bids will need to be substantially scaled down, to less than
half the additions to baseline that have been sought for 1988-89;
and all departments will need firm plans to offset pay bill and
other cost pressures through sustained and incremental efficiency
gains. The improved budgetary and management systems stemming
from the financial management drive of recent years, the
Government's large and continuing investment in new technology,
and further improvements in purchasing as as well as the continuing
processes of scrutiny and inspection must be used to deliver
further improvement in performance, benefiting both input costs
and outputs. On the input side, further improvements in the
use of manpower and better control of non-manpower costs will
be essential.

7/ These efficiency gains will be easier to make on the necessary
scale if they are planned well in advance; and if the plans
are ambitious there will be greater scope for flexibility in
future years. I propose that all departments should now prepare
or revise management plans committing them, over the Survey period,
to the delivery of defined and wherever possible measured
improvements in outputs, and progressive overall efficiency gains
of at least 1% per cent a year, with contingency plans for larger
improvements in case they are necessary. This is a reasonable
minimum target for well managed service organisations. These
plans will be especially important for departments with large
executive operations.

8. Departments' plans, and their implications for restraining
p

growth in running costs would be discussed in the bilaterals.
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Agreement to increases over baseline, particularly for the later
.ars, would be withheld until plans for efficiency gains of
at least 1% per cent a year were demonstrated in a departmental

management plan. Departments would be expected to deliver these
plans.

Civil Service manpower

9. Earlier this year it was announced that manpower targets
would not be set after 1 April 1988, and pressure on Civil Service
numbers would be maintained through running costs. The proposed
approach to running costs will mean large reductions in the
manpower projections of some dcpartments. It is’ important: to
show that the running costs regime is an effective control on
all Civil Service resources, including manpower. There will

otherwise be pressure to reintroduce manpower targets.

Conclusions

10. I invite Cabinet to agree that:

15 the objective should be to restrain running costs
over the Survey period to their present share in total public
spending by offsetting so far as possible any real rises

in pay and other costs through efficiency gains;

142 departments should prepare or revise three-year
management plans for sustained output and cost improvement,
for discussion in the bilaterals;

213 for 1988-89 the aim should be a reduction by at least
half of the £761 million additional provision sought in
order to keep the overall increase in running costs in line
with the medium-term objective in (i) above.
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1987 PUBLIC EXPENDITURE SURVEY: DEPARTMENTAL RUNNING COSTS:
PRELIMINARY SUMMARY OF BIDS AND PROPOSALS FOR CABINET

Introduction

i Running cost bids are higher than in previous years. They
imply real increases of 4% in 1988-89, and more in later years.
We have not yet analysed them in full, but Ministers may find
it. helpful to have _now _a . preliminary . analysis - and our
recommendations for the PES Cabinet.

Past Years and the Present Position

2 Since 1979 we have relied on strict manpower controls

combined with expenditure pressures to keep the domestic spending

of central government departments under control. In each year,
our objective has been to hold this expenditure 1level in real
terms. . We have consistently failed Dbecause costs and some
volume pressures have driven it up by 1%% a year on average
in real terms in spite of the large reduction in manpower (2%
a year on average). Pay settlements were, until 1986, at
or below the rate of general inflation. But the Civil Service
grade mix became somewhat more expensive and average pay went
up by more than settlement rates mainly because the jobs lost
were in the lower grades and the numbers joining at the bottom
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of incremental scales fell. There were also large and sustained
increases in non—-pay costs - rent and rates, consultancy services
and maintenance for computer schemes, and a shift from manpower

to supply expenditure from contracting-out.

3 Manpower targets for the Civil Service overall and for
each department were set for three years ahead and rolled forward

in each Survey. Expenditure provision, however, has generally

been dealt with on a year-by-year basis. In each Survey,
departments have negotiated the best they rcould get for the
Estimate year, leaving (with our connivance) the 1later years

to be dealt with properly nearer the time.

Yy Efficiency gains of any significance need to be planned
well in advance, particularly in large departments. The aboli-
tion of manpower targets (on which medium—-term management plan-
ning has mainly been based) was announced earlier this year
from 1 April 1989. The present Survey is thus the first in

which expenditure controls will be the main instrument for

containing Civil Service costs and providing a framework for
the necessary management planning.

5 If - expenditure controls are to be successful, .we shall
need to move as quickly as we can towards (a) greater seriousness
in the provision made for the later years and (b) greater realism
in the provision made (particularly for the later years) combined

with an insistence on ambitious planning for efficiency gains.

Future Cost Pressures

6 We need to put departments under pressure to control non-
pay items better. But we anticipate that pressures will continue,

particularly on rents 1in London and other commercial centres

and support for new information technology.

T For pay - the major item, accounting for some 60% of running
costs - we think it prudent to expect larger increases than the
average for recent years. Forecasts of earnings increases 1in
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'the rest of the economy remain well above the MTFS forecasts
for general inflation. The Pay Group think it most unlikely
that the Civil Service can for long be isolated from pay trends
in the rest of the labour market without very serious industrial
disputes damaging service to the Government and the public; or

that further moves to a more flexible pay structure can be secured

fh- without some short—-medium term increases in pay costs.

8 The best general assessment we can make 1s that costs -
pay and non-pay - will tend to rise at a minimum of 2% a year

13_ real terms over ‘the Survey period as a whole. There may

be particular pressure from pay in 1988-89 when the full year
effects of the main 1987 round (which included some deferred
elements) will be felt. The 1987 round is not yet over - as
well as some tidying wup for the main groups London Weighting
and "geographical pay" issues remain to be settled. And a number
of departments have made or will make in-year bids for 1987-
88. Where these bids have to be agreed, they will push up the
starting point for further increases in 1988-89. Where they
are rejected departments will increase the determination with
which they press their 1988-89 bids. The majority of those
not bidding for in-year increases claim - probably with Jjustice
in most: cases - to be feeling the pinch quite badly. Cost
pressures alone — before any account is taken of bids to resource
new functions - could be argued to Jjustify real increases of
3%, or more Sl e a gloomy view is taken of London
Weighting/"geographical pay" prospects.

Baseline and Bids

9 As we have so far analysed them, the bids are:
1988-89 1989-90 1990-91
£m 750 938 S

10 The present baseline implies a fall in real provision

reflecting decisions in past Surveys to concentrate on the
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.Estimate year, 1in the expectation that departments would bid
for more realistic provision for the later years as they came

nearer:

1987-88 1988-89 1989-90 1990-91
Baseline (£m) 13,054 13,342 e T 14,052
% cash increase 4.6 P2 2.8 2.5

on previous year

% real terms 1% % -1.8 -0.7 -0.5
change on previous

year (measured by

MTFS GDP deflator

assumptions)

1 If the bids were conceded in full, the figures would become

1987-88 1988-89 1989-90 1990-91

Provision (£m) 13,054 14,091 14,648 15,197
S R

% cash increase f//7.9 > 4.0 3

on previous year (\\ e

% real terms { 7539 ) 5 7

increase on \\\ AL

previous year

12 Most departments have bid seriously for 1988-89, including
volume bids where they see a need and also "realistic" provision
for pay in 1988-89. We have not yet been able to analyse
their pay bids properly, but a good number seem to be assuming
real increases 1in the 1%%-2% range. For the 1later years,
few if any departments have departed from the habit of putting
in anything but "marker" bids for volume increases accompanied
in some cases by the consequentials of their more considered
1988-89 bids. As a result the 1later year bids imply much
higher eventual 1levels of provision than are actually sought

now.

¥This was the underlying increase. It was masked 1in the
published figures because the contractorisation of the dockyards
transfers . 'a large wblock . of . spending :from running ' cost to
programme.
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.13 Substantial bids have been received from nearly all depart-
ments. The most important bidders for 1988-89 - in absolute

or proportional terms — appear on present information to be

% cash increase over 1987-88

MOD _ 6.9

DHSS it M’)
IR 12.3 ~———p Hf«
D.Em Group 6.2 V(

C &E ; 15.5/

Home Office 7.0

LCD 8.4

Land Registry i [e74

14 Manpower targets are discontinued after 1 April 1988 so

departments do not have to make formal Survey bids for increased

manpower. They do nevertheless have to show the manpower
plans underlying their running cost proposals. We have had
no chance to look at these in detail. But at face value they

suggest an overall increase of some 15,000 on the planned total
of 582,000 published in the 1987 PEWP for 1 April 1989. Of
this, very roughly 4,000 are extra staff in DHSS, the Department
of Employment group and the Land Registry that were agreed
after the 1last Survey. The largest sources of the genuinely
new increases are DHSS (over 3,000), Inland Revenue (nearly
2,000), the Land Registry (another 700 or so) and the Crown
Prosecution Service (nearly T700).

Options for Proposals to the PES Cabinet

5 We do not think it feasible fto 1insist that departments
collectively or, with perhaps a few exceptions, individually
should stick to their baselines, constructed as these were on

an artificially low basis (see above). Even as an opening
negotiating position we doubt whether this would get through
Cabinet. If, unexpectedly, it survived Cabinet and then the
bilaterals the result would be a 1large number of bust running
cost and cash limits next year.

16 An alternative would be to propose as an aim that overall
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running costs should be held 1level in real terms. Depending

on how far we were in addition willing, or were forced, to agree
extra provision to relieve pay and other cost pressures that
are building up in 1987-88 and to provide some cover for volume
bids, the cost might be from about £200m upwards in 1988-89.

1L77 This might be accepted by Cabinet as an opening Treasury

negotiating aim. But it has not, 1in previous years, survived
the bilaterals. Experience in past Surveys has been that depart-
mental Ministers press running cost bids with tenacity. Last

year, for example, we got the bids down from rather over £600m
to £460m,

18 The third alternative reflects the need to move towards
an expenditure control framework which 1s not unrealistic but
provides departments with a spur to properly planned cfficiency
savings (see paragraphs 4 and 5 above). It 18710 itrade an
acknowledgement that some real growth in running cost spending

o

will Dbe necessary in return for a <§Sﬁmitment\>by' departments to

the preparation and implementation of management plans to secure

year—-on-year efficiency gains over the Survey period.

19 The approach might be as follows:

£4) the overall real growth in running costs spending would
be of the order of 1% a year on average. Were this
achieved, the present running costs' share in the plann-
ing total (on 1its existing published path) would remain

roughly constant over the medium—-term

£11) if our assessment (paragraph 8 above) of real cost
pressure of at least 2% a year is right, 1% average
real spending growth will leave a gap of at 1least 1%
a year for departments to bridge through efficiency
gains. With volume pressures in additlion), the
efficiency gain would need to be higher

(iii) in principle, the approach would be adopted for all
three years, and would involve making somewhat more
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realistic provision for years 2 and 3 than we have
done in the past. In practice, it 1is unlikely. that
most departments could come up with acceptable medium-
term efficiency gain plans before the end of the 1987
Survey. For those that did not, we would defer agreeing
more realistic provision for +the 1later years until
the 1988 Survey

(iv) for 1988-89, cost and other pressures will probably
in the end force us into conceding extra spending signi-
ficantly above what is implied in the medium—-term path
though 1if the planning total for 1988-89 is itself
increased, the 1inconsistency would be smaller. The
absolute minimum we could probably hope to get away
with is probably in the £400m—-£500m range. But. to
create the right atmosphere for the bilaterals we should
probably want to propose a lower target to Cabinet
- say £300m, which would provide roughly 1% real growth -
in 1988-89 over 1987-88 after allowance for the depressed
1988-89 baseline.

20 The disadvantage of this general approach 1is that, when
fully in operation, it would give departments higher future year
baselines from which to negotiate in future Surveys; and would
imply - again for future years - some transfer (perhaps of some
£150m—-£200m) from the reserve to programmes and hence a slightly
smaller reserve. There is also a risk that it might be misinter-
preted as "taking the pressure off Civil Scrvice pay".

21 In fact its effects on Civil Service pay negotiation should
be no worse and might be slightly better than our past practice
of publishing relatively large increases in overall running cost
provision for the Estimate year each February, just at the begin-
ning of the annual pay round.

PO
PO

It has a number of advantages:

L) even when the strategy was fully operational some adjust-
ments to previously published totals would be necessary



in each Survey, but there would be less damage to depart-
ments' financial planning and the status of published
plans than the past practice of large "hand-to-mouth"

increases for each Estimate year

(19.) it might be treated by some departments as evidence
of a more "realistic" Treasury approach to running
costs - and to that extent might reduce the tension
that has tended to characterise the handling of running

V// costs in the bilaterals. But:in fact ltiisian ambitious
et
strategy, implying a 1lower rate of spending growth
\__—/
and a higher rate of efficiency gain than in the past

(111 it would underpin the need for better medium—term manage-
ment planning in departments (an underlying theme of
the Ibbs report); would help us to gain a collective
commitment to the improvements necessary; and would
give us a stronger PES lever over departmental manage-—
ment. The days of quick and easy efficiency gains are
largely « over; management improvements now need to
be planned in a 1longer time frame than before, and
in the absence of manpower controls the expenditure
framework must provide the necessary encouragement.

We need to adapt our running cost approach accordingly.

23 It is the approach we recommend, and have reflected in the
annexed draft Cabinet paper which also emphasises the downward

pressure necessary on manpower projections.

24 We should be able to provide a fuller analysis of the bids
next week. But in the meantime we should be glad to know if
Ministers are content with the approach we recommend. We are

at your disposal for an early talk if that would help.

-

T R H LUCE
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1987 PUBLIC EXPENDITURE SURVEY: DEPARTMENTAL RUNNING COSTS

Memorandum by the Chief Secretary, Treasury

1 Colleagues have sought increased provision for departmental
running costs totalling £[750] million for 1988-89, £[938] million
for 1989-90 and £[1144] million for 1990-91.

2 If 1increases occur on this scale, overall expenditure on
running costs will rise by [8 per cent] in cash and [4 per cent]
in real terms Dbetween 1987-88 and 1988-89, with further real
increases 1in the 1later years. Also implied is an 1increase in
Civil Service manpower of [15,000] over the manpower plan of
583,000 for 1 April 1989 published in this year's expenditure
White Paper and further increases 1in later years, though some
[4,000] of this rise stems from increases agreed after the last

Survey.

2 In spite of 1large manpower reductions (135,000 since 1979
and 50,000 since 1983) and, in most years, Civil Service pay
settlements at or below general inflation, it has not been possible
in recent years to prevent some real increases in running costs.%ﬁzalj
We shall continue to aim for tight pay settlements. But future
pay offers which we may agree collectively will need to take
account of pay movements in the economy generally if we are to
recruit and retain the staff we need and meet our objective of
making the Civil Service pay structure more conducive to an

efficient service and more responsive to labour market conditions.

Y It is realistic to provide for some rise in overall spending
on running  costs; but our manifesto pledge to press ahead with
management reforms to improve public services and reduce their
cost, as well as our aim of ensuring that public expenditure
takes a steadily smaller share of our national income, mean that
we must contain the rate of rise to well below the level implied

in the increases sought.
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5 I- suggest that: our minimuﬁ] objeptive should be that the
running costs share in total publig/%pending does not rise over

the Survey period. Thi's ~wouk imply that running costs would

grow approximately on avera in 1line with public expenditure

generally, i.e. by about per cent a year in real terms. In
practice this would mean that 1if 1increases 1in the volume of
activiby..are «wto be saccommodated, reductions ‘ors lower "rates of
growth would be necessary in areas of the service where demand

pressures are less.

6 To achieve this general objective, a substantial scaling-
down of the bids will be needed, e.g. from £[750] million to
£300 million in 1988-89, and all departments will need firm plans
to .offset pay bill '  and “other cost. pressures . through ‘isustained
and incremental efficiency gains. The improved budgetary and
management systems stemming from the financial management drive
of recent years, our large and continuing investment in new tech-
nology, and further Iimprovements in purchasing as well as the
continuing processes of scrutiny and inspection must be made
to deliver further improvement in performance benefitting both
INpLE-cogsts i and outputs. On the input side we should aim in
particular for further improvements in the use of manpower, and
for better control of non-manpower costs which have tended to

rise quite steeply in recent years.

T These efficiency gains will be easier to make on the necessary
scale if they are planned for well in advance; and if the plans
are ambitious will give us greater scope for flexibility in future
years. I propose that all departments should now prepare or
revise management plans which would commit them over the Survey
period to the delivery of defined and wherever possible measured
improvements in outputs, and a progressive reduction of input
costs by at least 1%% a year - a fair minimum target for well-
managed service organisations. These plans will be especially

important for departments with large executive operations.

8 I propose in the bilaterals to discuss departments' plans,
and their implications for restraining growth in running costs,
with their Ministers; and to withhold agreement to 1increases
over baseline, particularly for the last two years of the Survey,
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until satisfied that ambitious but realistic plans for efficiency
gains over the medium term have been made. In some cases this
may mean that the final levels of provision for 1989-90 and 1990-
91 will have to be held over until the next Survey.

Civil Service Manpower

9 Earlier this year we announced that we would not be setting
manpower targets after 1 April 1988, and would rely on running
cost control to keep pressure on Civil Service numbers. The
approach to running costs that I am proposing implies large reduc-
tions in the manpower projections made by some colleagues.

Conclusions

10 I invite colleagues to agree that;

(1) our aim should be to restrain running costs over the
Survey period to their present share in total public
spending . by offsetting so far as possible any real
rises in pay and other costs through efficiency gains

(ii) departments should prepare or revise three-year manage-
ment plans for sustained output and cost improvement,
which I should discuss with their Ministers in the
bilaterals

(13a) for 1988-89 the aim should be a reduction 1in the
additional provision sought, from &£[750] million to
£300 million to keep the overall increase in running
costs consistent with the medium—-term objective in
(i) above.

JM
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1987 PUBLIC EXPENDITURE SURVEY : DEPARTMENTAL RUNNING COSTS

The attached submission from Mr Luce is an important one, covering
both the paper for you to put to the July Cabinet about the approach
to running costs in this year's Survey but also a recommended

modification to our long-term approach to running costs control.

2. We have been giving much thought to this problem for some
time. We are still in the stage of establishing running co
limits as an effective control on administrative expenditure.

far it has been by no means completely successful.

3. The aim is that running costs control should provide as
effective pressure for improvements in civil service cfficiency
as manpower targets did, without the distorting effects of manpower
targets (eg hiving activities off, replacing people by machines

at whatever cost).

4, One problem has been that we set an over-ambitious target
for containing the growth of running costs. We proposed that
running costs should rise by the general level of inflation, as
measured by the GDP deflator, and no more, The intention was
that real increases in pay or other elements of administrative

expenditure had to be financed by greater efficiency.

BE There are two pieces of evidence for thinking that this
aim was too ambitious. The first is that in two successive Surveys

we have not achieved it in negotiating the first year figures
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‘ to which departments attach real importance because they turn
into control totals. The second is that analaysis shows that
running costs have risen by 1%% year on average over inflation
over a much longer period of time, including the period of very
large civil service manpower reductions before running cost controls

were introduced.

6. The effect has been that (as with public expenditure
generally) departments have negotiated very hard on running cost
limits for the first year of the Sﬁfvey. They have given less
attention to the figures for the 1later years which they have
regarded as unreal and not worth bothering about, particularly
because pay prospects are so important and so uncertain. The
real trouble about this is that improvements in efficiency can
often not be effectively or sensibly planned only one year ahead:
(| for this reason running cost limits are in danger of producing
less effective real pressure for efficiency than manpower targets
which forced departments in a very practical way to consider how

they would cope with a declining number of staff over a 3-year

forward period.

Xﬁb - The essence of the approach in the attached submission is

Vﬁﬁ‘\cgr that we would envisage a more realistic target for the growth

\ of running costs - we have suggested that they should go up in
\$ &\\ line with public expenditure generally, ie by about 1% in real
~j terms. If departments accept this as a realistic aim, there is

a prospect that they will begin to think seriously about a
medium-term programme of improvements in efficiency on this basis.
Indeed we see this as a package deal - to ease the manning cost
limits to this extent if we are satisfied that they have a serious

programme for efficiency improvements.

8. The other aspect of this approach to which I attach importance

is that, instead of assenting to departments producing acceptable

)j running cost figures by making unrealistically low assumptions

Sr about future pay, we should encourage them to make a realistic
M

NN Qﬂ average - and set efficiency targets accordingly. This would

be on the basis that it is more effective to assume the worst

assumption eg that pay may well go up in line with the national
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and ease up if necessary than to have to impose a last minute

squeeze because cost assumptions have turned out too optimistic.

9. In short, I support the approach in Mr Luce's submission,
which the pay side of the Treasury have been involved in preparing.
The draft Cabinet paper is designed to give you an impression
of the way in which we thought that you might put this approach
to the Cabinet. The figures are still to be developed, but it
would be helpful to have an early word with the Chancellor and

yourself to establish whether you are content with the general
approach.

(zr.3.

F E R BUTLER
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DRAFT PAPER FOR PUBLIC EXPENDITURE CABINET

I attach a further draft of the Cabinet paper. This takes account
of the points made at your meetings and of your own drafting
comments. In discussion with Heads of Groups it was felt that
omission of any reference to the territories in paragraph 7 would
be noticed and would give the Secretaries of State unnecessary
comfort. Equally, we felt that to lead with references to a

needs study or the population adjustment could produce an explosive

reaction which would not be helpful for the general conduct of #a

meetingg. We have inserted, therefore, a very general reference

which you could amplify orally if you wished.

A

(e i i ‘l’ A TURNBULL
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1987 PUBLIC EXPENDITURE SURVEY

Memorandum by the Chief Secretary, HM Treasury

?

s
Our policy’é%ﬁ:daaaﬂ to bring public spending down progressively
as a proportion of national income. Over the past four years
we have succeeded in achieving 4‘} this. Even excluding
privatisation proceeds, general government expenditure (the

combined spending of central and 1local government) has fallen
from 47 per cent of GDP in 1982-83 to 44 per cent in 1986-87,
and - there will ' be a further fall in: 1987-88, 'This has made dt
possible to combine a steady (growt of public expenditure in
real terms with a reduction in borrowing and in each of the last

five Budgets a reduction in taxes.™ At—the—same—time—it-_has - been

]
Pprogrammes. This restraint em public spending has made possible
:}the strong performance of the economy which the Chancellor

has described in his Memorandum (C(87) )

2 In our Election Manifesto we pledged ourselves to continue
the policy of ensuring that public spending takes a steadily
smaller share of our national income. This is essential if we
are both to maintain the momentum of our economic performance
and to deliver another of our Manifesto pledges, a reduction

in the burden of taxation.

3. For this year's Survey we have established baseline totals
for spending. of* £154.2 billion = in. 1988-89, -£161.5 biliion in
1989-90 and £165.5 billion in 1990-91. For the first two years
this was done by retaining the planning totals set out in last
year's Public Expenditure White Paper and for the third vyear

we have used an uplift factor of 2% per cent.
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4. Departments were then asked to review their programmes within
‘ their baseline figures and to put proposals to me where they
felt, after a review of priorities, that additional resources
were required. In my minute of July to the Prime Minister,

I summarised the bids received from departments.

5 I have to make it clear to colleagues that bids on this
scale are far beyond what can be afforded. If anything 1like
this were accepted, we could make no furthersgiggf ss in reducing
public spending as a proportion of GDP, as éaua.ﬁag% in the White
Paper. Indeed, the, danger would be that it would rise. This

would not only trigger a complete rea%praisal of the Government's
. 3 : . QA T SMp .0 Gt
financial standing in the markets
n_N Ppdad ! TV

) : 3 I, : :
T.!:“i“.; L.can EO he-——h ofs =AY S SweK=) = R-3-&F consy

eemp&ni'es"*-’and-—«o erseas TV E ® ave i [e) economy==but’> also

W oMl oA
éaapaxdé;e our objectives for tagiion(aggrﬁéﬁgg;tﬁgf

6. With the time lost as a result of the election, it has not
been possible to analyse the bids as thoroughly as normal. There
are major uncertainties in a number of areas which I will want
to probe further, eg the 1large estimating changes for social
security and the projections of our contributions to the European
Community. [Possible reference to lack of agreement on local

authority current. ]

7 But it is clear that to hold to our policy on public spending
we will have to face up to difficult decisions in a number of

areas, in particular:
g for programmes such as defence, health and education
which are seeking very large ,increase the bids wi ave
S DL o el AV - pﬁ&b
to be (sﬁﬁied back and(poli savings foun (o) set
them;

id, for social security we must look at policy changes

to help offset the enormous estimating changes;

iii. we need to take a hard look at the employment programmes
where, with the better prospects for unemployment, substantial

savings can be found;



iv. we need to re-examine the basis of our regional policies.
The buoyancy of the economy and in particular of investment,
reflecting the increased strength of the corporate secto;l ><
is both increasing the <cost of the present system of
incentives and reducing the need for them. We should look
for savings here partly to release resources for cost

effective inner city spending;

v. we must look very carefully at the expenditure of the
territories;
Vil we must take a rigorous attitude to running costs as

proposed in my companion paper C(87) ;

vii. we should go as far as we can in transferring to the
private sector the responsibility for providing services

hitherto provided by the public sector.

8. In the 1987 Investment and Financing Review, the nationalised
industries' own intial and unamended bids, made in May, exceed
the baseline by £0.9 billion in the first year and £1.2 billion
in the two subsequent years. These bids are clearly unrealistic
and cannot be afforded. They now need to be scrutinised
rigorously, and a number of industries are revising their proposals
so that we will have a sounder basis for Jjudging them. Apart
from the electricity industry in England and Wales, and Scotland,
where separate considerations apply, I propose that our aim should
be to reduce the provision at 1least to baseline and, where we
can 1in the case of individual industries, below it. Failure
to achieve this would mean greater pressure on departmental
programmes. There are particular problems relating to the
electricity industry this year, notably the need to set new
financial targets, the implications of privatisation and assessment
of a new power station programme. Notwithstanding these
uncertainties, the pressure on public expenditure means that
it is no less important to appraise the industry's bids critically

and to set challenging financial targets.

9. [Paragraphs on local authorities. This will depend on whether
Cabinet is asked to endorse a settlement reached at E(LA) or

whether there is still an issue to be decided.]
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10. In the last Survey we provided for Reserves of £3.5 billion
in the first year rising to £7.5 billion in the third year. The
experience of recent years shows that we need to keep unaddeeated
a larger margin than this, especially in the 1later years, if
we are to cope with the pressures both in-year and in successive
Surveys. This too will need to be taken into account in

considering the scope for making additions to programmes.

Conclusions
11. I ask Cabinet:

i. to reaffirm the Manifesto policy of ensuring that public

spending takes a steadily smaller share of our national

income asﬁé&éﬁe? in last year's White Paper;

i i B to note that bids will have to be substantially cut

back to secure the policy objective at (i);

iii. to agree that we explore a wide range of policy changes

including those listed in paragraph 7;

v/ to agree that we should aim to hold the EFLs of the
nationalised industries other than electricity at least
to baseline and possibly below; and that we should seek
to minimise the additional |bids for the . electricity
industries;

o - R
v. (TEhat I should now conduct bilaterals with colleagues

on their spending programmes.

TREASURY CHAMBERS
July 1987

[aM]
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)
% k
Oux policy .ha-s—-beeﬂto bring public spending down progre551v ly l"r
as a proport:.og(’| of P)atlonab*lncome. O\é&si;*“ the pa7’£ four ears A/'}
we have this. ﬁc':iudin privat/rsatlon

proceeds, gernéral government expenditure (the combined /_/spending
of central and 1local government) has fallen from 47 per cent

of GDP 1in+1982-83 to" 44 per cent in 1986-87, andra rther fall

; ~“s-.likely in 1987-88. This has made it possible tereduce taxes
Len N\

: 7 in each of the 1last five Budgets and to bring borrowing down.
at?‘“w} At the same time it has been possible, by careful scrutiny of
all our spending, to make additional resources available within \“”_'_
. he4d totdls. for i our prio)rhity programmes. This restraint WD«\%

Aes ‘expendlture has the strong performance

"—’W T N e T e ———\ g —

[w:p (@  of the economy which the Chancellor has described in his Memorandum
{ ‘5m (C(87) )-

o
\'\ 24 In our Election Manifesto we have pledged ourselves to
Y \\"‘7 continue to ensure that public spending takes a steadily smaller
share of our national income, and within that objective to find
more resources for our priorities. This is essential if we are

(,m (:‘O\ to deliver another of our Manifesto pledges, a further reduction

W\ in the burden of taxation.
f;\:j}; ;3 For this year's Survey we have established baseline totals
%{“mf'f pfor - spending:, of . £154.2 billien in - 1:988-8945%. £161.55 billion: in

0/
:f““‘w /- 198998 .and- £165.5 billien “in 1990-91. For the first two years

'*""" / this was done by retaining the' planning totals set out in last
year's Public Expenditure White Paper and for the third year
‘ we have used an uplift factor of 2% per cent.

4. Departments were then asked to review their programmes within

their baseline figures and to put proposals to me where they
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felt, after a review of priorities, that additional resources
were required. In my minute of July to the Prime Minister,

I summarised the bids received from departments.

5. I have to make it clear to colleagues that bids on this
scale are far beyond what can be "~ afforded. If anything 1like
this were accepted, we could make no further progress in reducing
public spending as a proportion of GDP, as envisaged in the White
Paper. Indeed, the danger would be that it would rise. This
would not only jeopardise our objectives for taxation and borrowing
but would trigger a complete reappraisal of the Government's
financial standing in the markets, a standing which contributes
significantly to the high 1level of confidence which consumers,
companies and overseas investors have in our economy.

6. With the time lost as\g{iFsult of the election, it has not
been possible to analyse eitther the bids as thoroughly as normal.
There are major uncertafht1es'1n a number of areas which I will
want to probe further, eg the large estimating changes for social
security and the projections of our contributions to the European
Community. [Possible reference to lack of agreement on local

authority current. ]

T But it is clear that to hold to our policy on public spending
we will have to face up to difficult decisions in a number of

areas:

s for programmes such as defence, health and education
which are seeking very large increases, the bids will have
to be drastically scaled back <§2} policy savings found to
offset them; B '

1 for social security we must look at policy changes

to help offset the enormous estimating changes;

1i%. we need to take a radical 1look at the employment
programmes where, with the better prospects for unemployment,

substantial savings can be found;

iv. we need to re-examine the basis of our regional policies.

The buoyancy of the economy and in particular of investment,

46>

Y
v

v
\_,1‘
v),o
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reflecting the increased strength of the corporate sector
is both increasing the <cost of +the present system of
incentives and reducing the need for them. We should 1look
for savings here partly to release resources for cost

effective inner city spending;

Vi we must take a rigorous attitude to running costs as

proposed in my companion paper C(87) ;

vi. we should go as far as we can in transferring to the
private sector the responsibility for providing services

hitherto provided by the public sector.

8. In the 1987 Investment and Financing Review, thc nationalised
industries' own intial and unamended bids, made in May, exceed
the baseline by £0.9 billion in the first year and £1.2 billion
in the two subsequent years. These bids are clearly unrealistic
and cannot be afforded. They now need to be scrutinised
rigorously, and a number of industries are revising their proposals
so that we will have a sounder basis for Jjudging them. Apart
from the electricity industry in England and Wales, and Scotland,
where separate considerations apply, I propose that our aim should
be to reduce the provision at 1least to baseline and, where we
can in the case of individual industries, below it. Failure
to achieve this would mean greater pressure on departmental
programmes. There are particular problems relating to the
electricity industry this year, notably the need to set new
financial targets, the implications of privatisation and assessment
of a new power station programme. Notwithstanding these
uncertainties, the pressure on public expenditure means that
it is no less important to appraise the industry's bids critically

and to set challenging financial targets.

9. [Paragraphs on local authorities. This will depend on whether
Cabinet is asked to endorse a settlement reached at E(LA) or

whether there is still an issue to be decided.]

T
10. [Paragraph on privatisation proceeds?] '\W \¥ﬁ~ fB‘
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. 11. In the last Survey we provided for Reserves of £3.5 billion

Lk

in the first year rising to £7.5 billion in the third year. The
experience of recent years shows that we need to keep unallocated
a larger margin than this, especially in the later years, if
we are to cope with the pressures both in-year and in successive
Surveys. This too will need to be taken into account in

considering the scope for making additions to programmes.

Conclusions
12." I ask Cabinet:

i. to reaffirm the Manifesto policy of ensuring that public

spending takes a steadily smaller share of our national

income; }\ a9 S(Af '\V/ZM (AN VM

ii. to note that bids will have to be substantially cut

?€L9ﬁ¥?t back(ZE)&(E%fﬁkéSsecure the policy objective at (i);

iii. to agree that we cxplore a wide range of policy changes

of which I have given some examples in paragraph 7;

i 7% to agree that we should aim to hold the EFLs of the
nationalised industries other than electricity at least
to baseline and possibly below; and that we should seek
to minimise the additional bids for the electricity

industries;

Vis that I should now conduct bilaterals with colleagues

on their spending programmes.

TREASURY CHAMBERS
July 1987

[aM]
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Memorandum by the Chief Secretary, HM Treasury fLAjzéy

Introduction

,,—— 5
-

Our policy is to bring public spending down progressively as
a proportion of national income. Over the past four years we
have succeeded in achieving this. Even excluding privatisation
proceeds, general government expenditure (the combined spending
of central and 1local government) has fallen from 47 per cent
of GDP in 1982-83 to 44 per cent in 1986-87, and there will be
A a further fall {ﬁfi9873§8 - though it will still be higher than
A 3¢t é? in 1978-79. Our progress over the last few years has enabled
us to combine a steady but controlled growth of public expenditure
in real terms with a reduction in borrowing and, in each of the
last five Budgets, a reduction in taxes. This restraint in public
spending has made possible the strong performance of the economy
which the Chancellor has described in his Memorandum (C(87) ).

2. In our Election Manifesto we pledged ourselves to continue
the policy of ensuring that public spending takes a steadily
smaller share of our national income. This is essential if we
are both to maintain the momentum of our economic performance
and to deliver of our Manifesto pledge to reduce the burden of
taxation.

¥ For this year's Survey we have set baseline totals for
spending of £154.2 billion in 1988-89, £161.5 billion in 1989-90
and £165.5 billion in 1990-91. For the first two years this
was done by retaining the planning totals set out in last year's
Public Expenditure White Paper and for the third year we have
used an uplift factor of 2% per cent.
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4. Departments were then asked to review their programmes within

‘heir baseline figures and to put proposals to me where they

st

felt, after a review of priorities, that additional resources
were required. In my minute of 17 July to the Prime Minister,
I summarised the bids received from departments.

Objectives for the Survey

- I have to make it clear to colleagues that bids on this
scale are far beyond what can be afforded. If anything 1like
this were accepted, we could not make the further progress in
reducing public spending as a proportion of GDP we have set
ourselves. This would not only make our objectives for taxation
unattainable, it would also trigger a complete reappraisal of

the Government's financial standing in the markets, and provide
as doe a5

made. :
-+ G

torumAeiies e 5@1_/( J} /\)/ju\

6. With the time lost as a result of the election, it has not
been possible to analyse the bids as thoroughly as normal. There
are major uncertainties in a number of areas which I will want
to probe further, eg the 1large estimating changes for social
security and the projections of our contributions to the European
Community. _But it is clear that to hold to our policy on public
spending we will have to face up to difficult decisions in a

number of areas. Bids will have to be significantly scaled back

a severe setback to the economlc péogr we h

and, to the greatest extent possible, policy savings found to
offset them.

Departmental running costs

iz Colleagues have sought increases in their departments' running
costs implying overall cash increases of 8 per cent for 1988-89
over 1987-88 with further increases in later years. The associated
manpower projections reverse the downward trend we have achieved,
implying a 15,000 increase over published plans for 1988-89.
Increases on this scale are clearly unacceptable.

8. In the last few years, the increases in spending on
departmental costs agreed for each first Survey year have exceeded
our aims. In many cases the figures for the later years have
not been set at realistic levels and as a result have had to

be increased further in later Surveys. We need to agree a



b N SNES &

realistic method for planning provision over the Survey period
.so that departments have a reasonably reliable basis for making
medium-term plans to improve efficiency.

- My proposals, set out more fully in the annex, are that:

i. the running costs share of total public spending should
not rise over the Survey period. This implies that running
costs would grow on average in line with our plans for public
expenditure generally, ie by about 1 per cent a yecar in
real terms, though individual departments would, of course,

have no entitlement to such an increase;

ii. cost and other pressures will need to be met to a large
extent by efficiency gains of at least 1% per cent a year
in the use of all resources including manpower. These will

need to be planned well in advance and departments should

have contingency plans for larger improvements in case they
are necessary;

iii. departments should prepare management plans to deliver
these gains over the full Survey period. 1In any case where
the plans are not suitably ambitious, or are unrealistic,

I would hold over agreement on the later Survey years until
the next Survey;

iv. for 1988-89, the aim should be to reduce the overall
increase in provision sought by at least half.

Nationalised industries

10. In the 1987 Investment and Financing Review, the nationalised
industries' own intial and unamended bids, made in May, exceed
the baseline by £0.9 billion in the first year and £1.2 billion
in the two subsequent years. These bids are clearly unrealistic
and cannot be afforded. They now need to be scrutinised
rigorously, and a number of industries are revising their proﬁosals
so that we will have a sounder basis for judging them. Apart
from the electricity industries in England and Wales and in
Scotland, I propose that our aim should be to reduce the provision

at least to baseline and, where we can in the case of individual
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industries, below it. Failure to achieve this would mean greater

.Dressure on departmental programmes. There are particular problems
relating to the electricity industry this year, notably the need
to set new financial targets, the implications of privatisation
and assessment of a new power station programme. Notwithstanding
these uncertainties, the pressure on public expenditure means
that it is essential to appraise the industries' bids critically
and to set challenging financial targets.

Local authority relevant public expenditure

11. It has been agreed in E(LA) that provision for relevant
public expenditure in England should be set at £27,969 million
(£27,538 million for relevant current expenditure and £431 million
for Rate Fund Contributions to Housing Revenue Accounts). This
is an increase of £819 million above the White Paper baseline.
Aggregate Exchequer Grant in England is to be set at
£13,775 million, an increase of £750 million (5% per cent) on
the 1987-88 settlement figure including teachers' pay. [Reference
to Scotland and Wales to come.] These are substantial additions
and we must recognise that they will severely 1limit what can
be made available for other programmes.

Conclusions

12. 1 ask:Cabinet:

i. to reaffirm the Manifesto policy of ensuring that public

spending takes a steadily smaller share of our national

income* [and; after excluding privatisation proceeds,/ﬁdoes

not eiéeed the path in last year's White Paper; a}Z;;:;:;};:y

13, to note that to secure the policy objective at (i)
bids will have to be substantially cut back and difficult

decisions will have to be faced in a number of policy areas;

iii. to agree that we should aim to hold the EFLs of the
nationalised industries other than electricity at 1least
to baseline and possibly below; and that we should seek

to keep the electricity industries' external finance as

——

possible;



1%, for running costs, to agree the proposals set out in
paragraph ¥ and in the Annex;

9

Vis to agree that I should now conduct bilaterals with

colleagues on their spending programmes.

TREASURY CHAMBERS
July 1987

[aM]
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(W | KM/W %
<jérowth this year now looks like turning out higher than

at the time of the Budget. The principal factors behind the

buoyant growth rate are strong export performance and successful

competition with imports. Unemployment has continued to fall
D€

while pg@iiee inflation has remained close to the puéééshea path.
ffz%The current account of the balance of payments has been in surplus,

\\(S;)far th1sjgEEEJ§p14ynﬂjr”sect0f—£¢nances-;ema&nws%feqézy

2is There are a number of reasons for this successful
performance. We are deriving the benefits of prudent monetary and
fiscal policies which have stabilised financial conditions,
avoided lurches of policy, and increased confidence in the UK as a
base for investment. We are also seeing the effects of the
measures taken over the past seven years to improve supply
performance, —ﬁgg;;- are producing é;xngil rapidly growing
manufacturing productivity and better trade performance. And
finally we are seeing the benefits of the reduction of public
expenditure as a share of GDP over the past 4 years. This has

left room for th re uctlon of the PSBR and the beginning of the
necessary process of lowering amd-referming taxes.

WORLD ECONOMY
el Do ) V) (ot o~
3 The .majer ¢ threat to continued qteady growth is—a—

weakening of demand and output in other major “developed countries,

Since the fall in oil price%'ab’
C ' /

grow in the economies has been disappointing. Last
DY Y v~ o . s
year the #Eakaess originated in weak demand among the developing
countries who, as a group, cut back t@elr im LEF' More recently

118 25N}

many of the strains seem to reflect thé“E?hS:%éiE;gnﬁAaf of

exchange rates. Domestic demand in the US 1s<:§eaken1ng, ani /1

Germany and Japan it is not rising fast enough to offset the

adverse effects of currency appreciationcxg their exports. Their
loss of export markets has beengincreasééiif;§%wly industrialised
bro P T e ¥
m«ef vt “"""’"b 0 C Chasea f;_,f“, \)

i S i i
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Clpnlor ,&UQ? have helf >
(: : . s Fory B S R :
ﬁppréETEfTUnfEEZEheir currencie%ﬁagainst the dollar. J
1 . it m——— e s — SRR o

4. Inflation rates in the major ﬁﬁfnomies have been reducedJmuch
as expected. And there are teﬁt&tévé)signs of some progress in
correcting the large current account imbalances in the US, Japan
and Germany. The risk of further turmoil in foreign exchange
markets has been reduced;rélthough not eliminateizby successful
co-operation between the G7 countries. Following the Louvre

Agreement in February the G7 countries have succeeded in

stabilising their currencie;,byka.combi ati nﬁ9f intervention and Yial
a greater willingness to ;ﬂnsuék—muneta??_—gglicies é;géi—:gy:r
consistent with the Agreement.% And there have beé%?%ﬁrther steps

in Japan and Germany to support domestic demand and open markets.

It is vital that these measures are sustained and strengthened.
P '] Earther steps to reduce the US Budget deficité}mﬁk&

THE BRITISH ECONOMY !a bl Z» ’M’J

5 At homecﬁye aive seen a continuation of familiar pattern
\'“' s —.’ . . 3
of sbkeady strongJgrow coupled with low inflation.

e e a b~y
6. A year ago there was seme concern/at the mild pause in growth

between mid-1985 and mid-1986 6 attheugh—we—argued _that a Tresumption
e g e . 3 1 13 h i lai ; l
YEaAL In the event, desptte disappointing growth abroad,
performance at home 3 exceeded expectations. In the
first quarter of GDP was just over

4 per cent higher than a year earlier.

Tis The prospect is for continuing strong growth, with the

outcome in 1987 as a whole likely to be closer to 4 per cent than

the 3 per cent predicted at Budget time Domestic demgnd owth
d % %zuauny VS~ p\Ena N i
is balanceq)with fixed investment amd sumers" expenditure_

: e
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8. High—grewth(has contributed to a further rise in employment
k 1" ndpd. ?y

and in turn toé%a&-r& al in unemployment since the
war i i-3-34 i d
en——é;;;zzzqf‘-This wesy welcome fall in unemploymen€>has occurred

at the same time as productivity growth in manufacturing has been

exceptionally high by historical standards. Indeed increased

A
industﬁial efficiency has been an essential fai;ffl~§eh§.d the
a«éﬂyyma~_chaa;gjggi;§é &

i IE

unemployment prospect. rowth continues
at a steady and sustainable rgfe there is every (gassibéiitir that
the fall in unemployment will(%ontinue. ZDLLXQWJ

earty- \ %
: el . tre A od pss
that inflation Inm Lhc~GK—wcu?§znot benefit as much, as #m)the other

major economies. Theé*?ecessary fall in sterling during 1986
largely offset thefbeneficia q&?ﬁé@bon inflation ofﬁ lower oil
prices. Howeve;l we are still on course to achieve the Budget

forecast of 4 per cent inflation in e fourth quarter of ﬁhii g

year, and the outcome could éfﬂiﬁ]be a little lower. é;!ébthls
remains uncomfortably above the average /i rate in other
major economies, s lt is essential /ff i

§bea&yT—hearﬂirﬁﬂﬁnnnn?Ezthat inflatiens " is  kept . £irmly  on ‘a

downward path over the medium term.

10l “So fa{}lower inflation has not been suffieientiy reflected in

lower pay settlements. The deceleration of private s§gtor

settlements in 1986 appears to have ended; aaé indee
have begun to edge up. Some public sector settlements - notably
by 1local authorities - could also set an unfortunate precedent to
the private sector and will make it more difficult to control
ggplic ;inqgces. Pay increases need to be lower if the hard-won

b

is to continue.

e e b

- , 3%
11. The prospects for the qurrent account _of the balance of

payments now look bettery\ Over the ear British companies

have competed much more successfully in the home and international

markets. In spite of subdued ,prospects for world trade and
buoyant activity at home urrent account this
year to be close to balance, in contrast to the Budget forecast of
a £2% billion deficit (a half per cent of GDP).

; pay
ey ey

Qg e, W A&%\—;‘\’V
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12. Since February sterling has generally been /very seesng; =Tiis
) i during April and Ma rwhea—wefﬁizgéed{?it%?iomaxkey
: ¥l , n £ : pliel gn . MLS) : 4
///4Lntexss%—9&§es an oreig X ‘ “er Ph
- v A oo i b Zng . 2 [/)/L( @LM—
/ had __the —effeet—of—gtabitising ARG ras—meoved within a

very narrow range over tEenPast 4-5,""months. In turn this has

strengthened .confidence

ﬁndustrY- o e
s  wanon Gt ol

g
7 S P
V*? " 13. Nevertheless financial markets are watching \closel

A behaviour of the economy, and in particular the outlook for -pwiee
%T>P/{ ahd=wage inflation. They will also be alert to any signs of a
MA v loosening of the firm financial policies that have brought &g~

CONCLUsIONW

14./ The, economy has been growing steadily at a satisfactory rate

forksix years. With industry competing successfully in the home

and international markets the prospect this year is for faster GDP
growth than in recent years - more than expected at Budget time.
There are, however, definite risks. Abroad the world economy
could be 3£e depressed than now envisaged. At home pay
settlements (heed to fall. Above all it is,  essential that the
Government d monstraﬁjflfts firm commitment tocfinancial policies

= e (A N
that have bgg;g:ee——successéGf and that/)alone can -gugggggae

declining inflation and the continuation of steady growtmﬁ N b

5 ey

-
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Juncertainties, the pressure on public expenditure means that
'q is essential to appraise the industry's bids critically
and to set challenging financial targets. f?zljyfj
Local authority relevant public expenditure

13. We have agreed in E(LA) to set provision for relevant public
expenditure in England at £27,969 million (£27,538 million for
relevant current expenditure and £431 million for Rate Fund
Contributions to Housing Revenue Accounts) This 1is an incease
of £819 million above the Whlte/'basellne. Aggregate Exchequer
Grant in England is set at £13,775 million, an increase of
£750 million (5% per <cent) on the 1987-88 settlement figure
including teachers' pay. [Reference to Scotland and Wales to
come. ] These are substantial additions and we must recognise

that they will severely 1limit what can be made available for
other programmes.

44444 wt,ﬁ e — pd
qu %JWJ £y g. WE‘

4 gu
Conclusions " o

147 I ask Cabinet;

; ;g,‘u.

Wﬁmﬂ dﬂw‘ 7y s DT

firm the Manlfesto pollcy of ensuring that public
spending/Vtakes a steadily smaller share of our national
income(;s set out in last year's White Paper a{tr ﬁﬂﬂkwiﬁy
Prvetiselio~ procesde ™

T to note that bids -will have to be substantially cut

back to secure the policy objective at (i);

ol
'AWLC&EQ—kﬂc sk He L‘(Lf)
iii. to agree thatiye explore policy changes

including those listed in paragraph 7;

19 to agree that we should aim to hold the EFLs of the
nationalised industries other than electricity at 1least
to baseline and possibly below; and that we should seek

to keep the electricity industries' external finance as
low as possible;

¥ for running costs, to agree the proposals set out in
paragraph 11 and in the Annex;

vi. to agree that I should now conduct bilaterals with

colleagues on their spending programmes.

TREASURY CHAMBERS
July 1987 [aM]
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L . FROM: ROBERT CULPIN +
DATE: 10 JULY 1987

CHANCELLOR cc Chief Secretary
Sir Peter Middleton
Mr F E R Butler
Sir Terence Burns

Mr Anson
v/i Mr Monck

Mr Luce

Mr Scholar

Mr Sedgwick
Mr Turnbull

: w\r’
z/ Q\E;iZXi) Qv//[/' Mr Gieve
Mr Cropper
\VAW//’\\ fﬁ<§:b Mr Tyrie

LINE ON THE PUBLIC EXPENDITURE CABINET
Revised notes attached.
ROBERT CULPIN

Encs

SECRET



%

RS

T45/78

SECRET

BRIEFING FOR NO.10

The Cabinet had its usual July discussion of public
expenditure today. It reaffirmed the policy that
public expenditure should continue t?wfake a declining
share of national income, as~6%wéﬂ;ge{3in the White
Paper. Within that constraint, the Chief Secretary
will hold bilateral discussions 1in the Autumn. In
the light of these, the Government will review both
the individual spending programmes and the planned

totals for spending, and will, as wusual, announce

decisions in the Autumn Statement in November.

Text

"My Government .... will maintain firm control of
public expenditure so +that it continues ¢to fall
as a proportion of national income and permits further
reductions 1in the Dburden of taxation." - Queen's

speech.

SECRET
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Will the planning totals be increased?

I can't tell you whether the totals will be changed,
or if so by how much, or where the money will go.

None of that is decided.

There may be some change in the totals, but if
so — and I stress that is not decided - the Government

is determined to keep as close to them as possible.

There will be no change whatever in the policy that

public expenditure declines as a proportion of GDP) ad

P RAYY: gy P

That is not Jjust an aspiration. It is what we have

achieved since 1982-83.

Why might you allow an increase?

I am not saying we will. It is restraint which
has brought success. There will be no 1let-up in
the Government's rigorous approach. And we will

continue to plan expenditure on a cautious view

of what we can afford.

But the strength of the economy is there for all

to see.

ro

SECRET
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Why no decision?

Cabinet has decided to stick firmly to the policy.

Final decisions will be taken, as always, when:

— +there has Dbeen further assessment of the

needs of particular programmes

- we have further information on the growth

of the economy and so of what we can afford.

SECRET
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TREASURY NOTES FOR SUPPLEMENTARIES

Why not come clean and raise totals?

Acknowledged frankly that planning totals may change.
Not clear that they will. Not sensible 1in those

circumstances to set new figures.

Planning totals never revised in July.

Open ended?

"\\)(&&Lvi \‘3“)

Certainly not. Commitment to +4@ee( smaller share

of GDP is a binding constraint.

WHAT smaller share?

No increase on the White Paper percentages Qﬁn any

year%. Continuing on down in the new final year.

If we can improve on the White Paper percentages,

we will.

Including or excluding privatisation?

Excluding.

SECRET
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Applied to what GDP?

Our best estimate. Latest published is in FSBR.

When GDP next revised?

Current and following year: 1in Industry Act forecast

in Autumn Statement.

Full MTFS: in 1988 FSBR.

More GDP means more expenditure?

No entitlement, but may permit it.

New doctrine?

Rubbish. "It would, of course, always be open to
the Government to decide, once the virtuous circle
of lower taxes and higher growth had been established,
to devote some of these resources to improved public
services rather than reducéd taxation." - 1984 Green

Paper.

Maximum possible increase in planning totals?

Not going to speculate. But two things.

First, commitment ¢that public expenditure should

SECRET
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grow 1less fast than the economy as a whole 1is a

major constraint.

Second, if any change at end of day, firm objective

is to minimise it.

When did Treasury last concede possibility of change

before bilaterals?

[Being checked - probably 1981]

What pressures?

Seen local authority settlement [if July
announcement ] . Know some of other things in the
pipeline - for instance, continuing extra cost of

nurses' pay award.

No blank cheques. All bids rigorously scrutinised.

Why have planning totals only to raise them?

L2
False premig{ﬁ But better a really demanding target
which you may sometimes have to raise a bit than

an undemanding one.

Proof of the pudding: public expenditure is falling

as a proportion of GDP for the fifth year in a row.

M \M\’ SECRET
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Abandoning cash planning?

ey oo D

Rubbish. Ali(iﬁfbash. No funny money. No automatic

compensation for inflation.

Star Chamber?

No doubt: established part of the constitution.

SECRET
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CONFIDENTIAL
FROM: A TURNBULL
DATE: 13 JULY 1987
CHANCELLOR OF THE EXCHEQUER cc Chief Secretary
Sir P Middleton
C[/\ Mr F E R Butler
b ) Mr Anson

C' " Mr Monck

D \ A Mr Gieve
,’(/ # Miss Walker
/'

JULY CABINET: MEETING OF PRINCIPAL FINANCE OFFICERS

Our intention 1is to circulate the Chief Secretary's minute on
the summary of bids before the end of this week but to delay
circulation of the three papers, yours on the economic prospects,
and the Chief Secretary's on public expenditure and on running

costs until Tuesday of next week.

218 In recent years we have arranged a meeting of PFOs just
before the circulation of the papers to give them some advance

warning and an opportunity to seek any clarifications they need.

Br. We would like to do the same this year. We suggest a meeting
on Monday afternoon under Mr Anson's chairmanship. We would
issue at the meeting, and collect in afterwards, copies of the
Chief Secretary's two papers. We would not make any statement
but would answer questions raised. We would not circulate your
paper on the economy but would, if asked, offer a summary of

3.

4. This course is not without risks. This year the Treasury
paper lists a number of areas where policy savings might be
found. It is possible that the earlier warning could give more
time for departments to organise defences or, at worst, mobilise
a counter-attack. In practice we do not think this is too much
of a risk. The options are listed for explanation not decision
and the most sensitive of all, an adjustment to the territorial

blocks, is not mentioned explicitly.

5% We would be grateful to know if you arc content for such

i

A TURNBULL

a meeting to be held on the basis indicated?
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NOTE OF A MEETING HELD IN THE CHANCELLOR'S ROOM
H M TREASURY - ON 13 JULY 1987 AT 6.00PM

Present:

Chancellor
Chief Secretary
Sir Peter Middleton
M -POE 'R Butler
Mr Anson

Mr Kemp

Mr Luce

Mr: Turnbull

Mr Gilhooly

Mr Haigh

Mr Hoare

Mr Cropper

Mr Tyrie

RUNNING COSTS;AND GEOGRAPHICAL PAY

Papers: Mr Luce of 8 July
Mr F E R Butler of 9 July

The Chancellor said his initial comment was that he thought

that the paper should be an Annex to the main public expenditure
Cabinet paper. There would be a paragraph in the main paper,
and the «conclusion on running costs in the annex would be
reflected in the conclusions Cabinet were invited to endorse.

This was agreed.

2 Introducing the papers, Mr F E R-Butler said that the

previous approach, based on keeping running costs increases in
line with the @gpp deflator, had squeezed departments who faced

volume increases in their workloads while presenting 1little
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challenge to departments like the Ministry of Defence with falling
staff numbers. So he preferred an approach which was more 1like
that adopted for public expenditure generally, where an overall
increase was agreed and then the needs of individual departments
were looked at within the context of that overall increase.
The approach now suggested would give departments something
that appeared more generous than the present regime, in recturn
for their taking a medium term view of their running cost demands.
It was vital to get away from departments taking a myopic view
which prevented serious planning of efficiency improvements.
The arithmetic looked workable in the light of the likely upward
revision in the GDP deflator by the time of the Autumn State.

3 The Chancellor said that he accepted that the present

position was unsatisfactory and could offer no constructive
alternative to the approach proposed in Mr Luce's paper. He
noted that 1 per cent real increase per annum presented a very
tough discipline. He thought departments would realise that.
His concern was whether a commitment to management plans was
worth anything. Mr Luce said that he believed that, to make
it worthwhile, it meant getting commitments from Departments
in terms which were usable in subsequent Surveys. Departments
were preparing these sort of management plans as part of the
Financial Management initiative and the successor to manpower
planning and they were supposed to be 1linking it into their
public expenditure requirements. Departments would need to

show they were making a serious effort to reduce their unit

costs. This would be an issue to be discussed in the bilaterals.
. The Chancellor asked what would happen if a department
lacked a good plan. Presumably the increase earmarked for them

would not then be allocated to other departments. MY ‘P BEiR
Butler confirmed this. .In year one the department would be
bargaining for real figures which would be turned into running
costs limits. So the relevance of the management plans was
to years two and three. Departments would be given a firmer
base of planning since any increase in the GDP deflator would
be allocated pro-rata to each department, thus re-establishing

the firm framework that the headcount had given. The corollary
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was that departments would not be encouraged to take an

unrealistically optimistic view on pay.

5 The Chief Secretary said that he was still unsure what

the incentive was for a department to produce a sensible
efficiency plan. If it failed to do that he did not see that
the position was much changed for the present unsatisfactory

position on years two and three. Mr F E R Butler said that

the department would remain in the position of being a demandeu

until they produced a plan the Treasury could accept.

6 The Chancellor acknowledged that there was a problem on

pay since the pay factor had - rightly - been abandoned. The
new approach however seemed to be based on encouraging departments
to think that pay would move in 1line with national average.
However the Treasury produced that forecast. The move was
therefore 1likely to be a move not to tackle realism but to
semi-realism. That was no doubt an improvement over the total
unrealism for the present system. Mr Kemp pointed out that
the system had withstood a fair degree of unreality on pay to

date. Sir Peter Middleton was concerned about the use of average

earnings as a signal.

7 The Chancellor noted that a particular embarrassment was

the position of the Inland Revenue and Customs and Excise, whose
figures were very high, although he accepted they had a very

good case for being above the average. Sir Peter Middleton

suggested that their case would not exist in perpetuity. MR

F E R Butler said that the strength of their case was that more

spending on Customs and Excise and Inland Revenue could always
improve the Government's overall fiscal position. The Chancellor
pointed the switch from employment to self-employment which
meant that administration costs were being transferred from
the employer to the Inland Revenue. But the Chief Secretary
would need very convincing arguments to Jjustify above average

increases for the Chancellor's Departments to his colleagues.
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8 On the main issue, the Chancellor said he was prepared

to go along with the proposition in the paper since there seemed
to be no realistic alternative. The Chief Secretary said that

he had gone over the same ground this morning with officials
and had come to similar conclusion. The approach suggested

represented an advance to semi-realism.

9 Mr Tyrie was concerned that the figures might imply that
running costs rising as a proportion of public expenditure.

Mr Turnbull pointed out that if we achieved our expected outcome

the increases in running costs and public expenditure overall
would be very similar proportion. Sir Peter Middleton thought
the approach set out fitted well with the overall aim for public
expenditure. Mr F E R Butler pointed out that the Prime Minister

would inevitable think that the increases envisaged were too

large. The Treasury however knew that the targets were too
tights The Chief Secretary thought that the proposal would
be a material gain if it could be backed-up by practical "teeth".

The Chancellor noted that running cost expenditure would have

few supporters in any collective discussion.

10 Turning to the text of the Cabinet Paper the Chancellor

thought paragraph 3 needed to be expanded to give some explanation
for the reasons while the increase in running costs had been
unavoidable. He thought that in paragraph 5 the first 1line
should be amended to replace "minimum" with "firm". He wondered
whether colleagues would be able to infer our intentions for
public expenditure generally from the proposals on running costs.
Mr F E R Butler said this was an issue that had been raised

with the Chief Secretary, it had been established that the

increase based on the running cost figures would come out rather
below some of the other calculations possible. Mr Luce thought
however it would be preferable to amend paragraph 6 and omit
the specific £300 mill target and replace it with the aim of

reducing the bids to "less than half". This was agreed.

% 5 With these amendments, and the paper recast as an annex,

it was agreed that this approach should be put to the Cabinet
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as proposed. The Chancellor noted that key to its success was

to make a change in departmental behaviour.

Geographic pay

12 The Chancellor noted that this was an issue where Government
was torn between cash and commonsense. It was commonsense to
make moves toward greater geographical pay variation but making
the change meant increases in expenditure and a price had to
be paid for giving departments discretion. He was in no doubt

that geographic variation in pay made sense.

13 Mr Kemp said that there was already tremendous pressure
in London and the South East. This point had been raised by
Chancellor's ministerial colleagues. The recent London Weighting
settlements for the banks added to that pressure if our offer
on London Weighting was taken to arbitration the result would
be a very large increase. The proposal in the paper Pay Division
had come up with to meet these pressures and head off attempts
to make expensive additional to London Weighting. It would
add % per cent to the pay bill in a full year, or £20 million.
He agreed that there was a need to take care on giving departments
discretion, but eventually departmental discretion would have
to be made to work, if we were to move to a move flexible pay
regime. Decisions were needed in the next month In his view,
the proposals in Mrs Harrop's paper were worth trying. The

Chancellor pointed out that dispersal was another part of the

solution. The Revenue had produced good plans on dispersal.

Mr F E R Butler said that the dispersal plans seemed to préduce

a high rate of return. Mr Kemp agreed that more dispersal was
needed . But there would still be some immovable departments.
The problem was less acute in inner London than in some areas
with virtually nil unemployment in the South-East.

14 Mr F E R Butler said he was worried about the rissks for
running cost limits in 1987-88. He was attracted by the approach

in the 1longer-term. But he firmly advocated deferment until

1 April 1988 to avoid putting running cost limits in 1987-88
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under pressure. He noted that Mr Kemp thought that this would
prove difficult . The Chancellor asked why? Mr Kemp said

it was because there was a limit to how far matters could be
deferred and there would be considerable pressure from colleagues.
He thought the advantage of the approach set out was that
departments had the option not to pay the increases if they
could not afford them. London weighting increases were

compulsory.

5 The Chancellor said he thought it was important to wrap

London Weighting up in the overall pay settlement so that the
overall cost could be quoted including London Weighting. If
London Weighting were detached that would not be possible. Mr
Kemp said that in the longer-term the aim would be to let London
Weighting wither.

16 The Chancellor asked for a further paper on this issue

taking account of comments from Sir Peter Middleton and others.
There was no question of this being discussed at a MISC 66
meeting.

JILL RUTTER

Private Secretary

Distribution:

Those present
Mr Scholar
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FROM: A C S ALLAN v
DATE: 13 July 1987
B 167

MR TURNBULL cc PS/Chief Secretary
Sir P Middleton
Sir T Burns
Mr F E R Butler
Mr Anson
Mr Monck
Mr Scholar
Mr Luce
Mr Sedgwick
Mr Culpin
Mr Gieve
Mr Cropper
Mr Tyrie

DRAFT PAPER FOR PUBLIC EXPENDITURE CABINET

The Chancellor was grateful for your minute of 10 July and the
further draft of the Cabinet paper.

2% He had the following comments:

(1) in paragraph 5 and again in paragraph 11(i) we should
refer o the path for GGE/GDP "set out" in the White

Paper, not "envisaged";

(ii) in paragraph 7(i) he felt that the wording should read
“* V " .. the bids will have to be significantly scaled back
yy* L¥to the greatest extent possible and] policy savings

q!g found < o e

He had a few other drafting comments which I am sending you

separately. \

et

A C S ALLAN
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. FROM: P N SEDGWICK
DATE: 13 JULY 1987

PRINCIPAL PRIVATE SECRETARY cc Sir P Middleton
Sir T Burns
Mr Odling-Smee

TABLE FOR THE DRAFT CHANCELLOR'S PAPER FOR CABINET

I attach a table for the draft Chancellor's paper in exactly the same
form as for last year's paper. The figures for the current year are,
as was the case last year, from the latest internal forecast. (It has
been the custom to round the figures for the components of domestic
demand more heavily than the rest.)

2. In last year's paper there was a short paragraph at the end of the
section on the British economy which read:

"A summary of the most recent Treasury assessment is shown in the
attached annex."

ZANN

P N SEDGWICK
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MAJOR ECONOMIC INDICATORS

Demand & Activity
GDP
Domestic demand

of which

- consumers'
expenditure

- fixed investment

& Services
& Services

Exports of Goods
Imports of goods

Inflation (Q4 on year
year earlier)

RPI

Average earnings

Other items

(levels)

Current balance (£bn)

Unemployment (per cent,

narrow definition)

3 month interest rate

Sterling index (1980=100)

0il price (Brent,
Sbarrel)

UK G7 excl UK
1984 1985 1986 19871+ 1987
3 33 3 4 2%
2 33 5 3% 2%
9 2 1 4 %4
7 6 3 4 23 %k%
9 3 6 3 L k%
Ve 5% 3% ¥ 3
6% 7 8 7% 33+
13 33 0 -3 -12
11 113 11% 10% 7%
10 ) 11 9.2% 6.3%
79 78 73 72.9% -
29 27 14 19.8%*

* close Friday 10 July

** delivery
* %%

in July 87, as of 10 July

goods only

¥ manufacturing earnings
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ROM: F. E. R. BUTLE!
Vp GO!V 13th July, 1987.
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\- y%y \4v ‘\(Afﬂ ijc.c. Chancellor — E
g |

Chief Secretary
Financial Secretary
QU } Paymaster General
(T>A~ ~ Vd} ) Economic Secretary
[ Sir P. Middleton

. [ ,.
e | e L o Sir G. Littler |
/r ce? ; L ol Mr. Anson ‘ '
.PAW}a ) /zj PV ot Mr. Monck ?
s

S ji o Mr. Kemp
A : i ¥4 A\ 0 g Mr. Odling-Smee
ki5°3 G 'Z 4>A/i o Mr. Scholar
A VN ?‘ Mr. Sedgwick
ov. AV I ¢J Mr. Turnbull
N = A /- :¥‘;”_ Mr. Culpin
t“w\} A - } A r e bidue
s ’ §5 Mr. Hudson
- - Mr. Cropper F
— Mr. Tyrie b

DRAFT OF CHANCELLOR'S PAPER TO CABINET

There was some discussion at PEX this morning of the
draft attached to your minute of 10th July, which I had
not seen by then.

25 I very much agree with the comments in Mr. Anson's
minute of today (copy attached for those who have not
received it). The paper gives a general impression which

will not promote restraint of the public expenditure bids.

3. In addition to Mr. Anson's points, Mr. Turnbull has
suggested to me that, as well as stressing that this year's
performance may be cyclical, the paper should make the
point that for the purpose of setting plans it is output

in the medium-term, and a cautious view of it, which is
relevant.

4. I would add that .we need to bring out more prominently
near the beginning of the paper that some public sector
pay has been rising fast and needs to be restrained if

the effect is not going to spill over into the private



sector. This point is not put very helpfully in para
10 where it is said that public sector settlements "will

make it more difficult to control public finances".

e sB.

F. E. R. BUTLER
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From: J Anson
Date: 13 July 1987

MR F E R BUTLER

cc
Sir T Burns
Mr Monck

Mr Turnbull

Mr 0Odling-Smee
Mr Sedgewick
Mr Gieve

CHANCELLOR'S PAPER TO CABINET

I feel this too bullish a presentation for the purpose of a
public expenditure Cabinet. Paragraphs 1 to 2 contain all the
upbeat points and will set the tone in the reader's mind. The
reservations are mostly there in the text, and in the final con-

clusion, but their effect will be muted.

2: I gather from Mr 0Odling-Smee that paragraphs 1-2 were
intended to be a statement of where we are now, rather than a
summary of the paper. Even so, they omit some key points, eg
our relative inflation_rate compared to other G5 or Summit
countries. But I would prefer to omit the concluding paragraph
and put a balanced summary at the beginning, including eg

by
av»%vgluﬂaﬁv (a) that the growth rate this year may be cyclical

(b) that price inflation is consistently worse than

our competitors

(c) that although our real growth has compared well
with our competitors over the last few years, we cannot

rely on this continuing

(d) that although we are seeing some (rather than the)
effects of the measures to improve supply performance
over the past 7 years, there is more to be done to
get more flexibility and get down rate of earnings
increase, stuck above 7%.
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(e) that although public expenditure performance has
helped to get down PSBR and tax burden, this needs to
be continued and markets will be watching it closely.
(From this standpoint, ending the paper at paragraph 13
rather than 14 would be helpful).

~ J ANSON
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ECONOMIC PROSPECTS: DRAFT CABINET PAPER

The Chancellor was most grateful for your minute of 10 July and the
draft paper for Cabinet. He had some, mainly drafting, comments,
which we have incorporated into the attached redraft. He would be
most grateful for comments from you and others before the paper is
finalised.
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CONFIDENTIAL

ECONOMIC PROSPECTS

ALTERNATIVE BEGINNING

The economy has been growing steadily at a satisfactory rate for
the past six years. With industry competing successfully in the
home and international markets the prospect this year 1is for
faster GDP growth than in recent vears - maore than expected at
Budget time. The principal factors behind the more buoyant growth
rate are strong export performance and successful competition with
imports. Unemployment has continued to fall while inflation has
remained close to the expected path. So far this year, the

current account of the balance of payments has been in surplus.

2. Our prudent monetary and fiscal policies 1lie behind this
successful performance. They have stabilised financial
conditions, enabled us to avoid lurches of policy, andA’increased
confidence in the UK as a base for investment. The reduction of
public expenditure as a share of GDP over the past four years has
been especially important. It has provided room for lowering the
PSBR and adjusting to the loss of North Sea revenues, but we have
made little progress in reducing the burden of non-North Sea
”E&xati6n1;;We are also seeing, & piglally in rapidly growing
manufacturing productivity, some fects from the measures taken

A S
over the past seven years to improve supply performance.

3% The growth rate this year is likely to be significantly above
the average level of recent years, and we cannot count on it being
sustained. There are definite risks. Abroad, the world economy
could be more depressed than now envisaged. At home, pay
settlements badly need to fall, not least in the public sector.
Above all it 1is essential that the Government demonstrates its
firm commitment to the financial policies that have brought this
success and which alone can deliver declining inflation and the

continuation of steady growth in the years ahead.
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CONFIDENTIAL

ECONOMIC PROSPECTS
Cor alfemete QWMW/
The growth of the economy this year now looks Lli¥ke turning out
higher than I forecast at the time of the Bud . The principal
factors behind the buoyant growth rate”are strong export
performance and successful competition wi imports. Unemployment
has continued to fall while inflation/has remained close to the
expected path. So far this vyear,/the current account of the
balance of payments has been in syfplus.

2. There are a number of regdsons for this successful performance.
We are deriving the bep€fits of prudent monetary and fiscal
policies which have tabilised financial conditions, avoided
lurches of policy, a increased confidence in the UK as a base for
investment. We apf also seeing the effects of the measures taken
over the past sgven years to improve supply performance, which are
producing rapgidly growing manufacturing productivity and better
trade perfdrmance. And finally we are seeing the benefits of the
of public expenditure as a share of GDP over the past
This has left room for the further reduction of the PSBR

WORLD ECONOMY

S The most obvious threat to continued steady UK growth comes
from a weakening of demand and output in other major developed
countries. Since the fall in o0il prices at the beginning of 1986,
output growth in the G7 economies has been dlsapp01nt1ng. Last
year the—positieon—originated in wea{?ggmand ameg§7the developing
countries who, as a group, cut back their imports. More recently
many of the strains seem to reflect slowness in the adjusting to
the sharp realignment of exchange rates. Domestic demand in the US
is understandably weakening; while in Ger@E}y and Japan it is not
rising fast enough to offset the adverse effects of currency
appreciation on their exports. Their loss of export markets has
been made more acute by the increasing shares taken by the newly
industrialised countries, notably in South-East As1a,w$%giﬁg€2‘ig%gwq

their currencies steady against the dollar.
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4. Inflation rates in the major economies have been reduced, much
as expected. And there are now signs of some proggess in
correcting the large current account imbalances in the UK, Japan
and Germany. The risk of further turmoil in foreign exchange
markets has been reduced - although not eliminated - by successful
co-operation between the G7 countries. Following the agreement at
the Louvre in February, the G7 countries have succeeded in
stabilising their currencies by a combination of intervention and a
greater willingness to adapt their monetary policies. And there
have been some further steps@M?EZ{Szngmm;:d_JSepmany- to support
domestic demand and open markets. It is vital that these measures
are sustained and strengthened. Further"ﬁggggrzhy—reduce the US
Budget deficit are also needed.

THE BRITISH ECONOMY 3
Sp ponll - Fommory of M mist (et Tearory amenmut 10 Shuun i e alocke ke,
5% At home we have seen a continuation of what has by now become a

familiar pattern of strong and steady growth coupled with low

inflations

6. A year ago there was concern in some quarters at the mild

pause in growth between mid-1985 and mid-1986. In the event,

despite disappointing growth abroad, performance at home has

exceeded expectations. In the first quarter of this year GDP was
[ just over 4 per cent higher than a year earlier.

in 1487

7'an$EF prospect is for continuing strong growth/, with the outcome

in 1987 as a whole likely to be closer to 4 per cent than the 3 per

cent predicted at Budget time. Domestic demand growth is balanced,

with fixed investment rising in line with the growth of consumers'

expenditure. Wik gawR ba () cbore flo lrent of reccst geon a4 qoul 466 ke Guiprom

§ Mo grwt rofe fetr bask a A, ot year,

iteent g autput

8. This streng—grewth performanc%/has contributed to a further
‘ rise in employment and in turn to the fastest recorded fall in

unemployment since the War. This welcome fall in unemploymenty to

below the three million mark has occurred at the same time as

productivity growth in manufacturing has been exceptionally high by

historical standards. 1Indeed increased industrial efficiency has

been an essential factor in the greatly improved unemployment

prospect. 1If overall growth continues at a steady and sustainable
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rate |[there is every likelihood that the fall in unemployment will
J
also continue.

O We have always known that the UK, as a major oil producer,
would not benefit as much from the fall in o0il prices as the other
major economies. The necessary fall in sterling during 1986
largely offset the beneficial impact on inflation of the lower oil
prices. However, we are still on course to achieve the Budget
forecast of 4 per cent inflation in the fourth quarter of this
year, and the outcome could well be a littler lower. Nonetheless,
this remains uncomfortably above the average rate in other major
economies. It is essential that inflation is kept firmly on a
downward path over the medium term.

10. So far, lower inflation has not been adequately reflected in
lower pay settlements. The deceleration of private sector pay
settlements in 1986 appears to have ended: indeed if anything they
may have begun to edge up. Some public sector
settlements - notably by 1local authorities - could also set an
unfortunate precedent for the private sector and will make it more
difficult to control public finances. Pay increases need to be
lower if the hard-won fall in unemployment is to continue.

11. The prospeg?gkhfor the current accﬁ%t, of the balance of
payments now loo§fbetter than they did at the time of the Budget.
Over the past year British companies have competed much more
successfully in the home and international markets. In spite of
subdued prospects for world trade and buoyant activity at home it

ol s how a
now looks as if the current account this vyear

bﬂamwmasi_@ the Budget forecast of 4( £2% billion
defictt (half a per cent of GDP).

12. Since the Louvre agreement towards the end of February,
sterling has generally been very steady. Indeed, during April and
May there was a pronounced tendency for the pound to strengthen.
This was contained by reducing interest rates and intervening in
the foreign exchange markets on a massive scale. As a result, the
exchange rate has stayed within a very narrow range over the past
4-5 months. This in turn has strengthened confidence within

industry.
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13. Nevertheless, financial markets are closely watching the
behaviour of the economy, and in particular the outlook for
inflation. They will also be alert to any signs of a loosening of

the firm financial policies that have brought our current success.

nomy has been growing steadily at a satisfactory rate

for the past si ears. With industry competing successfully in

the home and international markets the
faster GDP growth than

Budget time. There are, ho

rospect this year is for
recent ars — more than expected at
, definite risks. Abroad, the
world economy could be more d resse an now envisaged. At home,
to fall. Aboveall it is essential that

ates its firm commitﬁénp to the financial

pay settlements badly nee
the Government demons

policies that have Brought this success and whicﬁ\a{one can deliver

declining inflatfion and the continuation of steady\gy\wth in the

years ahea
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SECRET

FROM: A C S ALLAN
DATE: 13 July 1987

cc PS/Chief Secretary
Sir P Middleton
Sir T Burns
Mr F E R Butler
Mr Anson
Mr Monck
Mr Luce
Mr Scholar
Mr Sedgewick
Mr Turnbull
Mr Gieve
Mr Cropper
Mr Tyrie

LINE ON THE PUBLIC EXPENDITURE CABINET

The Chancellor was grateful for your note of 10 July and the

revised briefing notes for No.10 and Treasury post-Cabinet.

2 He had the following comments:

(1)

(i1)

(iii)

(iv)

(v)

in the line for No.10, we should say "as set out in the
White Paper";

in the Treasury Notes for Supplementaries, in answer to
"open-ended?", we should say "... commitment to steadily
smaller share of GDP ...";

in answer to the question "what smaller share?" we should
delete the square brackets around "in any year", so that
it reads "no increase in White Paper percentages in any
year";

in the answer to the question "why have planning totals
only to raise them?", he wonders when public expenditure

last fell as a proportion of GDP for five years in a row.

It would be worth finding this out and revealing it;

in the answer to "abandoning cash planning?", the second

sentence should read "All planning done in cash".

A S ALLAN
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FROM: F. E. R. BUTLER
13th July, 1987.

MR. CULPIN t

(jl\ c.c. Chancellor

' ’ Chief Secretary

L 0 /C : _Jr sir peter Middleton
gk%%noé d OP‘ Sir Terence Burns

) Mr. Anson ;

Mr. Monck é

)

; GV\Y . Mr. Luce §
; WJIA Mr. Scholar |
,,/’// N Mr. Sedgwick ;
: Mr. Turnbull |
Mr. Gieve i
Mr. Cropper 3

Mr. Tyrie

LINE ON THE PUBLIC EXPENDITURE CABINET

I have one major, and a few minor, suggestions on

the notes attached to your minute of 10th July.

2 The major comment is one of emphasis, rather than
substance. it relates to the first and crucial
supplementary question headed "will the planning totals

be increased?".

3 Since the ~cash increase in the planning totals
ultimately announced may seem to the outside world
substantial in cash terms, I suggest that you should give
equal emphasis in this answer to the determination not
to exceed the White Paper percentages as to the determination
to keep as close as possible to the cash figures. With
that in mind, I suggest that this supplementary should

read as follows:-
N cans Eetal aii . decided.

There may be some change in the totals, but i fE S0

- and I stress that is not decided - the Government
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will keep as close to them as possible and will in

any case not exceed White Paper percentages of GDP.

The policy that public expenditure declines as a
proportion of GDP is not just an aspiration. It

is what we have achieved since 1982-83."
My minor comments are:-

(i) In the main Line "the White Paper" might be
expanded to "the 1last public expenditure White
Paper".

(ii) Expand the second para of the second supplementary

answer so that it reads:-

"The strength of the ecqpomy is there for all
to see, though it would be unwise to plan public

expenditure on the basis that it will continue
to grow méefinitely at this year's growth rate."

(iii) Amend the second indent of the third supplementary

"Why no decision?" as follows:-

"- we have further information on the prospects

for the economy and so on what we can afford."

(iv) The 1last word of the 1last supplementary should

be changed from "constitution" to "system".

e 2

F. E. R. BUTLER
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v, FROM: A TURNBULL
{ DATE: 14 July 1987
CHANCELLOR cc  Chief Secretary
Sir P Middleton
Mr F E R Butler
Mr Anson
Mr Luce
Mr Gieve
BILATERAL WITH THE PRIME MINISTER [ Cedoriel iz o '23/ 7J
In addition to the 1local authurily current expenditure on which you have
material, there are three issues to be raised on the July Cabinet.
1) Although you are not preparing to seek endorsement of the existing
planning totals or agreement to new ones, this does not mean the
Survey is open ended. You will be seeking reaffirmation of the
existing policy of public expenditure declining as a proportion
of GDP. To compensate for the absence of fixed planning totals
this must mean achieving the percentages set out in the White
Paper, or going lower. Although your report to Cabinet on the
economy will in many respects be encouraging, you will argue that
this has been built on expenditure restraint which must continue.
fﬁv\ I éem 13) As part of the effort to dampen colleagues aspirations, your paper

@J‘,\x‘v@/w
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will list a number of areas where bids must be significantly scaled
back or policy reductions sought. There may be an attempt by
some Ministers to argue that the is impossible for their programmes.
This should be resisted. The paper will not seek decisions but
only endorsement that tough options be explored. Given the size

of the bids, there is no case for exemptions at this stage.

The pzper will propose a new modified approach to running cost
limits. The latter have proved an effective way of controlling
departmental operating costs for the year immediately ahead; they
avoid many of the distortions of manpower control and they fit
better with the delegating Tbudgetting being developed in
deparlments. But there is evidence that for years 2 and 3 they
provide departments with a less clear signal than the o0ld manpower
targets and that the figures agreed for in the future years have

become pretty unrealistic.
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The paper proposes that departments should commit themselves to medium
term plans to improve productivity by say 1% per cent a Year. At the
same time the Government would adopt a more realistic objective for running
costs ie that they should rise in line with public expenditure as a whole
or about 1 per cent a year in real terms. Previously the objective has
to keep running costs constant in real terms, while the outcome has been
growth of 1% per cent. The approach this represents a convergence of
setting a more realistic target with an effart to securc improvement

on what has been achieved in the past.

A

A TURNBULL
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A C S ALLAN
14 July 1987

MR TURNBULL cc Chief Secretary
Sir P Middleton
Mr F E R Butler
Mr Anson
Mr Monck
Mr Gieve
Miss Walker

JULY CABINET: MEETING OF PRINCIPAL FINANCE OFFICERS

The Chancellor was grateful for your minute of 13 July. He is
content for you to hold a meeting,K of PFOs on the basis you
indicated.

/
A C S ALLAN
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PERSONAL AND CONFIDENTIAL
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- Ajr():/—;j:j::) :}}V?/SZX.V’ DATE: 14 JULY 1987
Wis mw-" (1 o v v

H [ D P"')V ( cc ;:iEfCSecretary
7. o . \:_}\_‘)/ 1o WJW,E“J/ /y EOpper
Lﬁﬂz %;b?v qu buig 2{22

RUNNING COSTS {\} J ‘)g . gi‘{\ L

B e
I have now had time to read Mr Lu¢e's paper carefully and am not

sure we are on the right track with the '1% real' proposal. I think

it may be

(i)

(ii)

(iii)

unwise to index administrative expenses:

What is the justification for linking civil service admini-
stration costs to, for example, success in negotiating
refunds from the European Community. That is exactly
what the proposed formula would do. For many departments,
the 1link between overall spending and the cost of admini-

stering that spending is completely spurious.

I am pretty sure departments would see the 1% real increase
as their new floor above which they could pitch even
higher bids. We would end up spending more money. The
13 real increase would also confirm the departments in
their view that the worst of the ghastly staff cutting
cost cutting exercise was over. They have always seen
the search for productivity gains and reductions in man-
power as a one-off exercise, to be weathered. I think
the 1% real increase could send them exactly the wrong

signal.

From what little I have seen of the spending departments,
it is absurd to expect most of them to come up with any-

thing other than bogus "management plans to secure year



(iv)

(v)

on year efficiency gains over the survey period", (para-
graph 18 of Mr Luce's paper). I expect many colleagues'
reaction to paragraph 10 of the draft Cabinet paper would
be mild relief that the Treasury are letting up a little.
Officials would not find any difficulty in coming wup

with suitably pliable management plans.

Mr Luce's note says that departments' bids suggest an
increase of 15,000 civil servants in one vyear. Even
Oonagh McDonald recommended increasing civil service
manpower by only 50,000 over 5 years, and she admitted
that much of this was sheer job creation! I think we
need to fight any increases in manpower at all tooth
and nail. The 1% real increase would make that fight

much more difficult.

Presentationally, the 1% increase is a substantial retreat
from the line we have hitherto taken: that we have found
substantial efficiency savings in the «civil service,
that we have been able to reduce manpower, and that there
are further substantial savings to be had. Our Manifesto
says that we will reduce the cost of the public services

not index real term increases!

Some suggestions:

2

(i)

(ii)

Perhaps we should stay with the existing system, at least
for the time being. The unrealism of the cash numbers
undoubtedly gives us something of a lever. This would
imply asking deparlments to stick to their base 1lines
in the July Cabinet. I am not convinced by Mr Luce's
contention that "even as an opening negotiating position
we doubt whether this would get through Cabinet" (para-
graph 15).

We could consider reintroducing partial manpower targets
for each department, or at least a freeze on existing

manpower. Manpower targets were evaded but there was
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at least some residual benefit. By being forced into
contracting-out departments were made to look at staff
management in a more business-like manner. By contracting-
out they also often found cheaper ways of doing things.
I recall Terry Heiser waxing 1lyrical about savings he'd
found, both manpower and cash, from contracting-out in
the DOE.

If we do stick to a 1% real ceiling, it must be accompanied
by something much more robust than exhortation to depart-
ments to draw up management plans. For example, it might
give spending departments an appropriate shock if they

were told that the quid pro quo for the 1% was that running

costs were not even going to be put into PESC, (with
the exception of the new third year). Once they were
signed up to 1% there was nothing to be negotiated. In

other words, they would not be able to reopen their runhing
cost settlement for years two and three, force majeur

excepted.

Aes .

A TYRIE
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A C S ALLAN
14 July 1987

SIR T BURNS cc Chief Secretary
Financial Secretary
Paymaster General
Economic Secretary
Sir P Middleton
Sir G Littler
Mr Anson
Mr Monck
Mr Kemp
Mr Odling-Smee
Mr Scholar
Mr Sedgwick
Mr Turnbull
Mr Culpin
Mr Gieve
Mr Hudson
Mr Cropper
Mr Tyrie

DRAFT OF CHANCELLOR'S PAPER TO CABINET

The Chancellor has seen Mr Butler's minutes to you of 13 July, and

Mr Anson's minute to Mr Butler.

2 He agrees with the Anson/Butler/Turnbull points on tone:
colleagues need sobering up. He would therefore be grateful if you
could provide drafting suggestions for changing the paper on the

St

e,

A C S ALLAN

lines they suggest.
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FROM: A C S ALLAN
DATE: 14 July 1987

MR CULPIN cc Chief Secretary
Sir P Middleton
Sir T Burns
Mr I' E R Butler
Mr Anson
Mr Monck
Mr Luce
Mr Scholar
Mr Sedgwick
Mr Turnbull
Mr Gieve
Mr Cropper
Mr Tyrie

LINE ON THE PUBLIC EXPENDITURE CABINET

The Chancellor has seen Mr Butler's minute to you of 13 July. He
agrees with Mr Butler's suggestions, subject to one point on
Mr Butler's paragraph 4 (ii). He feels that the expanded version
suggested by Mr Butler should be toughened by deleting
"indefinitely" in the last line, so that it reads "... it would be
unwise to plan public expenditure on the basis that it will

continue to grow at this year's growth rate".

o

A C S ALLAN
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FROM: JILL RUTTER
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MR LUCE

ec:

Chancellor

Financial Secretary
Paymaster General
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PEX

Mr Kemp

HEGS
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1987 PUBLIC EXPENDITURE SURVEY: DEPARTMENTAL RUNNING COSTS

The Chief Secretary discussed” with you and others your minute
of 8 July.

2 The Chief Secretary said that the present position appeared
to be that while we had realistic figures for running costs in
year 1, the figures for years 2 and 3 were total fudges. The
cork now appeared to be coming out of the bottle both on pay
and. non-pay' costs. You pointed out that some of the non-pay
cost increases were a result of contracting out, some reflected
investment in computer projects which would enhance the efficiency
of the operations. It would be wrong to think that non-pay costs
were the sole source of problems. Now that the policy -of . control
over manpower totals had been weakened it was important to get
expenditure properly into the Survey throughout the Survey vyears.
Manpower totals had outlived their usefulness. Departments had
been tempted to substitute expenditure outside the manpower count
to keep within the arbitrary totals set - e.g. by using more

overtime or employing casuals. Morevoer the big reductions 1in
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civil service manpower were unlikely to continue. Manpower targe-:s
had broadly achieved their objective.

3 In the light of this the Chief Secretary asked if running
costs had risen by 1% per cent per annum in real terms when bicz
reductions in manpower were taking place, how realistic was thes
objective of 1 per cent per annum increase in real terms over
the Survey period, when we acknowledged that the scope for suca
reductions was drastically reduced? You explained that this
was a target. You would be surprised if it were achieved. Buz
the aim of setting tight targets was to ensure that running costs

grew no faster than public expenditure as a whole, despite the
Very severe pressures on pay.

4 The Chief Secretary asked what sanctions we had in practica
against a department which failed to achieve its target. Wzs
there positive action we could take or did we just have to hogs

that departments would 1live by their plans? You explained tha-=

in the first year the running cost limit was a cash limit. Whers
possible we would refuse any increase in those limits. The recori
of the past two years was not bad in this respect.’ But:‘the«waixn
was to increase pressure through management planning. The Chiea
Secretary asked if you had any specific ideas of how efficiencr
gains could be increased. He noted that the Chancellor's
Departments were among the "worst offenders" on running costs.
He agreed that the proposal was good in theory but he wanted
to be sure that it actually meant something in practice. Nic:1
explained that the aim would be to get a forward projection c?
unit costs. In effect what was being proposed was a two year
Survey strategy. Where agreement in year one was not possibls
then a solution would be imposed on the Department and the runnirg
cost provision set accordingly. The efficiency gains in tr=

NHS which gave some indication of what might be achieved in
Government departments.

5 The Chief Secretary asked whether anything could be deduced

about the Treasury's intentions for the planning total from tk=

£300 million increase proposed in running costs, since running
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costs were 9 per cent of public expenditure. It was pointecd
out that the increase implied, was, if anything, somewhat lower
than the likely increase in the planning total.

6 Mr F E R Butler said there was a need to strike a balance.

Figures had to be acceptable to the Prime Minister. Even a 1
per cent real terms increase, which in the liyht of past experience
looked ambitious, would be difficult to sell to the Prime Minister
who would wish to see continuing downward pressure on
administrative costs. As far as departments were concerned the
forecast of GDP deflator given by the Tﬁ%ﬁfury always turned
out to be on the 1low side, and so did/ pay forecast. The
combination of the two made their running costs figures completely
unrealistic. The new real terms formulation would provide a
better medium term framework for departmental planning. The
assurance of 1 per cent real growth would give them a better

idea of the gap they would have to bridge. Mr Kemp added that

this was not an easy target. Civil service pay been had pushecd
down relative to other earnings. Eventually public service
earnings would have to level out at something like the rate of
increase of the private sector - which was running at about
7% per cent per annum. This posed problems not only for
departments but for services like the NHS. Be - noted that ' pay

settlements to date had been 2 per cent plus per annum over the
GDP deflator.

7/ Summing up, the Chief Secretary said he was content with
the approach set out in the Cabinet paper, subject to any views
the Chancellor might express at his meeting later that day. His
concern was that the strategy of requiring efficiency plans fror
departments should be shown to have teeth. It should not prove
a useless sanction. On the Cabinet Paper itself he had doubts

about the bluntness of paragraph 9 which seemed to attempt tc

resurrect the manpower targets which we had just discontinuec

through the backdoor.
d‘kﬁﬂv
/

JILI RUTTER

Private Secretary
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FROM: A C S ALLAN
DATE: 15 July 1987

MR TYRIE cc Chief Secretary
Mr Cropper

RUNNING COSTS

The Chancellor was grateful for your minute of 14 July. He feels
it is rather too late to be reopening the issue now: the Luce paper
was sent round in the middle of last week and discussed at the
meeting on Monday.

2. He does not believe that a 1 per cent real increase ig soft:
it is a very tough discipline, as is demonstrated by what happened
even in the golden age of manpower targets. But he is strongly in

favour of strengthening the quid pro quo.

st

A C S ALLAN
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CONFIDENTIAL

FROM T R H LUCE
15 July 1987
Room 55/G

Ext 4544

CHIEF SECRETARY Chancellor of the
Exchequer
Financial Secretary
Paymaster General
Economic Secretary
Sir P Middleton

PEX

Mr Kemp

Mr Gilhooly

Mr Hoare

Mr Cropper

Mr Tyrie

File A

File B
PES 1987: DEPARTMENTAL RUNNING COSTS:
REVISED MATERIAL FOR CABINET
3l I attach revised running cost material for next week's
Cabinet. It takes account of your own and the Chancellor's views
at Monday's meetings. In particular we have recast it as an

annex to your main PES paper, not a separate paper in its own
righta A draft summary contribution to the main paper 1is at

'z - the annex: i3 at "B,

2 You may wish to consider 1in particular the revised paragraph
on manpower (paragraph 9 of the annex). You raised doubts at
our meeting about the "bluntness of paragraph 9 which seemed
to attempt to resurrect the manpower targets which we [have]
just discontinued". The revised paragraph - though a 1little
fuller - continues to emphasise the 1link between control of
manpower numbers by departments and the effectiveness of the

running cost control arrangements which are replacing the old

manpower target system. We do not think you should do less
because:
(i) the manpower increases some departments are projecting,

when combined with mounting pressures on pay, would



(11

3 You

make 1t 1impossible to keep overall running costs to
any - acceptable path. Departments, understandably,
hate centrally imposed manpower targets. The
possibility of bringing them back in some form or another
is an wultimate weapon in your hand, reluctant though

you might be ever to use it.

in announcing the change to Parliament earlier this
year, your predecessor saild "the new arrangements

will maintain the momentum of the drive for increased
efficiency and leaner staffing by Government departments?

may also 1like to know that the manpower projections

departments have sent with their bids imply, by 1991, @ Civil

Service of Jjust over the 600,000 mentioned in the Conservative

manifesto.

4 If you are content with the material it will be incorporated

in the revised Cabinet paper GE are planning to submit tomorrow.

g oy

T R H LUCE
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RUNNING COSTS CONTRIBUTION TO PES CABINET PAPER

Departmental Running Costs

Colleagues have sought increases in their departments' running
costs implying overall cash increases of 8 per cent tor 1988-
89 over 1987-88 with further increases in later years. The
assoclated manpower projections reverse the downward trend
we have achieved, implying a 15,000 increase over published
plans for 1988-89.

In the last few years, the increases in spending on departmental
costs agreed for each first Survey year have exceeded our aims.
The - figukes fTor  .the ' later . years . have -neot 'sbeen trested
realistically and as a result have had to be increased substan-
tially in later Surveys. We need to agree a realistic method
for planning provision over the Survey period so that departments
have a reasonably reliable basis for making medium—-term plans

to improve efficiency.
My proposals, set out more fully in the annex, are that:

(i) The running costs share of total public spending
should not rise over the Survey period. This implies
that running costs would grow on average in 1line
with public expenditure generally, i.e. by about

1 per cent a year in real terms.

(ii) cost and other pressures will need to be met to a
large extent by efficiency gains of at least 1% per
cent a year in the use of all resources including
manpower. These will need to be planned well in
advance and departments should have contingency plans

for larger improvements in case they are necessary.

(iii) departments should prepare management plans to deliver
these gains over the full Survey period. In any



(iv)

CONFIDENTIAL

case where the plans are not suitably ambitious,
or are unrealistic, I should hold over agreement

on the later Survey years until the next Survey.

for 1988-89, the aim should be to reduce the overall
increase in provision sought by at least half.
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1987 PUBLIC EXPENDITURE SURVEY: DEPARTMENTAL RUNNING COSTS

Annex by the Chief Secretary, HM Treasury

1 Departmental Ministers have sought increased provision for
running costs totalling £761 million for 1988-89, &£956 million
for 1989-90 and £1203 million for 1990-91. y

We cannift f"v“*?%;‘} eSS ‘ﬂ/ ’ e SigR % Lkﬁw(/zj mean Tl
2 E;L_incpeases~1nr~th§s~4uuuuaumena~agne@&, overall expenditure
on running costs would rise by 8 per cent in cash and 4 per cent
in real terms between 1987-88 and 1988-89, with further real
increases 1in the 1later years. They/\also imply an increase 1in
Civil Service manpower of nearly 15,000 over the manpower plan
of 583,000 for 1 April 1989 published in this year's expenditure
White Paper and further increases in later years, though some
5,000 of this rise stems from increases agreed after the 1last

Ve B ,
Thre o “ﬁiwf!&’f [UES o iy ::w.é :

3 A In spite of 1large manpower reductions (135,000 since 1979

and 50,000 since 1983) and, in most years, Civil Service pay

Survey.

settlements at or below general inflation, running costs have
contlinued to rise in real terms as a result of Inereases in non-
manpower costs (e.g. more buying-in of services rather than provid-
ing them internally) and changes 1in grading mix. Tight pay
settlements will continue to be the aim. But if departments
are to recruit and retain the staff they need and the Government's
objective of making the Civil Service pay structure more conducive
to an efficient service and more responsive to labour market
conditions 1is to be met, future pay offers cannot be expected

to be immune from pay movements in the economy generally.

Y It 1is thus realistic to provide for some rise 1in overall
spending on running costs; but the manifesto pledge to press
ahead with management reforms to improve public services and
reduce their cost, and the aim of ensuring that public expenditure
takes a steadily smaller share of national income, mean that
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the rise must be contained to well below the levels sought.

T
. we  wude Shine ;
5 E;L_iilproposég At iempb-Joebdsze that the/running costs

skeme 1in total public spending should not rise over the Survey

period. This 1implies that running costs would grow é%ppnoxé:
mazg%él on average in 1line with public expenditure generally,
i.e. by about 1 per cent a year in real terms. It means that

if increases in the volume of activity are to be met 1in some
parts: of «the service, ‘reduections or lower ‘rates "of growth will
be necessary in others where demand is less or of lower priority.
bdd clllergann’ g Z LY

6 To achieve this objective, bids will need to
be substantially scaled dowEJE*gg to less than half the additions
to baseline that have been sought for 1988-89; and all departments
will need firm plans to offset pay bill and other cost pressures
through sustained and incremental efficiency gains. The improved
budgetary and management systems stemming from the financial
management drive of recent years, the Government's large and
continuing investment in new technology, and further improvements
in purchasing as well as the continuing processes of scrutiny
and 1inspection must be used to deliver further improvement in
performance,  benefiting both  input costs and  outputs. On the
input side, further improvements in the use of manpower and better

control of non—manpower costs will be essential.

i These efficiency gains will be easier to make on the necessary
scale if they are planned @ﬁﬁﬂ well 1n advance; and if the plans
are ambitious there will be greater scope for flexibility in
future years. 6;;—4ﬁﬂjiroposq@5 that all departments should now
prepare or revise management plans committing them, over the
Survey period, to the delivery of defined and wherever possible
measured improvements in outputs, and progressive overall
efficiency gains of at least 1%% a year, with contingency plans
for larger }mprovements in case they are necessary. s o dls
a [?a&é}nﬁigimum target for well-managed service organisations.

These plans will be especially important for departments with

large executive operations.

no
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8 Departments' plans, and their implications for restraining

growth 1in running costs, would be discussed in the bilaterals.

Agreement to increases over baseline, particularly for the

two years of—fhe—Survey,would be withheld until it—wapg—etear
-3 plans [for efficiency gains -ever

that the—final—tevels—of—provision for 1989=90—and-1998=9lwould
—have—to-be—held-OVer-umtti—the-next—Survey. of of kast 1% [or anta
?W MN\M wma ‘Q,‘ﬁf“ é@'\wx.;,m,! ﬂ'wmwéf»nwm} }Jﬂﬁ . j_}(]\ rfvrﬂie Lfé%[/
Civil Service Manpower I bqj&ﬁl)@d{ E; Métbu r/ﬁ,.,;_

9 Earlier this year 1t was announced that manpower targets
would not be set after 1 April 1988, and pressure on Civil Service
numbers would be maintained through running costs. The proposed
approach to running costs will mean large reductions in the
manpower projections of some departments. it s mpertant. £ to
show that the running costs regime is an effective control on
all Civil Service resources, including manpower. There will

otherwise be pressure to reintroduce manpower targets.

Conclusions

| ke

10 Ehe’Cabinet is—invited to agree that:

Kkbg:;}
(L) the CShould be to restrain running costs over the

Survey period to their present share in total public

spending by offsetting 'so far as possible any real
rises in pay and other costs through efficiency gains;

I departments should prepare or revise three-year manage-
ment plans for sustained output and cost improvement,
for discussion in the bilaterals;

(iii) for 1988-89 the aim should be a reduction by at least
half of the £761 million additional provision sought
in order to keep the overall increase in running costs

in line with the medium-term objective in (i) above.
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RUNNING CO TS CABINET é{

CHANCELLOR/

I have just seen Mr Luce's revised material for Cabinet on
running costs. As it stands, I think it gives away the 1%
real increase without an adequate quid pro quo. Either we
elicit a bigger price from departments in return for the 1%
or we should tone down the sections which describe what we

are giving away as much as possible.

Option 1l: a substantive quid pro quo

2, Paragraph 8 would need strengthening. After the first
sentence I think this should read: "Agreement to increases
over the baseline would be withheld until plans for efficiency
gains of at least 1%% a year were demonstrated in a departmental
management plan. It would not be anticipated that years 2
and 3 of the survey would be renegotiated in the following
year's survey. Departments would be expected to deliver their

management plan."

Option 2: watering down the 1% offer

3 The second sentence of paragraph 5 should read: "This
implies that running costs should not grow faster than public
expenditure plans generally." The reference to 1% a year in

real terms should be removed altogether.
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4. Whichever course we take I suggest we add a sentence on
to the end of paragraph 2: "This is clearly unacceptable." As
it stands paragraph 2 implies that we are resigned to accepting
a 15,000 manpower increase. Again, either way, the covering
letter to the Annex would also have to be amended along with

some other minor changes.

5% On balance I favour option 2 rather than trying to cobble

together a quid pro quo at this stage.

Aer -

A G TYRIE
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RUNNING COSTS: CABINET Sﬁ-
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Mr Tyrie's comments on our material of yesterday.

2 I do not see the point of removing the 1% a year reference
in paragraph 5. Everyone knows that the public spending total
is planned to rise somewhat 1in real terms. It may turn out
to ‘rlse a. little faster than  how planned. The 1% reference
coulid: »Turn feut: ‘te hesuseftl Stoius L LfE G does:, And it gives
departments some concrete idea of what the strategy means. This
should help with their planning. It will be worse for us
if they have to do their own arithmetic about planning total

movements. So I do not favour Mr Tyrie's Option 2.

3 Asi-megards ¢hils optieondsl . I do” nef s think. we ‘can “credibly
refuse to allow any increase on the artificially low 1988-
89 baseline even if departments fail to produce an efficiency
plan; or that we can refuse to renegotiate the later years
intealsl = cireumstances. There are changes between Surveys in
programme provision for a whole variety of reasons - altered
priorities (sometimes in our favour, not departments'), changes
1kiq underiying economic assumptions and so forth. If we totally
excluded running costs from any alteration, departments would
not believe us. And if they did, they would press for such
large increases when the provision was being fixed that the

running cost element in the Survey would be unmanageable.

4 If - short of that - paragraph 8 is to be strengthened
I suggest:-



"Departments' plans, and their implications for restraining
the growth in running costs, would be discussed in the
bilaterals. Agreement to increases over baseline, particu-
larly for the 1later years, would be withheld until plans
for efficiency gains of at least 1%% a year were demon-
strated 1in a departmental management plan. Departments

would be expected to deliver these plans."

5 I do not think paragraph 2 implies acceptance of the man-
power increases, particularly when taken with paragraphs 4
and 9 and the sharper reference in the covering paper. But,
if we are to make Mr Tyrie's point, we should apply it to the
running costs increase, not Jjust to the manpower increase:
we need to be careful not to provoke Ministers into protesting
that we are trying to re-introduce manpower targets by the

backdoor. So I suggest we begin paragraph 2:

"These increases are much too high. If they were agreed

[as before].

6 I have discussed this advice with Mr F E R Butler

Fox.

T R H LUCE
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PS/CHANCELLOR cc PS/CST
Mr F E R Butler
Mr Anson
Mr Luce
Mr Gieve

BRIEFING FOR NO 10 PRIVATE OFFICE

We agreed that it would be helpful to give David Norgrove a
sight of the current draft of the Cabinet paper and the post
Cabinet line today so that when the versions for the Prime Minister
are ' sent {over ‘tomorrow  he ‘is . able’ to bring. out for .her the
thinking underlying the tactics and the outcome we are seeking

from the meeting.

24 I have prepared a note which sets out the arguments. I
suggest you send this, together with the latest draft, over
at lunchtime today. I can then speak to David Norgrove at the
end of the day to clear up any points he may have. You should
point out that he should not, at this stage, discuss the post

Cabinet line with Mr Ingham.

4y

A TURNBULL
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DRAFT CABINET PAPER ON PUBLIC EXPENDITURE

(i) As last year, do not believe an increase in planning total

can be avoided.

(ii) Do not believe that can repeat last year's tactic of
"working within existing planning totals" and then announcing
an increase at the end. After last year, colleagues will be

seeking some indication of Treasury's thinking.

(iii) But do not want to name new planning totals in July:

- no economic context in which to place them;

- would require Parliamentary statement;

- uncertainties make it difficult to name figure which

we can be sure of holding to;

- to announce figures we think can be held would whet
departmental appetites.
(iv) Therefore propose that no decision be taken on planning
toals but that policy of reducing public expenditure as a
proportion of GDP, as set out in the PEWP, be reaffirmed.

(v) Thus, while 1likelihood of some increase is implicitly

acknowledged, aim is to keep as small as possible and in any

lla~S

case subject to constraint of GGE/GDP ratio. Reference to
set out in the White Paper" means must keep to White Paper
percentages or Dbetter. Any decline, however small, is not

acceptable. Survey is not open-ended.

(vi) Necessary to deflate expectations. Two devices for this:

a. paper deliberately maintains a number of areas where

difficult policy savings should be explored;

b paper stresses extent of ©prior claims eg agreed
decisions, local authority current expenditure, social
security estimating changes, need to hold back more for

larger Reserves.
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(vii) Some colleagues may argue that their programmes cannot
contribute savings/scale back bids. Paper does not seek
decisions, but seeks to keep open areas for further investigation.
Attempts to gain exemption should be resisted. Meeting should

not attempt to discuss substance of individual issues.

(viii) On nationalised industries, recommendation is
straightforward. Important to leave open option of "challenging
financial targets" for electricity.

(ix) On running costs, a modified approach is suggested. Running
costs limits have proved an effective way of controlling
departmental operating costs for the year immediately ahead;
they avoid many of the distortions of manpower control and they
fit better with the delegating budgting being developed in
departments. But there is evidence that for years 2 and 3 they
provide departments with a less clear signal than the old manpower
targets and that the figures agreed for in the future vyears

have become pretty unrealistic.

(x) The paper proposes that departments should commit themselves
to medium-term plans to improve productivity by, say, 1% per
cent a year. But where departments fail to come up with medium-
term efficiency plans, it might be necessary to hold over
agreement on the final levels of provision in 1989-90 over 1990-
91, wuntil the next Survey. At the same time the Government
would adopt a more realistic objective for running costs, ie that
they should rise in 1line with public expenditure as a whole
or about 1 per cent a year in real terms. Previously the
objective has been to keep running costs constant in real terms,
while the outcome has been growth of 1% per cent. This represents
a convergence of setting a more realistic target with an effort

to secure improvement on what has been achieved in the past.

(5za) As on previous occasions, Cabinet would be asked to agree
a line to be issued to the Lobby (and to be used by the Prime
Minister if necessary at Questions). A draft is attached,

together with suggested responses to immediate questions.
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BRIEFING FOR NO 10

Line

The Cabinet had its usual July discussion of public expenditure
today. It reaffirmed the policy that public expenditure should
continue to take a declining share of national income, as set
out in the 1last Public Expenditure White Paper. Within that
constraint, the Chief Secretary will hold bilateral discussions
in the Autumn. 1In the light of these, the Government will review
both the individual spending programmes and the planned totals
for spending and will, as usual, announce decisions in the Autumn
Statement in November.

Text

"My . Government ... ‘will maintain 'firm  control of .public
expenditure so that it continues to fall as a proportion of
national income and permits further reductions in the burden

of taxation." - Queen's Speech.
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’Will the planning totals be increased?

I cannot tell you whether the totals will be changed, or if
so by how much, or where the money will go. None of that is
decided.

There may be some change in the totals, but if so - and I stress
that it is not decided - the Government will keep as close to
them as possible and will in any case not exceed the White Paper
percentages of GDP.

The policy that public expenditure declines as a proportion
of GDP is not Jjust an aspiration. It is what we have achieved
since 1982-83.

Why might you allow an increase?

I am not saying we will. It is restraint which has brought
success. There will pe no 1let-up in the Government's rigorous
approach. And we will continue to plan expenditure on a cautious
view of what we can afford.

But the strength of the economy is there for all to see, though
it would be unwise to plan public expenditure on the basis that

it will continue to grow at this year's growth rate.

Why no decision?

Cabinet has decided to stick firmly to the policy.

Final decisions will be taken, as always, when:

- there has been further assessment of the needs of

particular programmes;

- we have further information on the prospects for the

economy and so on what we can afford.
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. SPEAKING NOTE FOR THE PRIME MINISTER

, The Chancellor's paper provides an encouraging picture of the
economy, but it is important to draw correct messages from this

U and to avoid complacency.

tzL 78-74 A% Although public spending has been coming down as a

proportion of national income, its share this year (around
/43 per cent) is 1likely to be about the same level as we
inherited in 1978-79.

higher than

ii. Although taxes have been cut in each o‘gﬁ ast five
Budgets, the burden of non-oil taxes is stil )

it was in 1978-79.

8 The strength of the economy has been built on sound
finance and the restraint of public spending. We have
achieved a consistency of policy which has given confidence,
which in turn has transformed the investment climate in

this country.

1V, Although inflation is low by historical standards,

at 4 per cent it is still above the average for our major

competitors.
2., Looking to the future, we must set spending plans which
sustain this confidence. The Chancellor and Chief Secretary

seek a continuation of the Manifesto policy of reducing public
spending as a proportion of national income. And by this they
rightly mean not 3just any decline, however small, but one at
least as fast as we set ourselves in the last White Paper. This
is essential if we are to achieve another of our Manifesto pledges

- a further reduction of taxation.

3 é%FtADaradoxival as—it—may bcc%] &;straint of public spending
is also the best way to build up our public services. For 4t
is the\Ftrength of the economy #that—resudts which will provide

the resources we need to carry out our Manifesto programme.
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4. Although growth this year 1looks 1like being faster than
he recent trend, we must not fall into the trap of previous
governments of basing our spending plans on over-optimistic
projections. We must plan on a cautious assessment of what

can be afforded. B¥edoing this _in__the past _we _have given.

ourselves.something—im—hand—te-cope with-unfereseen—events.

54 It is clear that the bids submitted areé;ﬂ!=£21nconsistent
with the policy we are following. The bids will have to be
substantially cut back E& policy savings found to offset them.
As the Chief Secretary's paper points out, this may involve
difficult choices. But now, at the start of a Parliament, is
the time to face up to them. Across the whole range of spending,

I hope there will be a thorough review of the options, not just

fo mansy

6. Meanwhile, the pursuit of better value_ must® continue. I

within bids but within baselines as well.

welcome the Chief Secretary's proposal to establish medium-
term efficiency plans for departmental running costs. We must

also seek greater effectiveness for departmental programmes.
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BRIEFING FOR PUBLIC EXPENDITURE CABINET

As agreed, I attach a speaking note for the Prime Minister's
use at tomorrows Cabinet, together with some supplementary
notes for use as and when needed during the course of the
discussion.

g

RACHEL LOMAX
Principal Private Secretary

4
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SPEAKING NOTE FOR PRIME MINISTER

Firm control of public expenditure is an indispensable part of our
economic policies. It played an important role in bringing down
inflation and Government borrowing and has enabled us, in recent
Budgets, to make progress in reducing the burden of taxation. The
strength of the public finances has prevented us from being blown
off course by the major challenges and economic shocks we have
faced. Over the past seven years we have acquired a reputation for
soundness which we must not destroy. The question is not whether
one can cope under present circumstances but whether one has
something in hand if the situation worsens. Caution has served us
well as a Government. Recent developments in the economy and in
financial markets fully vindicate this cautious approach.

2 I recognise that the control of public expenditure sets any
Government its most searching test. Public expenditure surveys are
always painful and if we accept the additional provision which is
proposed for local authorities we must expect this year's Survey to
be very tough indeed. But as a Government we must be prepared to
face up to difficult decisions required in setting priorities.
What we decide today must demonstrate both our unity and our

resolve.

3. I ask colleagues, therefore, to give the Chief Secretary their
fullest co-operation in seeking economies. I doubt if any Minister
can really say that there is no element of his existing programme
which is not of lower priority than items for which he has made
additional bids; or that there are no further efficiency savings
that can be made. 1Indeed, as management improves in departments
and in the health service, the scope for achieving greater value

for money should be increasing.

4. We must not give any sign of weakening in our determination to
keep public spending under firm control. To do so would make us
more vulnerable to the difficult economic circumstances we face and
put at risk our undoubted achievements. The best way to signal our

continuing resolve is to work within unchanged planning totals, as
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we have done in previous years. Must continue to face up to
difficult choices and must continue our search for better value for
money.
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SECRET

FROM: JILL RUTTER
DATE: 16 July 1987

PRINCIPAL PRIVATE SECRETARY

cc:
Sir Peter Middleton
Sir Terence Burns

Mr F E R Butler
( LY s Mr Anson
, ryt™ Mr Turnbull
——— LZAﬂ on vt Mr Monck
fnﬂul Mr Scholar
i Mr Luce
ﬁgﬁw{. . Mr Sedgwick
i Al Mr Culpin
Tﬁi Mr Gieve
Mr Tyrie

Mr Cropper
DRAFT PAPER FOR THE PUBLIC EXPENDITURE CABINET

The Chief Secretary has seen the draft attached to Mr Turnbull's
minute of 16 July. The Chief Secretary has the following comments.

Paragraph 3

For reasons of avoiding ambiguity the Chief Secretary would prefer

to start the first sentence:

"For this year's Survey we have set baseline totals for

spending.: « «.« .

Paragraph 5

Since we are going to have to concede a substantial proportion
of the bids in the Survey the Chief Secretary was anxious that
the paper should not overstate the economic consequences. He
therefore wondered whether it might not be better to slightly
tone down the middle clause of the last sentence and replace
it with:

'...provide a severe setback to the economic progress we have

made



¥

Paragraph 8

SECRET

The Chief Secretary notes that even if we had got our way on
grant in the RSG settlement in full we would still be faced with
the problem of having to make an allowance within the Reserve
for 1local authority overspending. He therefore would prefer

to redraft the penultimate sentence as follows:
"In particular we need to take account of the fact that
local authority current spending is again 1likely to exceed

the figure we will publish for provision".

Paragraph 10

The Chief Secretary would redraft the second sentence:

"The figures for later years have not been set at realistic

levels and as a result ...... "

Paragraph 12

I have discussed with Mr Turnbull and he suggests that to clarify
the middle sentence of this paragraph it should be redrafted:

"Apart from the electricity industries in England and Wales

and in Scotland I propose Lhat our aim should be to reduce

PEOVLSLON altoe il siete b

W
LA,

JILL RUTTER

Private Secretary
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ECONOMIC PROSPECTS: DRAFT CABINET PAPER

You supplied the Chancellor with some suggested amendments for the
draft Cabinet paper, including a new introduction, which I have
incorporated in the attached retyped version. I should be grateful
for any further, urgent comments; the Chancellor will need to
consider these overnight, before the draft is sent to No.l0 for

approval over the weekend.

./ ;

A C S ALLAN
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ECONOMIC PROSPECTS .

The economy has been(growing )steadily at a satisfactory raie fozj’
the past six years.  With industry competing successfully in the

home and 4mnternational-—markets the&gigspect this year is faﬁﬂgaite Ap
GDP growth than in recent yearsjé(ﬁS;e than%éhye::§$ atBudget.

imports. Unemployment has continued to fall while inflation has

remained close to the expected path. So far this, year, the current
4 Mﬁ(/ﬂ, f4
account of the balance of payments has been 1n(§ﬁ?§fﬁs,

haw el Em YU
2 Our prudent monetary and fiscal policies i i this
St

successfu erformance. They have stabilised financial conditions,
enabled us to avoid lurches of policy, and increased confidence in
the UK as a base for investment. The reduction of public

t four years has been
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expenditure as a share of GDP over She pas
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We are also seeing, especially in rapidhg,groﬁg%g?:mnufacturing
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productivity, some effects from the measures taken over the past

seven years to improve supply performance. éu”' N (g Auuﬂ'67éuOLJ 'S

32 The growth rate this year is likelycﬁo e significantly above
the averag i-zz% of recent years, and we] cannot count on it being
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sustained € are (fKSfoad, the world economy
could be more depressed than now envisaged. At home, pay
settlements badly need to fall, not least in the public sector.
Above all it is essential that the Government demonstrates iis firm
; g A e ogwn 4$A
commitment to the financial policies that have brought uccess

and which alone <can deliver declining inflation and the
continuation of steady growth in the years ahead.
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4. The most obvious threat to continued steady UK growth comes
from a weakening of demand and output in other major developed
countries. Since the fall in oil prices at the beginning of 1986,
output growth in the G7 economies has been disappointing. Last
year weak world demand originated in the developing countries who,
as a group, cut back their imports. More recently many of the
strains seem to reflect slowness in adjusting to the sharp
realignment of exchange rates. Domestic demand in the US is
understandably weakening; while in Germany and Japan it is not
rising fast enough to offset the adverse effects of currency
appreciation on their exports. Their loss of export markets has
been made more acute by the increasing shares taken by the newly
industrialised countries, notably in South-East Asia, who with the
exception of Taiwan have held their currencies steady against the
dollar.

Bt Inflation rates in the major economies have been reduced, much
as expected. And there are now signs of some progress in
correcting the large current account imbalances in the US, Japan
and Germany. The risk of further turmoil in foreign exchange
markets has been reduced - although not eliminated - by successful
co-operation between the G7 countries. Following the agreement at
the Louvre in February, the G7 countries have succeeded in
stabilising their currencies by a combination of intervention and a
greater willingness to adapt their monetary policies. And there
have been some further steps in Germany and even more in Japan to
support domestic demand and open markets. It is vital that these
measures are sustained and strengthened. Further reductions in the
US Budget deficit are also needed.

THE BRITISH ECONOMY

6. A summary of the most recent Treasury assessment is shown in
the attached annex.

g At home we have seen a continuation of what has by now become a

familiar pattern of strong and steady growth coupled with 1low
inflation.

reeet



% A year ago there was concern in some quarters at the mild
pause in growth between mid-1985 and mid-1986. In the event,
despite disappointing growth abroad, performance at home has
exceeded expectations. 1In the first quarter of this year GDP was
just over 4 per cent higher than a year earlier.

9. The prospect is for continuing strong growth in 1987, with the
outcome in the year as a whole likely to be closer to 4 per cent
than the 3 per cent predicted at Budget time. Domestic demand
growth is balanced, with fixed investment rising in line with the
growth of consumers' expenditure. With growth in 1987 above the
trend of recent years, it would not be surprising if the growth
rate fell back a little next year.
T e s

10, . Bhis recentﬂperformance of output has contributed to a further
rise in employment and in turn to the fastest recorded fall in
unemployment since the War. This welcome fall in unemployment to
below the three million mark has occurred at the same time as
productivity growth in manufacturing has been exceptionally high by
historical standards. Indeed increased industrial efficiency has
been an essential factor in the greatly improved unemployment
prospect. If overall growth continues at a steady and sustainable
rate, even if somewhat 1lower than this year, there 1is every

likelihood that the fall in unemployment will also continue.

11. We have always known that the UK, as a major oil producer,
would not benefit as much from the fall in oil prices as the other
major economies. The necessary fall in sterling during 1986
largely offset the beneficial impact on inflation of the lower oil
prices. However, we are still on course to achieve the Budget
forecast of 4 per cent inflation in the fourth quarter of this
year, and the outcome could well be a littlef lower. Nonetheless,
this remains uncomfortably above the average rate in other major
economies. It is essential that inflation is kept firmly on a
downward path over the medium term.

12. So far, lower inflation has not been adequately reflected in
lower pay settlements. The deceleration of private sector pay
settlements in 1986 appears to have ended: indeed if anything they



‘wmay have begun to edge up. Some public sector settlements -
FYably by 1local authorities - could also set an unfortunate
precedent for the private sector and will make it more difficult to
control public finances. Pay increases need to be lower if the
hard-won fall in unemployment is to continue.

X 13. The prospects for the current account) of the balance of

) 4 agqgnt y lzoo'c_wf %%}e befterp;han thsy iﬂd at '23 time 3£othe
[ ' v VIR YIWN e :
Ciﬁﬁ—-13“a—‘ , vef“J%ﬁé“‘p t year BEQET%% companies have cémpeted

successfully in the home and international markets. In spite of

subdued prospects for world trade and buoyant activity at home it
now looks as if the current account this year w w a smaller
deficit than the Budget forecast of £2% billion (g;lf

GDP} .

(per cent of

14. Since the Louvre agreement towards the end of February,
sterling has generally been very steady. 1Indeed, during April and
May there was a pronounced tendency for the pound to strengthen.
This was contained by reducing interest rates and intervening in
the foreign exchange markets on a massive scale. As a result, the
exchange rate has stayed within a very narrow range over the past
4-5 months. This in turn has strengthened confidence within
industry.

15. Nevertheless, financial markets are closely watching the

behaviour of the economy, and (ﬁP (partlcul r the outlook for
; a A

inflation. They will also be a&-t-tq:sﬁ?“ETé%%LS% a loosening of

the firm financial policies that have brought our current success.
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You supplied the Chancellor with some suggested amendments for the
draft Cabinet paper, including a new introduction, which I have
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for any further, urgent comments; the Chancellor will need to
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approval over the weekend.
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ECONOMIC PROSPECTS

The economy has been growing steadily at a satisfactory rate for
the past six years. With industry competing successfully in the
home and international markets the prospect this year is for faster
GDP growth than in recent years - more than expected at Budget
time. The principal factors behind the more buoyant growth rate
are strong export performance and successful competition with
imports. Unemployment has continued to fall while inflation has
remained close to the expected path. So far this year, the current

account of the balance of payments has been in surplus.
/ G

3. Our prudent monetary and fiscal policies lie—behind—this
, successful performance. They have stabilised financial conditions,
enabled us to avoid lurches of policy, and increased confidence in

the UK as a base for investment. The reduction of public
expenditure as a share of GDP over the past four years has been
especially important. It has provided room for lowering the PSBR
and adjusting to the loss of North Sea revenues, but we have made

little progress in reducing the burden of non-North Sea taxation.

We are also seeing, especially in rapidly growing manufacturing
productivity, some effects from the measures taken over the past

seven years to improve supply performance.

s I The growth rate this year is likely to be significantly above

the average level of recent years, and we cannot count on it being
over He Pabu< A pecend ttnse eft

sustalneqé There ar deflnlte risks. Abroad, the world economy

could be more depressed than now envisaged. At home, pay

settlements badly need to fall, not least in the public sector.

Above all it is essential that the Government demonstrates its firm

commitment to the financial policies that have brought this success

and which alone can deliver declining inflation and the

continuation of steady growth in the years ahead.

Lo



}{R 1/20 Royrped 30
é ‘ CONFIDENTIAL i ,7,/ 7'

i

i i

{ 3
\ |

{
|
{

\,

|

g

;‘
i

ECONOMIC PROSPECTS

The economy has been steadily growing at a satisfactory rate for
the past six years. With industry competing successfully both at
home and abroad the prospect this year is for faster GDP growth
than in recent years, and more than I forecast at the time of the
Budget. Unemployment has continued to fall while inflation has
remained close to the expected path. So far this year, the current
account of the balance of payments has been in modest surplus. ﬁ\

' ;?. Our prudent monetary and fiscal policies(ﬂave made possible

this successful economic ~performance. They|{ have stabilised
financial conditions, enabled us to avoid lurches of policy, and
increased confidence in the UK as a base for investment. The
reduction of public expenditure as a share of GDP over the past
four years has been especially important. It has enabled us to
reduce the PSBR despite hav1ng to adjust to the sharp loss of North

\\gzer the past seven years to improve supply performance.J/But we

have failed to make much progress"ln reduc1ng the burden of

non-North Sea taxation as a share of GDP.

=

(
|

‘2. The growth rate this year is likely to be significantly above
the average of recent years 229 ﬂ&xcl rlﬁyoa7gnﬁﬁcount on 1t
being sustained at this leve There are al evident dangers.
Abroad, the world economy could be more depressed than now
envisaged. At home, pay settlements badly need to fall, not least
in the public sector. Above all it is essential that the
Government demonstrates its firm commitment to the financial
policies that have brought our present success and which alone can
deliver declining inflation and the continuation of steady growth
in the years ahead.

Seg_rggggugslj/;e are also seeing, espeorally in the rapld growth i)

|
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of manufacturing productivity, some effects from the measures taken[
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WORLD ECORNOMY

4, The most obvious threat to continued steady UK growth comes
from a weakening of demand and output in other major developed
countries. Since the fall in oil prices at the beginning of 1986,
output growth in the G7 economies has been disappointing. Last
year weak world demand originated in the developing countries who,
as a group, cut back their imports. More recently many of the
strains seem to reflect slowness in adjusting to the sharp
realignment of exchange rates. Domestic demand in the US 1is
understandably weakening; while in Germany and Japan it is not
rising fast enough to offset the adverse effects of currency
appreciation on their exports. Their loss of export markets has
been made more acute by the increasing shares taken by the newly
industrialised countries, notably in South-East Asia, who with the
recent exception of Taiwan have held their currencies steady
against the dollar.

5% Inflation rates in the major economies have been reduced, much
as expected. And there are now signs of some progress in
correcting the large current account imbalances in the US, Japan
and Germany. The risk of further turmoil in foreign exchange
markets has been reduced - although not eliminated - by successful
co-operation between the G7 countries. Following the agreement at
the Louvre in February, the G7 countries have succeeded in
stabilising their currencies by a combination of intervention and a
greater willingness to adapt their monetary policies. And there
have been some further steps in Germany and even more in Japan to
support domestic demand and open markets. It is vital that these
measures are sustained and strengthened. Further reductions in the

US Budget deficit are also needed.

THE BRITISH ECONOMY

6. A summary of the most recent Treasury assessment is shown in

the attached annex.

oo At home we have seen a continuation of what has by now become a
familiar pattern of strong and steady growth coupled with low

inflation.
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‘. A year ago there was concern in some quarters at the mild
pause in growth between mid-1985 and mid-1986. In the event,
despite disappointing growth abroad, performance at home has
exceeded expectations. In the first quarter of this year GDP was
just over 4 per cent higher than a year earlier.

9. The prospect is for continuing strong growth in 1987, with the
outcome in the year as a whole likely to be closer to 4 per cent
than the 3 per cent predicted at Budget time. Domestic demand
growth is balanced, with fixed investment rising in line with the
growth of consumers' expenditure. With growth in 1987 above the
trend of recent years, it would not be surprising if the growth
rate fell back a little next year.

10. The recent strong performance of output has contributed to a
further rise in employment and in turn to the fastest recorded fall
in unemployment since the War. This welcome fall in unemployment
to below the three million mark has occurred at the same time as
productivity growth in manufacturing has been exceptionally high by
historical standards. 1Indeed increased industrial efficiency has
been an essential factor in the greatly improved unemployment
prospect. If overall growth continues at a steady and sustainable
rate, even 1if somewhat 1lower than this year, there 1is every

likelihood that the fall in unemployment will also continue.

11. We have always known that the UK, as a major oil producer,
would not benefit as much from the fall in oil prices as the other
major economies. The necessary fall in sterling during 1986
largely offset the beneficial impact on inflation of the lower oil
prices. However, we are still on course to achieve the Budget
forecast of 4 per cent inflation in the fourth quarter of this
year, and the outcome could well be a little lower. Nonetheless,
this remains uncomfortably above the average rate in other major
economies. It is essential that inflation is kept firmly on a

downward path over the medium term.

12. So far, lower inflation has not been adequately reflected in
lower pay settlements. The deceleration of private sector pay
settlements in 1986 appears to have ended: indeed if anything they



. ‘

may have begun to edge up. Some public sector settlements -
notably by local authorities - could also set an unfortunate
precedent for the private sector and will make it more difficult to
control public finances. Pay increases need to be lower if the
hard-won fall in unemployment is to continue.

13. The prospects for the current account of the balance of
payments now look a little better than they did at the time of the
Budget, and the estimate of last year's deficit has been revised
down almost to zero. Over the past year British companies have
competed successfully in the home and international markets. In
spite of subdued prospects for world trade and buoyant activity at
home it now looks as if the current account this year will show a
smaller deficit than the Budget forecast of £2% billion, or half of

one per cent of GDP.

14. Since the Louvre agreement towards the end of February,
sterling has generally been very steady. Indeed, during April and
May there was a pronounced tendency for the pound to strengthen.
This was contained by reducing interest rates and intervening in
the foreign exchange markets on a massive scale. As a result, the
exchange rate has stayed within a very narrow range over the past
4-5 months. This in turn has strengthened confidence within
industry.

15. Nevertheless, financial markets are closely watching the
behaviour of the economy, and in particular the outlook for
inflation. They will also be on the look-out for any signs of a
loosening of the firm financial policies that have brought our
current success. It is vital that we maintain the firm control of

public expenditure the Chief Secretary proposes.
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DRAFT PAPER FOR PUBLIC EXPENDITURE CABINET
I attach a further draft of the Chief Secretary's paper. The

aim is to send it, amended in the 1light of any comments you

and the Chief Secretary may have, to the Prime Minister on Friday

evening.
2.5 The main changes since the last version are:
1 the material on running costs which Mr Luce submitted

to the Chief Secretary yesterday is attached as an annex
with a summary incorporated in the main body of the paper.
The Chief Secretary has not yet had time to consider this
and any changes he wishes to make will need to be

incorporated tomorrow;

3 inclusion of a passage on local authority current
expenditure. Although it takes account of the settlement
of England agreed at E(LA) this morning, the position of
the territories has yet to be finalised. It may therefore
need to be amended. The passage on the Reserves takes
the opportunity of pointing out to Cabinet that, given
what has been agreed on grant, allowance has to be made

for a likely overspend.

31 After taking account of any comments from the Prime Minister,

we propose to circulate the paper to Cabinet on Tuesday morning.
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4. In order for the Prime Minister to have a complete picture
of the Treasury's tactics I suggest that you also send the

proposed form of words and the responses to immediate questions.

5 I am submitting separately proposals for briefing the No 10

Private Office.

)

A TURNBULL
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1987 PUBLIC EXPENDITURE SURVEY

Memorandum by the Chief Secretary, HM Treasury
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Our policy is to bring public spending down progressively as
a proportion of national income. Over the past four years we
have succeeded in achieving this. Even excluding privatisation
proceeds, general government expenditure (the combined spending
of central and 1local government) has fallen from 47 per cent
of GDP in 1982-83 to 44 per cent in 1986- ,,7,*, and there will be

a further fall in 1987-88. A $his has to combine
%S v Ml ;
a gr (¢} ic expenditure in real terms with a

reduction in borrowing and, in each of the last five Budgets, a

reduction in taxes. This xestraiht—in—public—spending has made /S/ﬁ'f

— a— S . g g g

possible the strong performance of the economy which the Chancellor =
has described in his Memorandum (C(87) ).

e

. In our Election Manifesto we pledged ourselves to continue
the policy of ensuring that public spending takes a steadily
smaller share of our national income. This is essential if we
are both to maintain the momentum of our economic erformance
and to deliver anether——eof our Manifesto pledge~.‘=ﬂwﬁa
dim the burden of taxation.
sek

3% For this year's Survey we have established baseline totals
for ' spending .of “£154.,2 billion in - 1988-89;,  £161.5 billion iin
1989-90 and £165.5 billion in 1990-91. For the first two years
this was done by retaining the planning totals set out in last

year's Public Expenditure White Paper and for the third year
we have used an uplift factor of 2% per cent.

4. Departments were then asked to review their programmes within

their baseline figures and to put proposals to me where they
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.felt, after a review of priorities, that additional resources
were required. In my minute of July to the Prime Minister,
I summarised the bids received from departments.

Objectives for the Survey

- s I have to make it clear to colleagues that bids on this
scale are far beyond what can be afforded. If anything 1like
this were accepted, we could make no further progress in reducing
public spending as a proportlon of GDP as set out in the White

Paper. This would not onlyA trlgger a ‘complete”mrEZBEEEIEEEf“S¥“\\
the Gove nm nt s financial standing in the markets, and .s&ep ,J

-eu-r A ecor%om?‘c progress A+hR—1ts _tracks: ‘_/ﬁ';ke our )
rBBJeCEIQesvzor taxatlon unat%ZIKSBTé uf mil)éaﬁaﬂwh,‘v T

e ,...»*..,a

6. With the time lost as a result of the election, it has not
been possible to analyse the bids as thoroughly as normal. There
are major uncertainties in a number of areas which I will want
to probe further, eé the 1large estimating changes for social
security and the projections of our contributions to the European
Community.

7 But it- is clear that to hold to our policy on public spending
we will have to face up to difficult decisions in a number of

areas, in particular:

Jis for programmes such as defence, health and education
which are seeking very large increases, the bids will have
to be significantly scaled back and, to the greatest extent
possible, policy savings found to offset them;

2 ik for social security we must look at policy changes

to help offset the enormous estimating changes;

iii. we need to take hard look a e employment programmes
. M P> ,)fmlj‘ .

where, with the unemployment, substantial

savings can be found;

iv. we need to re-examine the basis of our regional policies.

The buoyancy of the economy and in particular of investment,

reflecting the increased strength of the corporate sector,
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. is both increasing the cost of the present system of

r%ﬂmhrl incentives and reducing the need for them. We should look

for savings here partly to release resources for cost
effective inner city spending;

v. we must look very carefully at the expenditure of the
territories;

ek vy § ?memg & AWSﬁ/v )
Vs we should to the

private sector the responsibility for providing services
hitherto provided by the public sector.

Reserves

In the last Survey we provided for Reserves of £3.5 billion
irst year rising to £7.5/billion in the third year. The
experience

recent years show we need to keep a larger

margin than thisj- especially in\ the 1later years, if we are to
cope with the pressur both in-year and in successive Surveys.
account of the fact that the grant

agreed in E(LA) may not succeed i

In particular we need to ta

olding local authority current

spending to the figures agreed f£for rovision. Keeping larger

reserves will reduce the scope for itions to programmes.

Departmental running costs

{ LAl &
}alf we wark 8§ Qw\ &“ K“M /T da i [

2

oo

wekade J , ; g %
bl # A § 15" rm;ﬂmwa@ﬁm£1= ﬁ“"*{ /
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9. Colleagues have sought increases in their departments' running
costs implying overall cash increases of 8 per cent for 1988-89
over 1987-88 with further increases in later years. The associated
manpower projections reverse the downward trend we have achieved,
implying a 15,000 increase over published plans for 1988-89.

10. In the 1last few years, the increases in spending on
departmental costs agreed for each first Survey yiéi_ﬁﬁve!eice ded
our aims. The figures for the later years have not beenh4ﬂﬂj%§é¥
realistically and as a result have had to be increased
substantially in later Surveys. We need to agree a realistic

method for planning provision over the Survey period so that
departments have a reasonably reliable basis for making medium-

term plans to improve efficiency.

§

i} (L/Q, Lo «ﬂgw

AL L '?'f; 5!' g ~i‘.~' L

lanning Lilad V7 53 ¢ \
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',l. My proposals, set out more fully in the annex, are that:

i. the running costs share of total public spending should
not rise over the Survey period. This implies that running

7\
costs would grow on average in line with puglic expenditure

A
generally, ie by about 1 per cent a year in real terms;

ii. cost and other pressures will need to be met to a large
extent by efficiency gains of at least 1% per cent a year
in the use of all resources including manpower. These will
need to be planned well in advance and departments should
have contingency plans for larger improvements in case they

are necessary;

iii. departments should prepare management plans to deliver
these gains over the full Survey period. 1In any case where
thiunﬂiens are not suitably ambitious, or are unrealistic,
I shoeudd hold over agreement on the later Survey years until
the next Survey;

Vi for 1988-89, the aim should be to reduce the overall

increase in provision sought by at least half.

Nationalised industries

12. In the 1987 Investment and Financing Review, the nationalised
industries' own intial and unamended bids, made in May, exceed
the baseline by £0.9 billion in the first year and £1.2 billion
in the two subsequent years. These bids are clearly unrealistic
and cannot be afforded. They now need to be scrutinised
rigorously, and a number of industries are revising their proposals
so that we will have a sounder basis for judging them. Apart
from the electricity industr?‘in England and Walesy an&:Scotland,
where —separate—ronsiderations—apply, I propose that our aim should
be to reduce the provision at least to baseline and, where we
can in the <case of individual industries, below it. Failure
to achieve this would mean greater pressure on departmental
programmes. There are particular problems relating to the
electricity industry this year, notably the need to set new
financial targets, the implications of privatisation and assessment

of a new power station programme. Notwithstanding these
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uncertainties, the pressure on public expenditure means that
it.i= essential to appraise the industry's bids critically
and to set challenging financial targets.

{{'/‘45 ,CL y
“Local authority relevant public expenditure

ew/13) (Eki:ha“ézagreed 1n;F( ) @?;_aegf?%ov1s1on for relevant public

Lt

expendlture in England at £27,969 million (£27,538 million for

relevant current expendlture and £43]1 million for Rate Fund

Contributions to Housing Revenue Accounts) This is an incease
of £819 million above, the Whlte/ basellne. Aggregate Exchequer
Grant in England isn set ‘at  £13,775 million, an increase of
£750 million (5% per cent) on the 1987-88 settlement figure
including teachers' pay. [Reference to Scotland and Wales to
come. ] These are substential additions and we must recognise
that they will severely 1limit what can be made available for

other programmes.

Conclusions
l14. I ask Cabinet:

i. to reaffirm the Manifesto policy of ensuring that public
spending takes a steadily smaller share of our national

income as set out in last year's White Paper;

dejes to note that bids will have to be substantially cut

back to secure the policy objective at (i);

iii. to agree that we explore a wide range of policy changes
including those listed in paragraph 7;

5 6\ to agree that we should aim to hold the EFLs of the
nationalised industries other than electricity at 1least
to baseline and possibly below; and that we should seek
to keep the electricity industries' external finance as
low as possible;

V. for running costs, to agree the proposals set out in
paragraph 11 and in the Annex;

vi. to agree that I should now conduct bilaterals with

colleagues on their spending programmes.

TREASURY CHAMBERS
July 1987 [oM]
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1987 PUBLIC EXPENDITURE SURVEY: DEPARTMENTAL RUNNING COSTS

Departmental Ministers have sought increased provision for running
costs totalling £761 million for 1988-89, £956 million for 1989-90
and £1,203 million for 1990-91.

2. If increases on this scale we agreed, overall expenditure
on running costs would rise by 8 per cent in cash and 4 per cent
in real terms between 1987-88 and 1988-89, with further real
increases in the later years. They also imply an increase in
Civil Service manpower of nearly 15,000 over the manpower plan
of 583,000 for 1 April 1989 published in this year's public
expenditure White Paper and further increases in later years,
though some 5,000 of this rise stems from increases agreed after
the last Survey. A

B In spite of 1large manpower reductions (135,000 since 1979
and 50,000 since 1983) and, in most years, Civil Service pay
settlements at or below general inflation, running costs have
continued to rise in real terms as a result of increases in non-
manpower costs (eg more buying-in of services rather than providing
them internally) and changes in grading mix. Tight pay settlements
will continue to be the aim. But if departments are to recruit
and retain the staff they need and the Government's objective
of making the Civil Service pay structure more conducive to an
efficient service and more responsive to labour market conditions
is to be met, future pay offers cannot be expected to be immune

from pay movements in the economy generally.

4. It is thus realistic to provide for some rise in overall
spending on running cosls; but the Manifesto pledge to press
ahead with management reforms to improve public services and
reduce their cost, as well as the aim of ensuring that public
expenditure takes a steadily smaller share of national income,
mean that the rise must be contained to well below the levels
sought.
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.5. It is proposed as a firm objective that the running costs,
share in total public spending should not rise over the Survey
period. This implies that running costs would grow approximately
on average in line with public expenditure generally, ie by about
l per cent a year in real terms. It means that if increases
in the volume of activity are to be met in some parts of the
Civil Service, reductions or lower rates of growth will be

necessary in others where demand is less or of lower priority.

6. To achieve this general objective, the bids will need to
be substantially scaled down eg to less than half the additions
to baseline that have been sought for 1988-89; and all departments
will need firm plans to offset pay bill and other cost pressures
through sustained and incremental efficiency gains. The improved
budgetary and management systems stemming from the financial
management drive of recent years, the Government's large and
continuing investment in new technology, and further improvements
in purchasing as as well as the continuing processes of scrutiny
and inspection must be used to deliver further improvement in
performance, benefiting both input costs and outputs. On the
input side, further improvements in the use of manpower and better

control of non-manpower costs will be essential.

T These efficiency gains will be easier to make on the necessary
scale if they are planned for well in advance; and if the plans
are ambitious there will be greater scope for flexibility in
future vyears. It is proposed that all departments should now
prepare or revise management plans committing them, over the
Survey period, to the delivery of defined and wherever possible
measured improvements an i outputs, and progressive overall
efficiency gains of at least 1% per cent a year, with contingency
plans for larger improvements in case they are necessary. This
is a fair minimum target fur well managed service organisations.
These plans will be especially important for departments with

large executive operations.

8. Departments' plans, and their implications for restraining
growth in running costs would be discussed in the bilaterals.
Agreement to increases over baseline, particularly for the 1last

two years of the Survey, would be withheld until it was clear
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.that ambitious but realistic plans for efficiency gains over
the medium-term had been made. In some cases this might mean
that the final levels of provision for 1989-90 and 1990-91 would
have to be held over until the next Survey.

Civil Service manpower

9. Earlier this year it was announced that manpower targets
would not be set after 1 April 1988, and pressure on Civil Service
numbers would be maintained through running costs. The proposed
approach to running costs will mean large reductions in the
manpower projections of some departments. It is important to
show that the running costs regime is an effective control on
all Civil Service resources, including manpower. There will

otherwise be pressure to reintroduce manpower targets.

Conclusions

10. The Cabinet is invited to agree that:

i. the aim should be to restrain running costs over
the Survey period to their present share in total public
spending by offsetting so far as possible any real rises
in pay-and other costs through efficiency gains;

3 departments should prepare or revise three-year
management plans for sustained output and cost improvement,
for discussion in the bilaterals;

21y, for 1988-89 the aim should be a reduction by at least
half of the £761 million additional provision sought in
order to keep the overall increase in running costs in 1line

with the medium-term objective in (i) above.



