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PUBLIC EXPENDITURE CABINET: 14 JULY:
SPEAKING NOTE FOR THE PRIME MINISTER
1, In recent years we have offered the Prime Minister a

speaking note for the public expenditure Cabinet. I now attach a
note which she could use for the meeting on Thursday.

7 If you and the Chief Secretary were content with the draft,

your office could send it over to No 10, with a copy to
George Monger at the Cabinet Office.

J MACAUSLAN
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DRAFT SPEAKING NOTE FOR THE PRIME MINISTER

Jue S
1. The Chancellor's paper describes the(?*aé%é(cf our policies
- in particular, eight years of steady growth whicﬂfnow producing
an upsurge in investment. That investment is the foundation of
growth to come; it 1is built on business confidence, high
profitability, and financial stability. If we «sticks to the
policies that have vyielded Ehese results, steady growth will

~
\

continue. > \s v

2 But if we’lose our grip now, the economy could take a worse
course. The deficit can be flnanced but only so long as we

Ky

onetary conditions as and when necessary A4.) $~) *!*L(ﬁﬁPN\(

retain the confidence of the markets - iall gee forelgﬁnh Q\
/—
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3 To sustain confidence we must stick very close to the
planning q%als, and demonstrate that we will continue to keep
growth oﬁ_ pendi below that of the economy. If we do not, we
will be(seeﬁjto‘have abandoned our pledge to reduce the burden of
taxatioq,and to have built our expenditure plans on incautious
economic projections. We would be risking expenditure cuts later
in the Parliament. This is the trap that Governments fell into in

the 1960s and 1970s.

better.
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must be

cut back, and

decisions. But our strength has been not ducking difficult

savings found. This will mean difficult

decisions. There must be a thorough review of the options across
the whole range of spending, not just within bids, but within
baselines as well.
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PEAKING NOTE FOR THE PRIME MINISTER

s

. L The Chancellor's paper describes the success of our policies -
in particular, eight years of steady growth which is now producing
an upsurge in investment. That investment is the foundation of

growth to <come; it is built on business confidence, high

profitability, and financial stability. If - we stick ' to.  the
policies that have yielded these results, steady growth will
continue.

25 But if we lose our grip now, the economy could take a very much

worse course. The current account deficit can be financed, but

only so long as _retain the confidence of the markets -

especially the £ i ! . ets. And inflation has to be
kept in check some 9 monetary conditions as and when

necessary ad by ‘ control of public expenditure.

3. To sustain confidence we must stick very close to the planning
totals, and demonstrate that we will continue to keep growth of
public spending below that of the economy. If we do not, we will be
seen to have abandoned our pledge to reduce the burden of taxation,
and to have built our expenditure plans on incautious economic
projections. We would be risking expenditure cuts later in the
Parliament. This is the trap that Governments fell into in the
1960s and 1970s.

4, We simply cannot afford bids on anything like the scale

proposed by spending Ministers. Thefb'm%?t be cut back, and
substantial savings found. This will mean difficult decisions.
But our strength has been not ducking difficult decisions. There
must be a thorough review of the options across the whole range of

spending, not just within bids, but within baselines as well.
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A P HUDSON I {
11 July 1988

CHANCELLOR cc PS/Chief Secretary
Mr Anson
Mr Turnbull
Mr Gieve

MV A‘C-S~ A'udwf\/
FIRST ORDER QUESTIONS, 14 JULY: TL.TNE TO TAKE ON PUBLIC EXPENDITURE
CABINET

We agreed that it would be useful to have a form of words ready on
the Public Expenditure Cabinet, for use at Questions on Thursday.
This note follows discussion with Mr Allan and Mr Gieve.

25 You thought it should be something like this:

"One of the fundamental reasons for Britain's economic success
has been firm control of public expenditure, which has fallen
steadily, as a share of GDP, since 1982-83. This - and our
supply side reforms - has enabled us to eliminate Government
borrowing altogether, cut tax rates at all levels of income,
and increase spending on priority programmes. At Cabinet this
morning, we agreed that public expenditure should continue to
fall, as a share of GDP, over the next three years".

SE The best opportunity to volunteer this line looks to be on
question 7, on inflation. Should we ask Mr Greg Knight MP to ask a

supplementary such as:

"Does my RHF agree that firm control of public expenditure is
an essential part of the fight against inflation?".

4. However, it is possible that the Opposition will raise the
subject before that. For instance, Mr Winnick has Question 2 on
the balance of payments, and may ask about the relative impact of
tax cuts and public spending increases on the current account, with
reference to the Cabinet meeting. That could no doubt be brushed
aside, though it would be rather more difficult if, say,



Gordon Brown came in on the same tack. If pressed, Ministers
dealing with the early questions could be ready to use the agreed
form of words if necessary.

Sits I attach some more detailed briefing prepared by Mr Gieve for

use, if necessary, either at Questions or in press briefing.

6. Once you are happy with all this material, we will circulate
it to all Ministers.

A P HUDSON
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ADDITIONAL BRIEFING ON PUBLIC EXPENDITURE CABINET

15 If you can afford £4 billion tax cuts (for the rich) why can't

you afford more for the health service, social security, etc (for

the poor)?

The fact is that we have reduced tax rates for all tax payers,
eliminated Government borrowing, and increased the real level of
spending on priority services like health to their highest levels
ever. Our expenditure plans allow for further real growth in the
next three years. [Don't make the poor rich by making the rich

poor].

2 MTFS showed £3 billion fiscal adjustment for 1989-90. Given

buoyant tax reVenues, the real figure is higher still. Is none of

this to be used for expenditure increases and all of it for tax

cuts?

The aim for the Survey is to keep expenditure on a sustainable
medium term path. As our plans show, this will allow continuing
real growth. [These MTFS projections are illustrative only. Much
too early to judge what room if any there may be for tax reductions
-in the next Budget. That will depend on the economic situation at
the time].

3. Budget forecasts of tax revenues will be exceeded, so why not

increase expenditure also?

Quite wrong to adjust expenditure to use up whatever revenues
happen to arise in any year. This would be disruptive for
programmes and harmful to the economy. Our plans will continue to

be set on basis of medium term prospect.



Gordon Brown came in on the same tack. If pressed, Ministers
dealing with the early questions could be ready to use the agreed
form of words if necessary.

5. I attach some more detailed briefing prepared by Mr Gieve for

use, if necessary, either at Questions or in press briefing.

6. Once you are happy with all this material, we will circulate
it to all Ministers.

A P HUDSON
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FIRST ORDER QUESTIONS, 14 JULY: LINE TO TAKE ON PUBLIC EXPENDITURE
CABINET

We agreed that it would be useful to have a form of words ready on
the Public Expenditure Cabinet, for use at Questions on Thursday.
This note follows discussion with Mr Allan and Mr Gieve.

2. You thought it should be something like this:

"One of the fundamental reasons for Britain's economic success

has been firm control of public expenditure, which has fallen

and our

his

steadily, as a share of GDP, since 1982-83.

gvels of income,

and increase spending priority programmes.{ At Cabinet this

morning, we agreed that public expenditure should continue to
fall, as a share of GDP, over the next three years".

S The best opportunity to volunteer this line looks to be on
question 7, on inflation. Should we Ej:~ii Greg Knight MP to ask a

supplementary such as: #LO& Sq\:l\\,

P A \-’gw\ M~ (,&\/\L- Lo 2eh'e
*’///hDoes my RHF agree that firm control of public expenditure is

an essential part of the fight against inflation?".

4. However, it is possible that the Opposition will raise the
subject before that. For instance, Mr Winnick has Question 2 on
the balance of payments, and may ask about the relative impact of
tax cuts and public spending increases on the current account, with
reference to the Cabinet meeting. That could no doubt be brushed
aside, though it would be rather more difficult if, say,
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ADDITIONAL BRIEFING ON PUBLIC EXPENDITURE CABINET

H iy If you can afford £4 billion tax cuts (for the rich) why can't

you afford more for the health service, social security, etc (for

the poor)?

The fact is that we have reduced tax rates for all tax payers,
eliminated Government borrowing, and increased the real 1level of
spending on priority services like health to their highest levels
ever. Our expenditure plans allow for further real growth in the

next three years. lDon't make the poor rich by making the rich
poor;.

2, MTFS showed £3 billion fiscal adjustment for 1989-90. Given

buoyant tax revenues, the real figure is higher still. Is none of

this to be used for expenditure increases and all of it for tax

cuts?

The aim for the Survey is to keep expenditure on a sustainable
medium term path. As our plans show, this will allow continuing

real growth. j i i ra Much
too early to judge what room if any there may be for tax reductions
in the next Budget.

~the—timgl.,

3. Budget forecasts of tax revenues will be exceeded, so why not

increase expenditure also?
i“v; 0 F"{/\) }%\;{:fd’/f‘ y\/\’?) = Lf},\f ‘?4/(‘:"‘ l} (Jﬁ"“g\

/(’—Q§i£e wrong to adjust expenditure to use up whatever revenues
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happen to arise in ang(jﬁiifj) This would be disruptive for

vum&¢w programmes and harmful to the economy. Our plans will continue to
be set i i
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FIRST ORDER QUESTIONS, 14 JULY: LINE TO TAKE ON PURT.TC EXPENDITURE
CABINET

We agreed that it would be useful to have a form of words ready on
the Public Expenditure Cabinet, for use at Questions on Thursday.

This note follows discussion with Mr. Allan and Mr. Gieve,
245 You thought it should be something like this:

"One of the fundamental reasons for Britain's economic success
has been firm control of public expenditure, which has 26}53?
steadily, as a share of GDP, since 1982-83. This —sgnéﬁour
supply side reforms - has enabled us to eliminate Government
:zgfezigﬁﬁaltogether, cut tax rates at all levels of income,

inefeaée’ pending on griority programmes. At Cabinet this
morningﬁﬂwe agrégéhtgz %gublizwﬁxpenditure should continue to
fall, as a share of GDP, B&ZZ the next three years",

3 The best opportunity to volunteer this line looks to be on
question 7, on inflation. Should we ask Mr Greg Knight MP to ask a
supplementary such as:

"Does my RHF agree that firm control of public expenditure is
an essential part of the fight against inflation?".

4, However, it is possible that the Opposition will raise the
subject before that. For instance, Mr Winnick has Question 2 on
the balance of payments, and may ask about the relative impact of
tax cuts and public spending increases on the current account, with
reference to the Cabinet meeting. That could no doubt be brushed
aside, though it would be rather more difficult if, say,



Gordon Brown came in on the same tack. If pressed, Ministers

dealing with the early questions could be ready to use the agreed
form of words if necessary.

5% I attach some more detailed briefing prepared by Mr Gieve for

use, if necessary, either at Questions or in press briefing.

61 Once you are happy with all this material, we will circulate
it to all Ministers.

A P HUDSON
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2. MTFS showed £3 billion fiscal adjustment for 1989-90. Given

buoyant tax revenues, the real figure is higher still. Is none of

this to be used for expenditure increases and all of it for tax

cuts?

The aim for the Survey is to keep expenditure on a sustainable V////
medium term path. As our plans show, this will allow continuing

real growth. [These MTFS projections are illustrative only. Much

too early to judge what room if any there may be for tax reductions

in the next Budget. That will depend on the economic situation at

the time].

3 Budget forecasts of tax revenues will be exceeded, so why not

increase expenditure also?

Quite wrong to adjust expenditure to use up whatever revenues
happen to arise in any vyear. This would be disruptive for
programmes and harmful to the economy. Our plans will continue to

be set on basis of medium term prospect.
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MISS M P WALLACE
11 July 1988

MR TURNBULL cc PS/Chief Secretary
Mr Anson
Mr Phillips
Mr Monck
Mr 0dling-Smee
Mr Gieve

Mr MacAuslan
Miss Walker

PUBLIC EXPENDITURE CABINET: LINE TO TAKE

The Chancellor was grateful for your minute of 8 July. He had a
number of detailed comments on the Q&A briefing.

Positive (i), first tiret - amend to read: "Is being achieved.

Even excluding privatisation proceeds, share in 1988-89 will
be the lowest since the early 1970s. Has fallen continuously
over 6 year period from 1982-83, the logest sustained fall
since the 1950s." Also amend fourth tiret to read: "Has been

crucial to strength of economy."

Positive (ii), amend second sentence to read: "Share of public

spending, excluding privatisation proceeds, in national

income...."

Defensive (ii), amend second and third sentences to read:

"Final decisions on planning totals always follow the
examination of programmes in bilaterals and final public
expenditure Cabinet, which also takes into account new

economic forecast in November."

Defensive (iii), amend "no" to read "not at all".

Defensive (vi), add at end: "This happens every year: nothing

new."

Defensive (viii), amend to read: "Wholly wrong to enter into

spending commitments for three years ahead on basis of growth
in economy in 1987 and 1988 which is above the sustainable
medium-term trend."



Defensive (ix), replace with "No new forecast until Autumn

2.
have,

Statement."

Defensive (xiii), amend answer to read: "An estimate will be

published in the wusual way in the Autumn Statement 1in
November. We know already of some large claims on £3% billion
Reserve eg local authority current expenditure (£1 billion for
England), Rover (£0.65 billion), NHS pay (£0.75 billion),
housing benefit (£0.1 billion). But also some shortfalls
expected elsewhere. Purpose of setting planning total is to

stay within it."

Subject to these comments, and any the Chief Secretary may
the Chancellor is otherwise content.

v

MOIRA WALLACE
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SECRET
FROM: A TURNBULL
DATE: 11 JULY 1988
PS/CHANCELLOR cc PS/Chief Secretary
Sir P Middleton
Mr Anson
Mr Monck

Mr Phillips

Mr Odling-Smee
Mr Gieve

Mr MacAuslan
Mr Richaxrdson

PUBLIC EXPENDITURE CABINET: LINE TO TAKE

I attach a revised version of the Q&A briefing to support the
post-Cabinet "communique". It incorporates comments from the
Chancellor and the Chief Secretary.

25 Could you arrange for it and the communique, which is
unchanged from my minute of 8 July, to be sent over to No 10 for
clearance. Could you also send a copy to Richard Wilson in the
Cabinet Office so that the text of the communique can be worked
into the Prime Minister's briefing.

Sie The Chancellor suggested adding "continuously" after ‘'"has
fallen" in positive (i), first tiret. We have tried to avoid
describing the fall as continuous or in every year, as nit pickers
may point to a small hiccup in 1984-85 created by the coal strike.
We have judged that the looser formulation of "sustained fall" is
acceptable.

Ky

A TURNBULL
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PUBLIC EXFENDITURE CABINET: LINE TO TAKE

The Chancellor and the Chief Secretary have been considering what
might be said after the Public Expenditure Cabinet.

- They suggest
the following: - :
"The Cabinet had its usual July discussion of public
‘ expenditure today.

It agreed that public spending should be
held as close as possible to the existing planning totals so

that the share of public spending in national income should
continue to decline steadily over the 3 Survey years. With
this objective, the Chief Secretary will hold bilateral
d)scussions in the Autumn. In the 1light of these, the
Government will take decisions on individual programmes and

¢tnhe planning totals, and these will be announced, as usual, in
tr.2 Autumn Statement in November.

The Chancellor would be grateful to know if the Prime Minister is
content with this.

Siea I also attach s

ome question and answer briefing for use after the
Cabinet. :

I am copying this letter to Bernard Ingham, and to Richard Wilson
(Cabinet Office).

\/ﬂ/\/VS—,
= M~ 2 e

MOIRA WALLACE
Private Secretary
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= Q AND A BRIEFING

Positive points

. (1) Government's consistent objective has been that public
spending should take a declining share of national income. Dates
back to 1979 Manifesto.

- Is being achieved. Even excluding privatisation proceeds,
share in 1988-89 lowest since the early 1970s. Has fallen
over 6-year period from 1982-83, the longest sustained fall
since the 1950s.

- Public spending under control. Over last 4 years has grown
about 1 per cent a year in real terms while economy has grown
at 3% per cent a year.

- Has enabled public borrowing to be reduced and tax rates
cut.

- Has been crucial to strength of economy.

. (ii) Cabinet agreed that this successful approach must be
sustained. Share of public spending, excluding privatisation
proceeds, 1in national income must continue to fall from position
reached this year. :

(iii) Cabinet has not set new planning totals. Existing totals
(£167.1 billion in 1989-90 and £176.1 billion in 1990-91) remain
in force. Objective of bilaterals is to stick as closely as
possible to them.

Defensive points

(i) Are you admitting that planning totals cannot be held and
will be increased?

Cabinet has made no decisions on new planning totals. These are
never revised in July. So existing totals remain. But when

‘ position is reviewed in the autumn, Cabinet may decide some change
is Jjustified but it has agreed to keep any adjustment as small as
possible.
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(ii) Why no decision now?

Cabinet has made a decision - to stick to the pPolicy of reducing
expenditure in relation to GDP. Final decisions on planning
totals always follow the examination of programmes in bilaterals
and final Cabinet, which also takes account of new economic
forecast in November.

(iii) Giving up on public expenditure control?

Not at all. We have reduced public spending as a}proportion of
GDP steadily since 1982-83. Cabinet has decided to continue on

that path which means public spending will have to be kept below
growth of national output.

(iv) With economy overheating wrong time to be adding to
expenditure?

Government is determined to prevent overheating. One reason why
Cabinet agreed to stick as close as possible to existing plans.

(v) If do raise planning total, what remains of cash planning?

All planning is done in cash - no funny money. Presumption that
programmes do not receive automatic adjustment for movement in
prices, whether specific or general, remains firmly in place. Aall
additions to programmes have to be arqued for. It does not rule
out an increase in the planning total if consistent with wider
objectives. Totals were raised in last two Surveys but real
growth still below that of economy as a whole and objective of
declining GGE/GDP ratio has been achieved.

(vi) What do bids come to?
Total of bids has no relevance since Cabinet has agreed they

cannot be afforded and that they must be scaled down or savings
found. This happens every year; nothing new.
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.(vii) Could accommodate very large increases and still remain
within ratios set out in last White Paper. 1If money GDP this year

is higher than forecast could add to plans and stay within figures
in PSBR.

No question of spending up to a level implied by any particular
ratios. We propose to stick as close as possible to the planning
totals. Ratios are used as an indicator of general direction of
policy, not to provide specific targets. If, for example, money
GDP is higher because prices are higher would be wrong to make
automatic adjustment to plans.

(viii) Why not allow spending plans to benefit from faster
growth? In wanting to reduce ratio from whatever if has reached
you are operating a ratchet.

Wholly wrong to enter into spending commitments for three years
ahead on basis of growth in economy in 1987 and 1988 which is
above the sustainable medium-term trend.

(ix) How much higher will money GDP be this year?

No new forecast until Autumn Statement.

(x) Very tough round expected this year? Will Star Chamber be
needed?

Star Chamber now an established part of the system but not always
needed, eg last year when all programmes settled bilaterally. All

rounds are tough, this will be no exception.

(xi) Can you confirm that Mr Parkinson will chair Star Chamber if
it is required?

Yes.
(xii) Including privatisation proceeds is a fiddle?
We recognise special nature of privatisation proceeds so we

deliberately measure expenditure as a ratio of GDP without
deducting the proceeds.
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(xiii) What is likely outturn in 1988-89?

An estimate will be published in the usual way in the Autumn
Statement in November. We know already of some large claims on
£3% billion Reserve eg local authority current expenditure
(€1 billion for England), Rover (£0.65 billion), NHS Dpay
(€0.75 billion), housing benefit (£0.1 billion). But also some

shortfalls expected elsewhere. Purpose of setting planning total
is to stay within it.
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Dear Paud, mﬂ/‘m/’l o

I enclose a speaking note for the Prime Minister for Thursday's

Cabinet, which she may wish to discuss with the Chancellor at
tomorrow's bilateral. ’ :

‘ I am copying this letter to Richard Wilson (Cabinet Office).

A .yMVS, :
Mera -

MOIRA WALLACE
Private Secretary
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.?PEAKING NOTE FOR THE PRIME MINISTER

g iEF The Chancellor's paper describes the success of our policies -
in particular, eight years of steady growth which is now producing
an upsurge in investment. That investment is the foundation of
growth to come; it 1is built on business confidence, high
profitability, and financial stability. If we stick to the
policies that have yielded these results, steady growth will
continue.

25 But if we lose our grip now, the economy could take a very much
worse course. The current account deficit can be financed, but
only so long as we retain the confidence of the markets -
especially the foreign exchange markets. And inflation has to be
kept in check - both by tightening monetary conditions as and when

necessary andby keeping firm control of public expenditure.

3. To sustain confidence we must stick very close to the planning
totals, and demonstrate that we will continue to keep growth of
public spending below that of the economy. If we do not, we will be
seen to have abandoned our pledge to reduce the burden of taxation,
and to have built our expenditure plans on incautious economic
projections. We would be risking expenditure cuts later in the
Parliament. This 1s the trap that Governments fell into in the
1960s and 1970s.

4. We simply cannot afford bids on anything 1like the scale
proposed by spending Ministers. The bids must be cut back, and
substantial savings found. This will mean difficult decisions.
But our strength has been not ducking difficult decisions. There
must bDe a thorough review of the options across the whole range of

spending, not just within bids, but within baselines as well.
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From: J ODLING-SMEE
12th July 1988

‘ CHANCELLOR OF THE EXCHEQUER
cc Chief Secretary

Sir Peter Middleton
Mr Anson

Sir Terence Burns
Mr Monck

Mr Phillips

Mr Luce

Mr Moore

Mr Sedgwick

Mr Turnbull

Mr Gieve

Mr Hibberd

Mr MacAuslan

Mr Dolphin

Ms Evans

Mr Ritchie

Miss Simpson
Miss Walker

BRIEFING ON ECONOMIC PROSPECTS FOR CABINET, 14 JULY

I attach the following speaking notes and briefs:

Speaking note on the economy and policy
Speaking note on public finances

Domestic economy: supplementary brief
Public sector finances: supplementary brief
World economy

Tax burden

Construction industry.

"mozZ=RERG

2. Mr MacAuslan submitted briefing material on public expenditure
on 8 July.

0vA

J ODLING-SMEE
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J. SPEAKING NOTE ON ECONOMY AND POLICY

ECOHOIII!

Stronger growth this year, especially in investment, than

foreseen at Budget time:

FSBR Cabinet paper
Table 3.12 table

GDP 3 4
Consumers' expenditure = 6

Fixed investment 6% 11
Exports 3 v
Imports 6% 9
Current balance (£bn) -4 - 9

RPI (Q4) (ex. MIPs) 4 5% (4%)
GDP deflator (financial year) 4% 5%

See Brief L (and P on construction) for latest indicators.

Contributing to increase in current account deficit and

inflationary pressures.

Current account deficit wholly different from 1950s and 1960s
because not associated with excessive Government expenditure and
borrowing. Consequence of private sector behaviour: rising
investment, good for economy and, in time, current account; fall in
saving, which will reverse itself. Both reflect confidence in

economy and our policies.

Inflation more of a worry. No serious capacity shortages
except construction (Brief P). But inflation likely to be higher

(partly mortgage interest rates).
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Policy

Increases in interest rates in recent weeks (Brief L) show

determination to keep inflation under control.

Monetary policy needs to be supported by sound fiscal policy,
with decisions on expenditure and taxation set in medium-term
context - part of today's task. Need to reduce tax burden over

medium term, still much higher than 1978-79 (Brief 0).

Must show same determination on spending restraint as on
monetary policy. Our credibility, confidence of investors and tax

objectives all depend on it.
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K. SPEAKING NOTE ON PUBLIC FINANCES

1987-88 saw a Public Sector Debt Repayment - a PSDR -for
only second time since beginning of 1950s. Early indications
for 1988-89 - monthly figures available for April and May -
suggest that PSDR for this year could be larger than last

year's, and above that forecast at Budget-time.

Illustrates very substantial progress we have made during
our period in office in reducing public sector borrowing. We
have moved from a borrowing requirement of approaching 5% of
GDP in 1979-80 to a debt repayment of 3/,% of GDP in 1987-88 -
and may even do better in 1988-89 (Brief M).

This success a result of firm control of public
expenditure. Ratio of GGE to GDP - excluding privatisation
proceeds - has been reduced from over 46% four years ago to
under 42 % in 1987-88 (Brief D).

Have made important changes in the structure of taxation
- in particular lower income tax rates - aimed at improving
the supply performance of the economy. But as yet no
significant reduction in the overall tax burden. Taxes and
NICs amounted to 38% of GDP in 1987-88 - four percentage
points higher than in last year of previous government (Brief
0).

Now is not the time to relax our control on public
spending. Likely PSDR for this year represents reasonable
fiscal stance, in present circumstances. No case for a looser
fiscal policy. And in longer-term need to get the tax burden
down. Key is continuing tight control on public spending -

and further reductions in the ratio of GGE to GDP.
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BRIEF L. — DOMESTIC ECONOMY

The attached tables summarise recent developments on domestic
. demand, inflation, interest rates, labour market and the balance of

payments.
2 Key features are:

- Consumers' expenditure still growing rapidly;
no sign of deceleration, may even be accelerating;

- Investment is picking up strongly;

- RPI inflation (even allowing for MIPS) seems to be
picking up strongly, certainly faster than expected at
Budget time;

- Figures to be published at 11.30 am, Thursday 14 July
show manufacturing output up 6.4 per cent in three months
to May compared to same period a year earlier. Growth in
year to 1988Ql1 also revised up, from 5.9 per cent to 6.4
per cent. Manufacturing productivity continuing to grow

‘ apace, up 6.6 per cent in three months to May on same

period a year earlier;

- Labour market continuing to tighten. Figures to be
released at 11.30 am Thursday 14 July show 40,000 fall in
UK unemployment (adult, seasonally adjusted) to 2.375

million (8.4 per cent). Total employment rose 144,000
between 1987Q4 and 1988Q1; now 523000 higher than year
earlier.
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I Latest indicators of domestic demand

Q) Consumer Spending

Consumers' Retail sales
expenditure volumes
£ billion % change % change
1980 on year on year
prices earlier 1980=100 earlier
1987Q1 41.50 4.5 1987Q1 125.5 L |
Q2 42.28 4.4 Q2 12846 5.8
Q3 43.29 56 Q3 1307 6.6
Q4 43.86 6.2 Q4 133.4 546
1988Q1 44 .44 /8 | 1988Q1 1.35:. 3 7.8
1988 Jan 134.9 9.1
Feb 1353 6.7
March 13535 7o
April 136.4 5.0
May 136.8 8.3
(b) New Car Registrations
UK Registrations Percentage of new
car registrations
imported
% change
000's on year Quarterly/Monthly Annual
' (seas adj) earlier 1987-1988 1980-1987
1987Q1 159 5.3 198701 50 1980 56
Q2 164 3.1 Q2 49 1981 55
Q3 176 10:7 Q3 50 1982 L5578
Q4 1575 1061 Q4 51 1983 57
1988Q1 176 3107 1988Q1 53 1984 57
Jan 181 138 April 54 1985 57
Feb 172 6.2 May 54 1986 54
Mar 175 14.4 1987 56
Apr 166 12.9
May 193 12.9
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(c) Private Housing starts and completions (GB)

. Starts Completions
000's % change on 000's % change on
year year
earlier earlier
1987Q1 47.6 155 42.5 10.4
Q2 45.5 4.1 42.8 6.7
Q3 48.1 3.0 43.2 4.6
Q4 50:1 12,6 42.3 -2.1
1988Q1 56.7 19.6 49.1 15.5
1988 Jan 220 63.0 18.0 36.4
Feb 18.0 0.6 16.4 17 .1
Mar 16.7 2.9 14.7 -0.7
April 18.8 29.7 15.8 11.
May 17.1* 3.6 14.7% 3.5
* preliminary estimates; likely - on recent

experience - to be revised upwards.

(d) Fixed Investment

Investment - Percentage changes on year earlier
of which:

Selected
services Total
Total Manufacturing Industries Businesses

1985 3.1 14.7 11.4 6.2

1986 -0.3 -5.0 -1.4 -3.2

1987 3.9 4.1 23.4 4.7

1987 Q1 2.7 -7.9 11:1 -2.0
Q2 4.4 9:9 13.4 Tsd
Q3 I 4.9 8.8 3.8
Q4 6:9 i3 19.7 9.9

1988 Q1 10.8 71:2 14.0 9.4

June DTI Investment 16.0 +10.0

. Investment Survey
Outlook for 1988




(e) Index of Production (1980=100)
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Percent changes on year earlier

Production Production Manufac-
and construc- Industries

(Div_1-4) (Div 2-4)

turing

Energy & Water Construc-

(Div 1)
oil & gas

extraction other

tion

tion
(Div 1-5)
1987 Q1 3:6
Q2 2.9
Q3 359
Q4 5.0
1988 Q1 4.2

Latest three
months on same

period year earlier

February
March
April
May*
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II Inflation: percent changes on year earlier

Manufacturers GDP
RPI Output Prices Deflator
excl, food, drink
All items excl. MIPS All items and tobacco
1987 Q1 3.9 31,7 4.1 4.1 3.6
Q2 4.2 347 346 4.5 4.8
Q3 4.3 326 346 4.6 5.1
Q4 Gl 4.0 3ie:9 4.8 53
1988 Q1 3.4 R 4.0 4.8 51
Q2 4.2 5 4.4 4.9 n/a
1988 Jan 3.3 % f 3.8 4.8
Feb 3.3 3.6 3.9 4.8
Mar 35 3.8 4.1 4.8
April -~ 3:9 4.2 4.3 4.8
May 4,2 4'4v 4.3 4.8
[June  4.6% 4.7“ 4.6 4.9

* NOT TO BE USED. All items RPI not published until 11.30 am Friday
15 July. The figure of 4.6 is our reading of DEmp's RPI Outlook
note of 6 July. RPI excluding MIPS is HMT estimate based on
incomplete information. It is liable to revision.

IIT Interest Rates

Interest Rates

Base Rates Mortgage Rate

1987 Q1 10.81 12545

Q2 9.36 11.58

Q3 9.6 19,27

Q4 9.18 11.00
1988 Jan 1-Feb 1 B8%5 1988 Jan 101277

Feb 2-Mar 16 9.0 Feb 10.26

Marl7-Apr 10 8.5 Mar 10.26

Aprll-May 17 8.0 Apr 10.26

Mayl8-Jun 2 1 <D May 9.75

Jun 3-June 6 8.0 June 9.75

Jun 7-June 22 8.5

Jun23-July27 9.0

Jun28 July 4 9.5

July 4- 10.0
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Iv Labour Market Recent Developments
Unemployment
. UK, Adult Manufacturing Total Vacancies(unfilled)
seasonally employment employment s.a.excl. Community
adjusted* UK, s.a UK, s.a Programme
(000s) (per cent) (000s) (000s) (000s)
1987Q1 3078 10.8 5397 24784 211
Q2 2978 1045 5398 24927 227
Q3 2839 10.0 5394 25037 239
Q4 2645 9.4 5388 25163 262
1988Q1 2534 8.0 5393 25307** 248
Jan 2565 H53 5393 249.5
Feb 2504 9.0 5391 245.5
Mar 2504 8.9 5391 245.5
Apr 2453 8.7 5377 253,7
May 2415 8.6 5381%* 255.5
June** 2375%% 8.4** 255.2%*%*

.* The unemployment rate is constructed on the new workforce in employment
basis to be presented by DEmp on Thursday 14 July at 11.30 am.

** These figures not published until 11.30 am Thursday 14 July

V Current Account balances: Recent fiqures £ billion

1987 | 1987 | 1988

Year , .5 5 SRR ¢ 4 Q3 Q4 } Q1 Mar Apr May
Manufactures -6.5 | -0.7 -1.6 -2.1 -2.1 )| -2.9 -0.5 -0.9 -1.3
0il 4.2 ) 1.2 150 «9 Lod ] BB 0.2 0.3 0.2
Other goods -7.2 | =-1.7 -1.7 -1.9 -2.0 )| -2.0 -0.7 -0.6 =0.6
Total visibles -9.6 | -1.2 -2.3 -3.17 -3.0| -4.0 -1.0 -1.2 -1.7
Invisibles 8.1 - | 2.2  2:l 2.2 1.6 ] 1.2 0.4 0.5* 0.5%
Current Account -1.6 | 1.0 -0.2 -0.9 -1.4 | -2.8 -0.6 -0.7 -1.2

* Invisibles figures for April and May are CSO projections.
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PUBLIC SECTOR FINANCES - SUPPLEMENTARY BRIEF

(a) Statistics on PSBR

PSBR PSBR excluding
privatisation proceeds
Percent Percent
£billion of GDP £billion of GDP

1952 0.8 5 0.8 5

1954 0.4 2 0.4 2
1956 0.6 2% 0.6 2%

1958 Q45 2 0:5 7,
1962 59 1% 0.5 1%
1963-64 1.0 3% 1+0 3%
1967-68 244 4% 2.0 4%
1968-69 0.4 % 0.4 %
1969-70 -0.6 -1% -0.6 -1%
. 1971-72 .0 1% 1.0 1%
1973-74 3 5% 3 5%
1975-76 10.3 9% 10,3 9%
197879 9:2 5% < 5%
Average 1974-75
to 1978-79 8.2 6% 8.3 6%
10740
1980-81 12.5 5% 2.3 5%
1983-84 i 3% 10.8 3%
1984-85 101 3 12.2 3%
1985-86 s 7 1% .4 2%
1986-87 .4 1 o 2
1987-88 -3.5 - % 1.6 %
§c Aﬁerage 1979-80 :
to 1987-88 13 2% 9.2 3%
1988-89(FSBR -3.2 - % 1.8 %
forecast)

SRS ~ | - 1L g
‘ = 5 : s '
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(b) 1988-89 PSBR Outturn to date (monthly fiqures).

April to May April to May
Outturn 1987-88 Outturn 1988-89 Difference

£ billion £ billion £ billion
PSBR g e - 1.8 - 3.7
PSBR excludiny bR .5 e -
privatisation proceeds
CGBR (0) ¥ - 2.0
LABR oty | Ak #10.9 ;
PCBR - 0.5 - 0.6 - 0.1

Privatisation proceeds in April-May 1988 £2.7 billion compared

with £0.7 billion in same period 1987.

(c) International Comparisons

General Government financial balances as percentage of

nominal GNP

1979 1983 1985 1986 1987 1988

UK 353 3.4 2:9 2:] ) G 0.6
us -0.5 3.8 3. RS 2.4 2:3
Japan it 3o 0.8 1.1 0.2 0.3
West Germany 55 2 sl 2 15057 246
France 05T 352 29 2.9 2.3 2:5
Italy 10,1 10.7 12.6 16 10.6 T0=2
Canada 24 - .0 545 4.6 393
Total of above 5 sk .4 3.4 2555 2.4
countries (G7)

EC 7 e | 2 . 41 4
Total OECD 148 4.2 3.4 3.4 2.5 2.4

Source: OECD data and forecasts for 1988 except for UK where 1987
is latest CSO estimate of outturn and 1988 is Treasury Forecast
consistent with FSBR. UK Deficit in 1988 now expected to be lower
than implied FSBR forecast.
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(d) Fiscal Adjustments in 1988 MTFS (to achieve PSBR of zero)

£ billion

1989-90 1990-91 1991-92

Fiscal adjustment from previous years - 3 4

Annual Fiscal adjustment 3 1 1



CONFIDENTIAL N

PUBLIC EXPENDITURE CABINET, 14 JULY

THE WORLD ECONOMY

158 Real GNP growth in the G7 countries picked up strongly in the
second half of 1987 and the first quarter of 1988. It is expected
to moderate a little in the second half of 1988, but GNP is still
expected to be 4 per cent higher in real terms in 1988 than in
1987 The latest published OECD and IMF forecasts are for lower
growth. They were finalised before the strength of activity at
the turn of the year was fully appreciated, and are certain to be
revised up. In 1989 growth is expected to be closer to potential.

Table 1: Forecast Summary

Percentage change 1987 1988 1989
on a year earlier WEP OECD WEP OECD
Major 7 Real GNP 3 4 3 2% 2%
Major 7 Domestic Demand 3 4 3 2% 2%
Major 7 Industrial Production 3% 6% 4%
World trade - total Sy 9 7 5 6

- manufactures 6 10 8 5 7/
Note: WEP = Treasury June 1988 forecast.

OECD = OECD Economic Outlook (June 1988, but forecast
finalised in early May).

25 The recent strengthening of activity has not been confined to
the G7, but appears to be a world wide phenomenon. With imports
into the Asian NIEs growing strongly and other developing

countries' imports also recovering a little, world trade growth
has also picked up. Growth of 9 per cent in 1988, if achieved
will match the previous peak in 1984. Unlike then, when US

imports dominated, this year's growth will be evenly spread.
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Table 2: World Import Growth

Percentage change on 1986 1987 1988 1989
a year earlier
Developed economies 8 6 9 5
of which:
us 14 5 8 -
Japan 3 8 14 8
EC(6) 6 7 8 5
OPEC -22 -10 7 2§
NIEs 19 23 18 12
Other developing economies -3 - 7 4
Total 5 5 9 5
35 The strengthening of world activity has been accompanied by a

strong recovery in non-oil commodity prices.

Table 3: Economist Commodity Price Index (SDRs)

Percentage changes over year to June 1988

All-items 46
Food 28
Non-food agriculturals 14
Metals 95

With activity expected to continue to grow strongly, further rises
in non-oil commodity prices are likely during the second half of
1988 . 0il prices have not respunded to the strengthening of
activity and remain lower than one year ago.

4. So far rises in commodity prices have not been reflected in
any pick up in consumer price inflation. The weakness of
commodity prices in 1986 was never fully reflected in final prices
- Dbusinesses preferred to expand margins. Now that commodity
prices have recovered, margins appear to have been squeezed.

5 Latest figures show that consumer price inflation in the
major seven remains Jjust under 3 per cent. A modest pick up to
around 4 per cent is forecast for 1989 - especially in the US and

Japan where capacity wutilisation is approaching previous peaks.
There is a risk of higher inflation if:



i commodity prices are significantly higher than expected
(whether because demand is stronger or because of supply-side
factors - eg drought in the US);

ii. o0il prices, which have fallen in the last year, finally
respond to increased activity;

iii. rapid growth of 1liquidity outside the US (following large
scale intervention last year to support the dollar) feeds
more strongly into increased expenditures and thence
increased inflation;

iv. there is no tightening of US policy as rates of capacity
utilisation continue to increase.

6 The current account imbalances of the US, Japan and Germany
remain large, but have started to decline, particularly in
relation to GNP.

Table 4: Current Account Balances, $bn (% GNP)

1986 1987 Latest 12
months
Us -141 (-3.3) -161 (-3.6) -152 (-3.4)
Japan 86 (4.4) 87:.(3.6) 83 (3.3)
Germany 38 (4.2) 44 (3.9) 43 (3.6)
7k Following its rise over the 1last fortnight, the dollar's

exchange rate is now about 10 per cent lower against the yen and
sterling since the Louvre Agreement. But it is trading at broadly
the same rates against EMS currencies as it was in February 1987.

8. Short-term interest rates in Germany rose 1 percentage point

in the last two weeks in response to a tightening of policy by the
Bundesbank. Market rates in the US rose in March/April by about %
per cent. But in Japan interest rates have barely moved for over
a year.

IF2 DIVISION
HM TREASURY
6 July 1988
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TAX BURDEN

tOverall burden

l. Real increase in taxes 1978-79 to 1988-89:
£ billion
(1986-87 prices)

Taxes on income and capital (inc.North Sea ACT set-off) 11.3

North Sea taxes 1se9

Taxes on expenditure 21.1

Total taxes 34.3 i
NICs 8.9

Total taxes and NICs 43.2

2. Tax burden up more than 4 percentage points since 1978-79. Even if

stick to public expenditure planning totals, maintain a balanced budget,
and use the resulting fiscal adjustment to cut income tax, tax burden in
‘1990-91 still likely to be above 1978-79 level.

Total taxes (inc. LA rates) and NICS as a percentage of GDP at market

pPrices
inc.N.Sea excl.N.Sea*
1964-65 29.2 29.2
1973-74 33,2 33.2
1978-79 33.8 34.2
1981-82 39 .3 38.7
1987-88 (estimated outturn) 37.9 37.7
1988-89 (forecast) 37.9 5B
1991-92 (MTFS projections) 36.2 36.1

* Non North Sea taxes and NICs as a percentage of Non North Sea GDP.




Burden on individuals

3. Share of earnings taken in income tax and NICS up since 1978-79 for a
arried man on 67 percent or less of average earnings. Share for a man on
average earnings more than double that in early 1950s:

Percentage of earnings paid in income tax and NICs by a married man with
no children

Multiples of average

male earnings % % ik 2
1950-51 5.9 3.eD 121 23.5
1973-74 16 .2 22.5 25.6 28.2
1978-79 16.0 23.8 27.8 31.4
1988-89 i R L 23:3 26.0 27.8
4. Average nurse pays over £50 a week in income tax and NICS; average

teacher pays £75 a week.
£ per week
Tax and NICs as

Income tax a percentage
Earnings and NICs of earnings

Primary School teachers

(married; contracted out) 295 75:5 25%
Nurses (registered; single

contracted out) 195 50.7 26
Average mdle earnings

(married; contracted in) 245 63.6 26
5. Including indirect taxes, married man on average earnings still pays

nearly 40 per cent of earnings in tax and NICS:

Percentage of earnings paid in income tax, NICs and indirect taxes
(excluding LA rates) by a married man with no children

Multiples of average

male earnings % 1
1978-78 36.5 39.6
1988-89 37.1 39,3



6. Tax threshold for a married man lower relative to average earnings
than in 1973-74.

Income tax threshold as a percentage of average male earnings

Single Married
1950-51 28.6 45.7
1973-74 26.4 34.3
1978-79 20.4 J4.8
1988-89 20.5 32 .2

7. Tax cost of extra expenditure

Each £1.4 billion extra expenditure is equivalent to lp on basic rate in
1988-89 (£1.5 billion 1989-90).

Each £1.2 billion extra expenditure is equivalent to 1 percent point on
VAT rate in 1988-89 (£1.3 billion in 1989-90).

.International Comparisons

8. UK burden well above US and Japan, though below many EC countries.

Tax and social security
contributions as a percentage

of GDP 1986
UK a9.1
N=therlands 46.1.
France 45.1
Wast Germany 37.4
US4 41985) 29.2
Japan (1985) 28.0

[NB: These figures are on a receipts basis; those in paras 1-2 were on
an accruals basis.]

‘ 3



o ot o Despite basic rate cuts, UK starting tax rate still high by
international standards; UK threshold relative to average earnings about
average for developed countries, but well above US.

Starting tax rates and thresholds for a married man with no children.

Tax plus
Tax social security Threshold
rate (%) rate (%) £
UK (1988-89) 25 30 4095
Italy (1987) 22 28 3565
France (1986) 19 31 6330
West Germany (1987) 22 36 3370
Japan (1987) 11 20 4590
USA (1987) 11 18 4320

.ETS Division
6 July 1988
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Output

OUTPUT OF THE CONSTRUCTION INDUSTRY (1980=100)
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Output rose by 8% per cent in 1987 to highest level for
fifteen years, after severe slump in 1980 and 1981 (output
fell by cumulative 16 per cent) and only patchy recovery
over 1983-86 (average annual growth 2% per cent compared
with 3% per cent for total output).

Output likely to rise further 8-10 per cent-in 1988.

June DTI Investment Intentions Survey points to strong-
growth in new commercial building (manufacturing expected to -

be up 33 per cent, selected scrvice industries up 9 per -

cent).




‘ac ity Indicators

@ CAPACITY OF OPERATIONS EXPECTED CHANGE IN TENDER PRICES

Firms at full/almost full capacity
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- Building Employers Confederation (BEC) Survey (March 1988)
reported 70 per cent of firms operating at capacity,
compared with 47 per cent a year ago (see chart).

- Construction materials prices rising at 5%-6% per -cent - per —
annum, 1-2 per cent faster than manufacturing input prices.

- DoE statistics point to strong rise in tender prices; in
year to 1987Q2 (latest available) new tender prices rose by
12% per cent, after falling 3 per cent in 1986.

- BEC Survey (see chart above) indicates that 72 per cent of
firms expect to raise prices (52 per cent in March 1987).



. Material shortages

Stocks of bricks (relative to production and deliveries in
1987) lowest for fifteen years.

‘ - FT June 16 reports Blue Circle importing some cement and,
along with other producers, raising prices (copy attached)

- BEC Survey reports 64 per cent of firms citing material
shortages as causing delays, up 16 per cent on year earlier.

But only 5 per cent report serious delays.

Labour shortages

Construction Employment and Productivity (% changes)

Employment Productivity
1979 3.9 -3.1
1980 2 -6.6
1981 -5.4 -4.9
1982 -3.2 942
1983 0.2 3.9
1984 2.5 0.8
1985 -0.5 149
‘ 1986 -0.6 2.8
1987 4.2 4.0

FIRMS REPORTING DIFFICULTIES (%)

(Latest Figures only) LABOUR AVAILABILITY
90 Firms reporting difficulties
Brick- Carpen- Plaster-
layers ters ers
Scotland 43 56 01
Northemn 47 51 47
North Western 68 65 37 w
Liverpool T = 18 57 E
Yorkshire 70 66 59 =
Midland 85 85 80 S
Eastern 83 84 66 Q)
South Wales 43 4 48 .
South Western 85 88 72
Southern 86 84 71
London Q7 i 75
' Nat Contractors 93 86 78
Total 80 77 64

BRICKLAYERS
CARPENTERS - ——+——— -+ ——-
PLASTERERS s=—&—c——
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Friday.
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25 I attach, for you and the Chief Secretary, a complete set of

revised briefs (changes are sidelined).
attach copies of the pages affected by these changes.
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BRIEF A

UK ECONOMY : RECENT DEVELOPMENTS

(i) Retail price inflation

- Annual increase of 3.4 per cent in 1986, 4.2 per cent in
1987, and 4.4 per cent in first 9 months of 1988.

- Risen from 3.3 per cent in January 1988 to 5.9 per cent in
September. But excluding mortgags interest payments, rise

is from 3.7 per cent  in January to 5.2 per cent in
September.

l(ii) GDP_and components (1985 prices)

percentage changes from previous period

1981H1 to 198802 198802

1988H1 on on
average 1988Q1 1987Q2
annual rate
Consumers' expenditure 3% 3% 5% *
General government consumption il 0 0
Fixed investment 5 4 10%
Exports of goods and services 4 3% 3
Imports of goods and services 7% 7 14
GDP(A) 3 % 4
. i provisionally estimated to have risen by over 2 per cent between

1988Q2 and Q3 to level 5% per cent higher thar a year earlier.

(iii) Industrial production : in 3 months to August 1% per cent
higher than in previous 3 months, nearly 4% per cent up on a
i year earlier, and over 12 per cent higher than 1979 H1.

(iv) Manufacturing output: in 3 months to August nearly 3 per cent
higher than in previous 3 months, nearly 7 per cent higher tkan

' a year earlier, and 8% per cent up on 1979 H1l peak.
Manufacturing productivity up 7% per cent in year to 3 months to
August.

(V) Company sector

- Industrial and commercial company (ICC) profits (excluding
North Sea o0il companies) up 24 per cent in 1988H1 on year
earlier. More than trebled in nominal terms since 1980 and
more than doubled in real terms.

- For non-North Sea ICCs, profitability over 10 per cent in
1987. Manufacturing profitability over 9 per cent in 1987.
In both cases, risen every year since 1981, now highest
since 1969.
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Fixed investment :

per cent changes

1988Q2 on

1988Q1 1987Q2 1931Q1 1979H1

Total fixed investment 3.8 105 46.0 28.2
Manufacturing investment 9.5 L3k 41.8 3.0

(vii)

(viii)

(ix)

(x)

(x1)

(xii)

(xiil)

Construction output:

- Unchanged between 1988Q1 and Q2 but nearly 12 per cent
higher than year earlier.

- Construction orders in 3 mor.ths to September down
3 per cent on year earlier (if Channel Tunnel project

excluded).

-

Retail sales volume in 3 months to September 6 per cent higher
than year earlier.

Current account

- Deficit of £2.5 billion in 1987, around % per cent of GDP,
and £9.8 billion, 3 per cent of GDP, in first 9 months of

1988.

- Non-oil export volumes of goods (excluding erratics) in
1987 up 6% per cent on 1986. In 1988Q3 up 6 per cent on a

year earlier.

- Non-oil import volumes of goods (excluding erratics) in
1987 up 8% per cent on 1986. In 1388Q3 up 15 per cent on a

year earlier.

Employment up by over 2 million since March 1983; on rising
trend for over 5 years. Employees in employment risen for
21 successive quarters, by over 1 million in total.

Unemployment level : 2,267,000 (8.0 per cent of working
population) in September 1988. Seasonally adjusted total fell
6,000 in September; over last 12 months fallen by 505,000.
Fallen for 26 months in succession. Fallen in all regions over

past year.

Underlying rate of increase in average earnings risen from
8% per cent at start of 1988 to 9% per cent in August. This
rise mainly accounted for by high overtime payments and
performance-related bonuses, as well as effect of nurse's pay
settlement. But pay settlements have also edged up as labour
market conditions have tightened.

Unit wage and salary costs in manucfacturing in 3 months to
August up 0./ per cent on year earlier. In whole economy risen

4.4 per cent in year to 1988Q2.

P Patterson
EB Division (Ext 5207)
28 October 1988
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SECRET
until 1 November 1988
‘ then UNCLASSIFIED
B ECONOMIC PROSPECTS
‘ Factual
(i) - For main points of AS forecast, see table 1 at Annex.
- For comparisons with recent official forecasts, see table 2
at Annex.

(13) Qutput

percentage changes on year earlier

Outturn Forecast Forecast
1987 1988 1989

GDP (average measure) 4 43 3
GDP (A) excluding oil 4% 5 3%
Manufacturing output 6 7 4

NB: Rounded to nearest % per cent

(iii) Inconsistencies in national accounts: In year to first half of
1988 expenditure measure of GDP rose 2% per cent, compared with 4% per cent
for income measure and 6 per cent for output measure.

(iv) Comparison with independent forecasts:
percentage increase on Autumn Average of
. year earlier Statement independent forecasts
(October)
1988 1989 1988 1989
GDP 4% 3 357 2.4
Consumers' expenditure 5% 3% 5.4 3.0
Fixed investment 12 5% 9/ 453
Exports of goods and services 1% 5% s 4.6
Imports of goods and services 12 4 9.8 5+.6
RPI inflation (Q4) 6% 5 5%6 5.1
Current account (£ billion) -13 -11 -10.7 -10.6
PSDR (£ billion, financial
years) 10 not published 6::7 6.0%
* PSDR figures for 1989-90 published by independent forecasters

reflect various assumptions about tax changes in the Budget.

- 1.1 -
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until 1 November 1988
. then UNCLASSIFIED
(v) Fixed investment
£ billion percentage change
at 1985 prices on year earlier
1987 1988 1989
Business investment 41.1 13% 7%
of which: manufaiigring 10.1 18 10
Private dwellings (1) 15,2 13 2%
General government 8=l % 2%
Total fixed investment 64.2 12 5%

(1) excludes purchases/sales of council houses.

(vi) RPI inflation
percentage changes on year earlier
Veight Outturn Forecast Forecast
in 1988 1987Q4 1988Q4 1989Q4
Food 16% 3% 3% 3%
|Nationalised industries 5% 2% 7% 6%
Housing 15% 7 16% 7
|other 63 3% 43 4%
Total 100 4 6% 5
NB: Rounded to nearest % per cent.
(vii) Manufacturing unit labour costs growth kept down by rapid growth

of productivity. But forecast to rise in 1988 by % per cent.

Cvizi) Unemployment should continue to fall over next year, though
probably at slower rate than recently.

(1x) Balance of payments:
£ billion
Balances on Manufactures Other 0il Invis- Current
ibles balance
1987 -7% -7 4 7% -2%
1988 Partly forecast -13 -8 2% 5% -13
1989 Forecast -11% -7% 2 6 -11
(x) North Sea o0il prices and exchange rate assumed to remain close to
recent levels.
Positive
(1) Average annual growth likely to turn out at over3per cent in

8 years to 1989, compared with 2 per cent annual growth in 1970s. Seven
years to 1988 have seen combination of strong and steady growth not seen

since Var.

-1.2 -
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(ii) GDP growth likely to moderate to around 3 per cent in 1989, close
to average between 1981 and 1987.

(id41) 1988 and 1989 forecast to see substantial increases in fixed
investment.

(iv) Manufactured export volumes to rise over 8 per cent in 1989, in

line with projected growth of world trade.

(v) Healthy growth of manufacturing productivity.
(vi) Unemployment should continue to fall over year ahead.
S g
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TABLE 1
ECONOMIC PROSPECTS: SUMMARY

Per cent changes on a year earlier unless otherwise stated

Average errors

Forecast from pas
1987 1988 1989 forecasts
GDP and domestic demand at
constant prices
Domestic demand 4% 6 3 1k
of which:
Consumers' expenditure o 5% 3% 1%
General government
consumption 1 % -% %
Fixed investment 5% 12 5% 2%
Change in stockbuilding 0 0 0 %
(as a percentage of GDP)
Exports of goods and services 5k 25 5% 2%
Imports of goods and services 7% 12 4 2%
Gross domestic product 4 4% 3 %
Manufacturing output 6 7 bk 2
Balance of payments current
account (£ billion) -2% -13 -11 4%
Inflation
Retail price index (Q4 on Q&) 4 6% 5 1%
GDP deflator at market 5% 6% S 13
prices (financial year)
Money GDP at market prices
(financial year) 10 51 5 8 1%
£5pil] ion 424 471 508
PSDR (financial year)
£ billion 3% 10 3
as a per cent of GDP % 2 %
i: The errors relate to the average differences (on either side of the

central figure) between Autumn Industry Act forecasts and outturn
over the last ten years and apply to the forecasts for 1989, except
for the PSDR where they apply to the forecasts for 1988-89.

gl R
wpu
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TABLE 2

SECRET

until 1 November 1988
then UNCLASSIFIED

Comparisons of official forecasts

¢'.’ wpu

(a) Output (Non-o0il in brackets)
per cent change on year earlier
1987 1988 1989
GDP
- 1987 Autumn Statement 4 (4%) 2% (3) not app
- 1988 FSBR 4% (5) 3.4, 3%) 2% (3)*
- 1988 Autumn Statement &A% 4% (5) 3 i (-35)
Manufacturing output 1987 1988 1989
- 1987 Autumn Statement 5 3% not app
- 1988 FSBR 5% 5 3%%
- 1988 Autumn Statement 6 7 4%
* 1989H1 only
(b) Inflation per cent change on year earlier
RPI 1987Q4 1988Q4 1989Q2 1989Q4
- 1987 Autumn Statement 4 b not app not app
- 1988 FSBR 4 4 & not app
. - 1988 Autumn Statement 4 6% not app 5
GDP deflator 1987-88 1988-89 1989-90 1990-91
- 1987 Autumn Statement 4% 4% 3%% 3%
- 1988 FSBR 5 b bk %%
- 1988 Autumn Statement 5% 6% 5 3%
* assumption
- 1.5 -



eb.ph.sjp./10.57

‘BRIEF c

SECRET

FISCAL PROSPECTS AND THE PSBR

Factual

a) Changes to PSDR_forecast for 1988-89 since Budget

£ billion
General government expenditure -2.0
of which: Planning total -3.2
Debt interest +0..2
*
Other adjustments +1..0
General government receipts +37%
of which Non-North sea receipts +3557
North Sea revenues -
Public corporations market and
overseas debt repayment +0.8
PSDR +6.6
Lower GGE due to lower planning total - mainly reflecting lower social

security expenditure as result of falling wunemployment, higher 1local
authority receipts from right-to-buy sales, and higher privatisation

proceeds.

Higher receipts mainly due to higher economic activity than forecast at

Budget time.

*
Adjustments to move from the planning total to GGE. There are three types

of adjustment:

(a) to deduct market and overseas debt repayment by public

corporations (not included in general government);

(b) to move cash transactions onto the national accounts basis (eg VAT

refunds and capital consumption);

(c) to include transactions excluded from the planning total for
control purposes, but counted as expenditure in the national

accounts (eg expenditure by OFTEL and OFGAS).
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SECRET
’ Historical statistics on PSBR
PSBR excluding
PSBR Privatisation_proceeds PSFD__ (3)
Cash Real terms Ratio Cash Ratio Cash Ratio
£ billion (base year to GDP £ billion to GDP £ billion to GDP
. 1987-88 (per cent) (per cent) (per cent)
prices)
(£ billion)

1948 -0.3 -2%
1949 -0.3 -2%
1950 -0.4 -2%
1951 0'k2 1%
1952 0.8 8.6 5 0.8 5 0.6 3%
1953 0.6 6.2 3% 0.6 3% 0.7 4
1954 0.4 3.9 2 0.4 2 0.4 2%
1955 0:5 4.7 2% 0.5 2% 0.4 2
1956 0.6 5.4 2% 0.6 2% 0.5 2%
1957 0.5 4.4 2% 0.5 2% B%S 2%
1958 0.5 4.3 2 a.5 2 0.4 2
1959 0.6 4.9 2% 0.6 2% 0.6 2%
1960 0.7 6.0 2% 0387 ¢ 2% 0.7 2%
1961 07 5.8 2% 0.7 2% 0.7 2%
1962 0.5 4.3 1% 0.5 1% (0] 451 1%
1963 0.8 6.4 2% 0.8 2% 0.8 2%
1963-64 1.0 8.0 3% 1.0 3% 14 3%
1964-65 0.9 6.8 2% 0.9 2% 0.8 2%
1965-66 0.9 6.7 2% 0.9 2% 0.6 1%
1966-67 oL 7.8 3 1 | 3 1.0 2%
1967-68 2.0 13.4 5 2.0 5 12 4%
1968-69 0.4 253 % 0.4 % 0.4 %
1969-70 -0.6 -3.6 -1% -0.6 -1% -0.8 -1%
1970-71 0.8 &3 1% 0.8 1% -0.2 -%
971-72 1.0 4.9 1% 1.0 1% 0.7 1%
1972-73 2.4 1.4 3% 2.4 3% 2.0 3
1973-74 4.3 19.1 5% 4.3 5% 355 4%
1974-75 8.0 29.4 9 8.0 9 6.0 6%
1975-76 10.3 30.1 9% 10.3 oY 8.1 7%
1976-77 8.3 2105 6% 8.3 6% 7.4 5%
1977-78 5.3 12741 3% 5.9 4 6.6 4%
1978-79 9.2 18.8 5% 9.2 5% 8.3 4%
1979-80 9.9 174 4% 10.3 5 8.1 4
1980-81 1255 18.6 5% 12.9 5% 1136 5
1981-82 8.6 1.6 3% 9.1 3% 5.5 2
1982-83 8.9 113 3% 9.4 3% 8.4 3
1983-84 9.7 157 3% 10.9 3% 1147 3%
1984-85(1) 10.1 1126 3 12.3 3% 13.% 4
1985-86(1) Sl 6.2 1% 8.4 2% 7.6 2
1986-87 3.4 36 1 7:9 2 8.7 2%
1987-88 -3.6(2) -3.6 -% 1.5 % 1.4 Y%
1988-89 -9.8 -9.2 -2 -3.8 -% -4.3 -1
Average

1974-75 to

1978-79 8.2 22.4 6% 8.3 6% 7.3 5%
Average

1979-80 to

1987-88 T3 9.8 2% 9.2 3% 8.5 3
(1) If adjusted for coal strike, PSBR and PSFD ratios to GDP roughy 0.9 per cent

Lower in 1984-85 and 0.2 per cent Lower in 1985-86.
‘2) Qutturn to September surplus of £3.7 billion.
3) Public Sector Financial Deficit.
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c) 1988-89 PSBR Outturn to date (monthly figures)
PSBR excluding privatisation proceeds April - September £4% billion lLower than in same period of 1987-88.

SECRET

April to September  Outturn £ billion
' 1988-89 1987-88 Difference
PSBR - 3.7 1.9 - 5.6
PSBR excluding 1.2 5.8 - 4.7

privatisation proceeds

CGBR (0) - 3.3 271 -
LABR - 0.5 - 0.5
PCBR - 0.5 - 0.7 + 0.2
d) Non-oil tax revenues buoyant so far in 1988-89. oOutturn figures for 6 months, April to

September (latest available data):
£ billion % change on

year earlier

Inland Revenue receipts 28.9 5
Customs and Excise receipts 23:D 13

e) Share of Non-North Sea Taxes and National Insurance Contributions in Non-North Sea GDP

1978-79 1987-88 1988-89
. (Projection)
34.2 37.8 37.2

Forecast of Taxes and NICs in 1988-89

£ billion
1988 1988 Difference
Budget Autumn
forecast Statement
Income Tax 42.1 42.8 +0.8
Non-NS Corporation Tax 17.3 17..4 +0.1
VAT 26.2 27.3 +1.1
Stamp duties 2.0 2.4 +0.4
Other Non N Sea Taxes 50.3 50.6 +0.3
NICs 31.6 328 +0.6
Non North Sea
Taxes and NICs 169.5 10257 +3.3

' North Sea Revenues 3.3 3.3 -
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f)

SECRET

International Comparisons

General government financial deficits as percentage of GDP (deficit shown as a positive number).

Source:

1979 1986 1987 1988
US(1) - 0.5 3.5 23 2%
Japan(1) 4.7 1.4 0.4 0
Germany(1) 2.5 1.2 b ol 2
France Q.7 2.9 2.4 2%
Italy 10.1 V.6~ 105 10
Canada(1) 2.0 5.5 4. 3%
UK(4) 33 2.4 1.6 -%
G7 7 Sit 2.4 2
EC(Z) 3.0 4.8 4.2 3%
OECD(S) 1.8 5.4 2.5 2%

IMF  ‘'World Economic Outlook', October 1988 for 1987 and 1988, EC Annual Economic Report

October 1988 for EC totals, and for OECD 1979, 1986 and OECD totals.

1) As percentage of GNP

(2) EC(8) before 1980. EC(12) after 1980.

(3) Covers 18 of 24 members

(4) 1988 - Autumn Statement forecast

Positive

) b First t%me since beginning of 1950's that public sector debt repayment in two
consecutive years.

2. PSDR in 1988-89, at 2 per cent of GDP, expected to be highest since beginning of 1950's (the
earliest date for which figures on this basis are available).

3. Even excluding privatisation proceeds, PSDR as a percentage of GDP expected to be higher than
any year since early 1950's with single exception of 1969-70.

4. Reaping rewards of sticking to our policies of firm expenditure control , within framework of
MTFS.

S+ No other major country has budget surplus (Japan close to balance). ALl others have deficits

of at lLeast 2 per cent of GDP.
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octstl.28

: . D NATIONAL INSURANCE CONTRIBUTIONS

FACTUAL

1 Main announcements

a. Class 1 rates for employed persons to remain unchanged

b Lower earnings limit up from £41 per week to £43. Upper
earnings limit up from £305 per week to £325. Relationship
between LEL, UEL and basic pension set by statute.

& Limits for reduced rate bands up from £70, £105 and
£155 per week to £75, £115 and £165.

d. Treasury supplement (currently 5 per cent) to be
abolished, subject to Parliamentary approval, reducing fund
income by £1.6 billion.

e. National Health Service allocation increased from
0.95 per cent to 1.05 per cent for employees and from
0.8 per cent to 0.9 per cent for employers. An extra

£350 million of planned NHS spending will be finarced from
NICs rather than taxation.

Positive

: (8 No increase in class 1 contribution rates for the sixth year
running.

ii. Most employees and employers pay little or no more as a
result of changes. Low paid employees and th2ir employers will
pay less, by up to £2.30 each per week, because of increase in
ceilings for reduced rate bands and rise in LEL.

Defensive

1rs Why is Treasury Supplement being abolished?

- Supplement not needed in view of high income from
contributions and healthy state of NIF.

- General taxation still financingy non-contributory
benefits at a cost of £20 billion.

- Contributory benefits should be financed by
contributions not taxpayers.

ii. Surplus should have been used to raise benefits: National
insurance benefits are all being maintained in real terms. Also
plans include strong growth in spending on non-contributory
benefits.




octstl.28

CONFIDENTIAL

NATIONAL INSURANCE CONTRIBUTION RATES 1989-90

Summary of proposals

ANNEX

Proposed
1989-50

Present
1988-89
Employer's Class 1
(contracted in) 10.45%
Employee's Class 1
(contracted in) 9%
Opted-out married
women 3.85%
Lower earnings limit
(Class 1) £41
Upper Earnings limit
(Class 1) £305
Low-paid earnings £70
brackets £105
£155
Rates payable within 5%
low paid brackets 7%
9%
Class 2 (self employed) £4.05
Small earnings exception £2,250
Class 3 (voluntary) £3.95
Class 4 (self employed
profits related) 6.3%
Lower profits
limit (Class 4) £4,750
Upper profits £15,860
Note: Contracting out rebates

9%

3.85%

£43

£325
£75
£1:15
£165
5%
7%
9%
£4.25
£2,350

£4.15

6.3%

£5,020
£16,5900

+£2

+£20

#£5
+£10
+£10

+20p
+£100
+20p

+£300
+£1,040

remain at 3.8 per cent for
employer and 2 per cent for the employee.

the
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.BRIEF E: INTERNATIONAL COMPARISONS

1. GDP/GNP_growth

. - Growth in UK expected to be above major seven average and EC
average in 1988 as in 1987. Growth in G7 and EC expected to
moderate in 1989 with UK close to average.

Percentage change from
year earlier

1987 1988 1989
(estimate) (forecast)

United Kingdom 4.2 4 3
United States 3.4 4 2%
Japan 4.2 5% 4%
Germany f P 3 2
France 242 3 2%
Italy 31 3 2%
Canada 38 4 3%
Major Seven 33 4 3
EC 255 3% 2%

Note: IMF estimates and forecasts except UK
(Autumn Statement) and EC (European Commission).
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. 2. Inflation

CONFIDENTIAL

- UK inflation rate highest in major 7.

UK only one of major 7

(apart from Canada) to include mortgage interest payments in
inflation measure. UK figures excluding mortgage interest given
below.
Inflation Rates of Other Major 7 Countries and EC
Percentage change from year
earlier
December September 1988 1989
1987 1988 (estimate) (forecast)
UK 31 59 3 (see below)
United States 4.4 4.2 4 43
Japan 0.4 0.6*% 1 1%
Germany 3.0 1.4 1% 2%
France 3.1 3.0 2% 2
Italy 5.0 4.8 5 9
Canada 4.2 4.1 4 3%
Major Seven 3.4 3.2*% 3% 3%
EC 33 3.6™ 3% 3%
Note: IMF forecasts of consumer price inflation except EC, and
UK (Autumn Statement)
* August 1988
UK Retail Price Inflation
1988 September 1988 Whole Year 1988Q4 1989Q4
All Excl All Excl All Excl All Excl
items MIPs¥* items MIPs* items MIPs* items MIPs~*
5.9 5ig 5 4% 6% 5 5 5

* Excluding Mortgage Interest Payments.
Note: Autumn Statement estimate for 1988

198904

2

and forecasts for 1988Q4 and
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3. Productivity Growth

- Since 1980 productivity growth in UK manufacturing highest
among G7.

- Since 1980 whole economy productivity growth in UK about same
as Japan, and higher than any other G7 country.

Manufacturing Whole Economy
productivity productivity
1980-87 1980-87

United Kingdom 53 267
United States 4.1 0.9
Japan 23 2.8
Germany 2.0 R
France 2.5 139
Italy 3.7 18
Canada 3.2 1.5
Major Seven 3.4 " iy

Source: OECD, IMF, CSO

4. Current Account

- UK deficit for 1988 expected to be about the same as US when
expressed as percentage of GDP, but US deficit at or angg 2% per
cent of GDP since 1984.

$ billion (per cent of GDP)

1988

1986 1987 (estimate)
United Kingdom 0 (0) - 4 (-%) - 23 (-2%)
United States -141 ( 3%) -154 (-3%) -129 (-2%)
Japan 86 ( 4%) 8/ ( 3%) 78 ( 2%)
Germany 38 ( 4%) 44 ( 4 ) 45 ( 3%)
France 3L %) - 4 (- %) - 3 (- %)
Italy 3 48 0 (0¥ seri3 (2%
Canada - 7 (-1%) - 8 (-2) - 9 (-1%)
Major Seven - 20 (-1%) =38 (- %)y . - 39 (- %)

Source: IMF forecasts except for UK (Autumn Statement).
3
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S Overseas Assets and Reserves

- Of the major countries UK has highest net stock of

assets

as

as a percentage of imports.

Net stock of
Overseas Assets

Foreign Exchange Reserves
(minus Gold)

overseas

a percentage of GDP and only Japan has higher reserves

in 1987
$ Billion $ of GDP Aug 1988 % of 1987 Imports
$ billion

UK 160* 24 42 27
us -380 -9 37 9
Japan 240 10 89 60
Germany 160 14 59 26
France -10 -1 29 18
Italy -40 -6 31 25
Canada -10 -2 13 15
Source: Bank of England, IMF.
*£90 - billion

6. Interest Rates

3 month rates in all the major countries have risen since June.

Long run rates have changed very little.

3-month rates 10-year bond yields
One Year June 28.10.88 One Year June 28.10.88
ago - 1988 ago 1988

UK 9.2 8.8 12.0 9.6 9:5 9.6
uUs =4 7.6 8.5 8.9 9.2 8.9
Japan 4.8 4.1 4.5 5.2 8.1 4.9
Germany 4.6 3.9 4.9 6.9 6.6 6.3
France 8.2 7.4 8.1 10.2 9.0 8.6
Italy 12.0 311 : % P 11.2 10.5 10:.7
Canada B.3 9.3 10.4 10.7 100 9.9
Major Seven 7.2 6.9 gt 8.4 Bs3 8.1
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Long Term Projections

This note presents fiscal projections up to the year 2000-01,
updating those submitted to the Chief Secretary and the Chancellor
by Mr Anson on 19 December 1988. Three alternative cases are

considered:

- case A illustrates the implications for the tax burden if
the real rate of growth in public spending over the next
three years provided for in this year's White Paper were to
continue after 1991-92;

- ~case B calculates the rate of spending growth that would
be consistent with a tax burden returning to its 1978-79
level by the mid-1990s;

- and case C calculates the rate of spending growth that
would be consistent with a constant tax burden.

2% None of these three cases is of course meant to describe
current policy or prescribe what policties should be. The
projections are intended simply to illustrate a range of possible
trade offs between spending growth and lightening the tax burden.

Assumptions

3. In cases A and B the cash figures for 1989-90 to 1991-92 for
expenditure on programmes and for general government expenditure

overall are the same (within the margin of rounding to £1 billion)
as 1in the 1988 Autumn Statement, the 1989 PEWP and the 1989 MTFS.
The fact that inflation is now expected to be higher than was
projected when these cash plans were made will tend to make them
more difficult to achieve. On the other hand the outturn for
1988-89 was lower than expected, which permits a somewhat faster
growth of cash expenditure in future years (see paragraph 13).

4, We have not used in the projections the MTFS figure for
general government expenditure in 1992-93 as this was constrained
to a rather low rate of growth - 1 per cent in real terms. Using

CONFIDENTIAL
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this figure would exaggerate the scope for tax reduction (a
problem we dealt with in the MTFS by shading down the pre-fiscal
adjustment revenue projection for 1992-93).

B, Up to 1992-93 the PSDR path is as in the 1989 MTFS; from
1993-94 the budget is balanced. The December exercise assumed an

early return to balance by 1990-91 (as in the 1988 MFTS).

6. Privatisation proceeds are constant in nominal terms at

£5 billion a year (as in the December exercise).

15 0il revenues are as projected in the MTFS up to 1992-93 and

thereafter as in last December's exercise. They continue
gradually to decline up to the late 1990s and then stabilise at a
comparatively low level (0.2 per cent of GDP).

8. Up to 1992-93 debt interest is as published in the MTFS;
thereafter it has been projected using similar methods to those

used in previous 1long term exercises. With real interest rates
declining and the net stock of government debt declining in
relation to GDP as GDP grows, net debt interest declines from
2% per cent of GDP in 1988-89 to 1% per cent in 1992-93 and only
% per cent in 2000-01.

4 The economic assumptions are the same as for the MTFS up to
1992--93; thereafter

- output grows by 2% per cent a year: the assumed slowdown
from the 2% per cent trend assumed in the MTFS reflects
slower growth in the labour force with no offsetting
acceleration in productivity.

- inflation continues to decline till 1997-98 when price
stability is reached

- real interest rates fall to 3 per cent by 1997-98.

CONFIDENTIAL
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These assumptions are the same as for last December's exercise.

10. The basic assumptions underlying the projections are
therefore mostly similar to those used in the December exercise.
However the estimated outturn for 1988-89, the base from which the
projections are made, has changed substantially. The unexpectedly
large PSDR in 1988-89 gives increased scope eventually to lower
taxes (from a higher initial level) or raise expenditure (from a
lower level). But with the return to a zero PSDR now assumed to
be much more gradual, the tax cuts or expenditure increases have

to be spread more gradually over a longer run of future years.

11. Finally it should be noted that the projections make no
allowance for the effect of the replacement of local authority
domestic rates by the Community Charge. This will cause a step
increase in 1990-91 in the recorded ratio of public expenditure to
GDP by reducing the money value of GDP at market prices.

Results

12. Table 1 summaries the results of the three cases for selected
years. More detailed tables of annual figures to 2000-01 are
attached to the end of this note.

13. Case A shows the implications for the tax burden of real
expenditure on programmes growing at a rate of 3% per cent a year
after 1991-92. This is the average real rate of increase in the
planning total excluding privatisation proceeds over the three
years to 1991-92 projected in the 1989 PEWP. 1In the 1989 MFTS the
same cash expenditure figures for 1989-90 to 1991-92 imply
slightly faster average real growth of 3% per cent over the three
years as a whole, in spite of higher inflation, because of the
lower outturn for 1988-89.
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!ole 1: Long term fiscal projections: summary of three cases.
1978-79 1988-89 1991-92 1993-94 1996-97

‘ Real expenditure on programmes growing by 3% per cent a year

Spending on programmes:

cash (£ billion) 65,7 15757 196.6 2193 248.7

real terms* 128.3 147.1 162.6 1 190.8
GGE excl privatisation proceeds:

per cent of GDP 43.2 39.4 38.6 38.4 38.6
Non-oil tax burden:

per cent of non-oil GDP 34.3 37.4 368 35.4 36k

Tax burden returning to its 1978-79 level

Spending on programmes :

cash (£ billion) 65.7 1577 196,.6 215.4 236.4

real terms¥* 122:3 147.1 162.6 170.2 381e3
GGE excl privatisation proceeds:

per cent of GDP 43.2 39.4 386 398 36.8
Non-o0il tax burden:

. per cent of non-oil GDP 34.3 37.4 36,1 34.8 34 .3

Tax burden constant at its 1988-89 level
Spending on programmes :

cash (£ billion) 65.7 15757 203.8 231.6 25749

real terms* 223 147.1 168.6 183.0 1978
GGE excl privatisation proceeds:

per cent of GDP 43.2 39.4 39+9 40.4 29.9
Non-oil tax burden:

per cent of non-oil GDP 34.3 37.4 37.4 37.4 37.4

*1987-88 prices
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14. Up to 1993-94 the non-oil tax burden falls substantially.
The disproportionately fast growth in spending on programmes and,
to much lesser extents, the declines in oil taxes and
privatisation proceeds as percentages of GDP are tending to raise
the non-oil tax burden. But these factors are much more than
offset by the reduction in the PSDR and the decline in debt
interest. From 1993-94, when the budget is balanced and the debt
interest burden is declining more slowly, the tax burden gradually

rises.

15. Case B shows the levels of expenditure on programmes that
would be consistent with continuing to reduce the non-oil tax
burden after 1993-94. To get the non-oil tax burden back to its
1978-79 level by 1996-97 would require real expenditure on
programmes to grow no faster than 2.2 per cent a year between
1991-92 and 1996-97.

16. Finally, case C shows the levels of expenditure on programmes
that would be consistent with holding the tax burden constant at
its present (1988-89) level. Merely holding the tax burden
constant would allow rapid growth in real spending on programmes
of 4.5 per cent a year over the next five years. But after
1993-94 the picture alters. Between then and 1996-97, real
expenditure on programmes must grow no faster than 2.6 per cent a
year, ie. jdst fractionally faster than real GDP, if a rise in the
tax burden is to be avoided. The decline in net debt interest is
tending to permit a faster rate of growth in spending on
programmes but this is largely offset by declining privatisation
proceeds and oil revenues (as percentages of GDP). The conclusion
that for a flat tax burden to be maintained after 1993-94 real
expenditure on programmes must grow about in line with GDP holds
for any reasonable assumption about GDP growth. Thus were 3 per
cent a year GDP growth assumed, real expenditure on programmes
could also rise by about 3 per cent a year without raising the tax

burden.
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bring the PSDR back to
over this period for a
programmes without any
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is therefore quite simple. Assuming we
zero between now and 1993-94, there is room
fast rate of growth in real spending on
rise in the tax burden. Thereafter the tax

burden will rise if expenditure on programmes rises faster than

GDP.

D SAVAGE
MP1

CONFIDENTIAL




TERMS (BILLION)

PLANNING
TOTAL
EXCL PP
1973-74 293
1978-79 65.7
1986-87 143.8
1987-88 150.9
1988-89 1371
1989-90 172.0
1990-91 184 .4
1991-92 196.6
1992-93 208.3
1993-94 219.3
1994-95 229:9
1995-96 25937
1996-97 248.7
1997-98 256.8
1998-99 265.2
1999-00 275.8
2000-01 282.7

PER CENT OF GDP
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1994-95 39
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1996-97 35.6
1997-98 33518
1998-99 36.1
1999-00 36.4
2000-01 36.6
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Annex: Comparison with December results

(1)

(i1)

Up to 1991-92

1% The conclusion of the December exercise was that, on
the assumption of a =zero PSDR after 1989-90 and with
% per cent a year growth in real spending on programmes, the
non-oil tax burden would fall by 1% per cent of GDP between
1988-89 and 1991-92. On a similar assumption about spending
on programmes, the present exercise shows a smaller decline
of 1% per cent in the tax burden though with a PSDR still
1 per cent of GDP in 1991-92. A detailed comparison is given
in the attached table.

after 1991-92

2% In December we calculated that for a flat tax burden
to be maintained after 1991-92 real spending on programmes
must grow about in line with GDP. On the PSDR path now being
assumed, real spending on programmes could continue to grow
faster than GDP up to 1993-94, when budget balance is
reached, without raising the tax burden. Thereafter, as in
the December exercise, a flat tax burden would require an
approximately flat ratio of spending on programmes to GDP.
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. Comparisons of December projections and those in Case A

Percentages of GDP

Levels Changes
1988-89 1991-92 1988-89 to 1991-92

December exercise
Total GGE 38.4 38.0 - 0.4
Total receipts 40.1 38.0 =120l
PCMOB - 0.4 0.0 0.4
PSBR - 2.1 0.0 2
Spending on programmes* 33.9 34.6 0.7
Tax burden** 6 g 35.4 - 1.8
Case A

‘ Total GGE 3749 37.8 - 0.1
Total receipts 40.4 38.8 - 1.6
PCMOB - 0.4 0.0 0.4
PSBR ~ Y - 1.1 1.8
Spending on programmes* 33.4 34.4 1.0
Tax Burden** 37.4 36.1 ~.1e3

* Planning total excluding privatisation proceeds.
** Non-oil taxes as per cent of non-oil GDP.
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PROSPECTS FOR THE SURVEY
In preparation for your forthcoming talk with the Prime

Minister, Mr. MacAuslan has been pulling together the results of
your talks with individual expenditure divisions.

summarised in his minute of 8th May (flag A).

The outcome is

Long-term projections of tax burden

25 As background to this, Mr. Savage has also updated the long-

term fiscal projections which you last saw in January. note

His

at flag B summarises the results. For continuity with the
projections you have seen earlier, this is still written in terms
of GGE and the old definition of "spending on programmes". This

familiar presentation is more helpful in giving one a feel for the

difficulty of the decisions which may be involved, bnt for the
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purpose of the next Autumn Statement the key figures are those for
GGE. Also for convenience, I use below the term "GGE ratio" as
shorthand for the ratio of GGE (excluding privatisation proceeds)
to GDP.

3. The note illustrates the prospects by examining three
alternative scenarios (none of which, of course, 1is meant to
represent a policy prescription). The first of these (case A)
shows the result of holding to the Autumn Statement cash totals
and continuing thereafter the same real growth in spending on

programmes (3% per cent as in the Autumn Statement). This
produces a reduction in the non-oil tax burden so long as the PSDR
declines; but a gradual increase in the tax burden, and in the
GGE ratio, from 1993-94 onwards. The non-o0il tax burden bottoms

out at 35.4, which is still higher than in 1978-79.

e The second scenario (case B) therefore examines what action
would be needed on expenditure in order to get the non-oil tax
burden back to its 1978-79 level. To achieve that by 1996-97,
starting from the Autumn Statement cash figures for the first two
years, requires a slower real growth of programmes (2% per cent)
thereafter. what might seem not too ambitious a target for the
tax burden therefore requires very rigorous action indeed on
expenditure by the standards of past Surveys.

55 The third scenario (case C) simply computes the expenditure
protile consistent with a level non-oil tax burden from 1988-89
onwards. This would leave headroom, compared with the Autumn
Statement, of roughly £3% billion next year and £7 billion the
year after. In the later years, however, the long-term growth of
programmes would still need to moderate to around 2% per cent.
This scenario is purely an illustrative case and in no sense a
satisfactory policy outcome, since it would not reduce the non-oil
tax burden at all, and the GGE ratio would rise at once. But it
does show how little room for relaxation there is if there is to
be any significant reduction in the tax burden at all.

SECRET
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Survey background

6. One further technical point needs to be mentioned at this
stage. For the reasons explained in Annex C to Mr. MacAuslan's
note, the introduction of the Community Charge will produce a step
change in the figures for GDP, causing the GGE ratio to be nearly
% of a percentage point higher in 1990-91 and later years than it
would otherwise have been. Clearly we could not also offset an
increase of that size in the Survey, and it will therefore need to
be explained in the Autumn Statement as a technical adjustment.
This will further complicate what will anyway be a difficult
presentation. But except where it is specifically mentioned, the
discussion below leaves it out of account and concentrates on the

underlying trend.

e Given the policy to maintain a declining GGE ratio - in ‘the
medium term, one approach to this Survey would be to ask what
headroom would be available before the GGE ratio would be held
simply at its 1988-89 level. As the 1988-89 ratio has now
probably slipped down to 39%, this comes out at rather over £2
billion next year and £4 billion the year after. In order to
maintain a continuing decline in the GGE ratio, the 1increases
conceded in the Survey therefore need to be significantly less
than those amounts, plus whatever can be released from the

Reserve.

8 The shortfall in 1988-89 was quite exceptional and unlikely
to be repeated (see Mr. Richardson's first report of 5th - May.  'on
the prospects for the current year). To some extent this
unexpectedly successful outcome reflected the rapid growth of the
economy in the past two years. The GGE ratio currently envisaged
for 1989-90 is 2% percentage points lower than was envisaged in
the 1987 Autumn Statement. It would not therefore be surprising
if the ratio were to flatten out in the next year or two as the
economy slows down; and even some slight increase could still
imply a creditable performance by comparison with previous plans.
It may prove necessary in the Autumn Statement to recognise that
the 1988-89 ratio was aberrantly below trend and therefore that
the ratio may not show a continuous decline in every year. But
in that case it will be all the more important to demonstrate an
adequate decline over the medium-term.
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Possible Survey outcomes

9. Against that background, Mr. MacAuslan's analysis suggests
that a realistic outcome of the Survey might be increases in GGE
of. £5%.. billion; .~ E6% sbillion and £9% billion. The individual
components are, of course, at this stage not precise. But the
totals are disturbing. These figures would produce a run of
figures for the GGE ratio as follows:

GGE (excluding privatisation proceeds) as percentages of GDP

1987-88 1988-89 1989-90 1990-91 1991-92 1992-93

FSBR 41% 39% 39% 39 38% 38
New figures:

(a) underlying
trend 41% 39% 39% 40 39% 39%

(b) after
"community
charge
effect"

(para 6
above) 413% 39% 39% 40% 40% 40%

10. We shall need to look more carefully at all the components
of this when we have scrutinised the bids. For example, Mr.
MacAuslan has assumed drawing down the Reserve by £3% billion in
each year, which is what we would have done under the old planning

total regime. As he says, it would be possible to draw down the
Reserve by rather more than that, consistently with the submission
on the new planning total which we gave you last month. On the

other hand, the local authority figures, outside the new planning
total, could turn out worse.
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11, Even so, an outcome of the order which Mr. MacAuslan
describes is much too close to Casc C (in paragraph 5 above) for
comfort. And the GGE ratios, even after explaining away the

technical point about the community charge and presenting the
1988-89 figure as aberrantly low, would still be much less good
than those in the FSBR.

X2, In the Survey itself, and in the local authority discussions
in the Summer, we shall therefore need to do what we can to
improve on the possible outcomes which Mr. MacAuslan has brought
together in his note. In particular, having already got below
the 40 per cent barrier, you will not want to show the ratio
exceeding that figure again (apart from the technical adjustment);
and even if the ratio in the first Survey year turns out higher
than in 1988-89, you will want to show some subsequent decline
through the three years of the Survey. '

13 At your meeting with the Prime Minister next week you will
want to bring out how limited the room for manoceuvre will be.
She 1is already aware that departments will feel encouraged by the
large PSDR to submit bigger bids although this would ignore the
need for fiscal caution if inflation is not to be rekindled. Mr.
MacAuslan will be letting you have a short draft minute to send to
her later this week, taking account of any immediate reactions
which you may have to these papers - which you may in any case

want to discuss with us.

J. ANSON

SECRET
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1989 PUBLIC EXPENDITURE SURVEY

You and the Chancellor are to meet the Prime Minister on 17 May to
discuss the prospects for the Survey. This note offers, as
background, an assessment of the prospects in the 1light of the

meetings you have held with divisions.

2. Annex A shows a guess at the possible additions in the 1989
Survey, based on divisions' assessments and the outcome of the
meetings we have had with you. This 1is obviously very
speculative, especially since the bids are not yet in.

3 Annex B shows, for comparison, the figures emerging from the

1988 Survey.

Bids

4. The bids in the 1989 Survey may be on a similar scale to
those submitted last year. The fiqures in Annex A summarise the

extent to which divisions think bids may need to be conceded.

DE Of the £7 billion total for 1990-91, about €1 billion reflect

commitments already made. This category includes

- £400 million for the change to the pensioners' earnings

rule,
- £200 million for poorer pensioners,
- £100 million for community charge benefits,

- £115 million for student loans.

AUSLH



SECRET

6. Another £3 billion or so reflects bids which, if made, would
be extremely difficult to resist. This includes:

- about £400 million for the effects on social security of
revised economic assumptions (principally higher inflation)

and estimating changes;

- about £400 million for electricity exit EFLs (very

speculative);

- about £200 million each for the roads review and for coal

restructuring;

- around £%-1 billion for health (to cover the effects of the
1989 Review Body awards, the costs of the NHS review, service
development, extra capital investment and possibly community

care).

7 The other main items for 1990-91 in Annex A include
- £1 billion for RSG and NNDR,
- some £X billion or more for housing and other
environmental bids,
- about €% billion for territorial formula
consequences,
- about €% billion each for other transport
investment, prisons and courts etc, and education
bids.

8. Finally, we may need to provide for substantial increases for

self-financed 1local authority expenditure, outside the new
planning total, but within GGE.

SECRET
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Assessment

Y Four main points emerged from your recent round of meetings:

(a) the main additions for 1990-91 seem likely to be on
health, social security, and grants 10/0) local
authorities (about £1 billion each).

(b) significant infrastructure bids are building up
within the Survey period, especially on transport.
The health increases also build up quickly. These
increases are likely to continue to escalate beyond
the Survey period, causing difficulties in later
Surveys. To a large extent they reflect decisions
already taken (at least in principle).

{C) substantial increases may again be necessary for
other public services (law and order, education,
environment); and, even if the 3 year deal with MOD
holds for the first 2 years of the Survey (as assumed
in Annex A), a hefty bid for 1992-93 is probable.

(d) we cannot realistically expect reductions on anything
like the same scale as last year - in particular,on
unemployment, housing receipts, or the nationalised

industries.

10. The final point is worth stressing. In your strategy meeting
with Groups, we identified possible savings from freezing Child
Benefit, from land sales and cost improvement for health, and from
the Employment and (just possibly) DTI programmes. The savings we
identified total less than £1 billion in 1990-91. It is only to
be expected that much of the policy fat has been squeezed out
after ten years of rigorous scrutiny. In the last Survey, of
course you got savings of over £6 billion a year. That, in large
part, reflected the benefits of faster economic growth for which

we have now taken full credit.
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11. We have some room to accommodate higher spending on key
programmes. The Reserve has been set at £3%/7/10% billion in each
of the last 2 Surveys. If we set it at the same level this year,
we could drawdown £3% billion each year. The introduction of the
new planning total may affect the judgement on the size of the
Reserve. Drawdown could be a little bigger.

12. Outside the new planning total, but within GGE, there is no
reason to expect any help from debt interest or other national
accounts adjustments; but (if we are to publish realistic figures
for GGE) we may need to allow £2 billion or more for higher
"self-financed" local authority expenditure than implied by the
1988 Survey. (None of this takes any account of some possible
classification changes in the pipeline; we will submit separately

on those).

135 ALl this pointg to a net addition to GGE excluding
privatisation proceeds in 1990-91 of perhaps over £5 billion.
This would be well in excess of the net additions made in recent
Surveys. It would also add around 1 percentage point to the GGE
ratios.

14. Annex C explains the effect that the replacement of rates by
the community charge will have on measured money GDP. The
1990-91 GGE ratio (39 per cent in the last White Paper) will be
pushed up to about 39% per cent. There is a real prospect that an
extra £5 billion would take the ratioc to about 40% per cent.

15. By the time of the Autumn Statement we may have revised the
money GDP figures, at least for the earlier years; but for the
moment the MTFS fiqures remain our best estimate. On that basis
there is a clear risk that the ratios for each of the 3 new Survey
years will be above 40 per cent. There is also a risk that we
will not be able to present them as lower than the ratios for
either 1988-89 or 1989-90, even without the community charge
effect. It will be all the more essential to maintain the medium

term decline.
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16. These figures imply an average real growth rate of GGE
excluding privatisation proceeds from 1989-90 to 1992-93 of about
2% per cent. This compares with 1% per cent projected in the
Autumn Statement for 1988-89 to 1991-92. The increase reflects
among other things the partial unwinding of the real terms squeeze
on departments' spending that has been occurring in recent years.
We may in fact not have fully taken on board in this assessment
the extent to which departments' fears of higher inflation will
add to pressures for increases, which may also escalate in the
later years more than suggested here.

17. Carys Evans' note of 3 May asked for a short minute for you
to send to the Prime Minister. I attach at Annex D a rough
outline of the sorts of points that the note to the Prime Minister
might cover. We are still working on it; but if in the meantime
you have any reactions, we would be grateful for them. We will
put a fgll dratt to yoﬁ shortly, along with some briefing.

Voot

J MACAUSLAN

SECRET
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"’ ANNEX A

POSSIBILE 1 989 S USRIV ECY A'D DI'T I"O"Nz5

1990-91" 1891-92 1992-93

(£ hillion)
MOD 0.1 0.1 %
FCO/ODA /MAFF /DTI/DE - - -
DTp % % 1%
DOE X % %
HO/Legal 5 % %
DES e | %
DH 1 1% 2
DSS 3| i 1
DEn % % %
Other 1% 1% 1%
European Communities % X 4
Aggregate Exchequer Finance 1 1% 1%
Change to programmes in new 7 7% 10X 50)
planning total )*
Local authority outside new 2 2% 28 .y
planning total
Drawdown of Reserve -3% -3% -3%
Change to GGE 5% 6% 9%
GGE ex priv proc 215% 227% 237%
GGE as % of GDP 40 39% 39%
Adjusted for effect of
Community charge 40% 40% 40%

Equals change to programmes in old planning total;equivalent to
‘ "net change to programmes" in Annex B.
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OUTCOME OF 1988 SURVEY
. (£ billion)
Gross bids

- submitted
- agreed

Offsetting savings
- unemployment
- housing etc receipts
- IBAP
- Nat inds
- Other

Net Change to programmes
Drawdown of Reserve

Change to planning total
Change to GGE

GGE ex priv proc

% of GDP

Adjusted for effect
of community charge

‘ * FSBR projections

ANNEX B

1989-90 1990-91 1991-92 1992-93+*
12 16 24
10 13% 18%
-1% -1% -1%
-2 -1% -1%
-% - -%
- -% -1
i3 =13 -2k
-6% -6% -7%
+3% +6% +11%
-3% -3% -3%
0 +3% +7%
+% +3 +6
199 210 221 229
39% 39 38% 38
39% 39% 39% 38%
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ANNEX C

GGE/GDP RATIOS AND THE COMMUNITY CHARGE

This annex sets out the impact of the community charge on the
GGE/GDP ratios.

2 Domestic rates are classified as an expenditure tax and
therefore add to money GDP at market prices. The community charge
will not be so treated and GDP will therefore be lower than
otherwise. There will be a small effect this year (1989-90) with
the introduction of the charge in Scotland. The full effect will
be felt in 1990-91 when it is introduced in England and Wales.

3. In the run up to the Budget, it was assessed that the
introduction of the community charge would cause the ratio to be
nearly % of a percentage point higher in 1990-91 than it would
otherwise have been. Applying this to the FSBR ratio for 1990-91
would put the figure at 39% (excluding privatisation proceeds),
% a percentage point higher than our latest estimate for 1988-89.

4. A similar increase will affect 1991-92 and later years. But

it will not affect the earlier years. There will therefore be a

step . increase in 1990-91.

CONFIDENTIAL
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ANNEX D
DRAFT MINUTE FOR PM: POINTS TO MAKE
1 Past achievement: sharp, sustained reduction in GGE ratio
through overall restraint helped by successful economic policies.
Increases in key programmes required rigorous scrutiny of
priorities.
24 From now on, the going is bound to be tougher:

- less policy fat after 10 years;

- already taken full credit for economic success (and
immediate economic outlook less helpful).

Reflected in outcome of 1988 Survey, which implied very little
further decline in GGE ratio.

3. Important not to let up. Budget surplus offers less room for
manoeuvre than commonly supposed. Need for caution 1in reducing
PSDR, until inflation brought down. Important to maintain medium
term downward trend in GGE ratio (especially if temporary blip
up) . And further decisive reduction in GGE ratio, relative to
present plans, needed to get back to 1978-79 tax burden.

4. Against this background, prospccts for coming Survey are

sobering:-

- lots of substantial claims (and commitments), eg
health, roads, social security;

- local authorities: special problem given first year of
community charge in England and Wales. But not solved
by throwing money at it; would just enable local
authorities to spend more;

- scope for offsetting reductions up to £5 billion less
than last year (eg less help from LA receipts).

5. Conclusion: inescapable need for difficult choices this year.
First challenge: E(LF). Local authorities settlement will have

major impact on rest of Survey.
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We are to discuss next week the prospects for the 1989 public

1989 SURVEY

expenditure Survey.

25 Public expenditure restraint has been a key instrument of our
economic strategy over the past ten years. We have held the
growth of public spending below that of money GDP, in order to
eliminate the borrowing requirement and to make room for
reductions in the tax burden. Since 1982-83, the ratio of
government spending to GDP has fallen by 7 percéntage points,
bringing it, for the first time in 20 years, to under 40 per cent.

s But our success in controlling expenditure has been used
primarily to tighten the fiscal stance. The tax burden has fallen
only slightly since the 1981-82 peak, and is still well above the
1978-79 level. If we are to get below that level we must

continue to keep a firm grip on expenditure.

4. We have been helped in the last year or two by very strong

economic growth. That pushed up money GDP; it also meant savings
wer unemployment, more housing sales, better

v Ll Tani e —

on expenditure from 1
performance by the nationalised industries, and lower debt
interest. We took credit in the expenditure plans announced after
the 1988 Survey for the progress thus made. We were able to
increase provision for key programmes, and find sufficient savings
to maintain a modest decline in the ratio of government spending

to GDP.

Dz The outlook for the 1989 Survey must at this stage remain
uncertain - as regards both the extent of spending pressures and
the path of the economy. But we have no rcason at present to

expect anything other than the slowdown in the growth of money GDP
projected in the Budget; and some of the developments which worked
in our favour in the last Survey will not do so this time.
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6. As for spending, I have reviewed the prospects for each
department carefully. It is clear that'tafter 10" years g
searching scrutiny it will be far . more FHifriculw TG fin

offsetting policy savings than in the past. It is therefore
essential to achieve any savings that are available, and to

restrict increases in all but the highest priority areas.

7. There will be strong upward pressure On many spending
programmes. The bids will reflect the commitments we have already
made (adding about £1 billion to expenditure in 1990-91) and other
proposals are already in view which are unavoidable and amount

to another £2% billion or so.

8. Any increase in investment in housing, rail, or prisons, and
any extra for education and science or an expansion of the health
service would have to come on top of that. Depaftments will also
be very conscious of the prospects for inflation; -particularly
those whose programmes have been squeezed because inflation has

turned out higher than when last year's plans were set.

9 There will also be great pressure this year for higher (gran

to local authorities so as to keep down the levels of the
community charge in the year of its introduction. However, there
is a real danger here that any extra grant would simply pass
through into higher spending and not be used to hold down
community charges. Some councils will undoubtedly set a high
community charge in order to embarrass the Government. There is
clear evidence of that in Scotland, where councils have increased
the community charge further than was required, even to finance
the excessive levels of spending they budgeted for.

10. It will be important for colleagues to understand that the
budget surplus is not a cornucopia. The prospect is that a good
deal of it will automatically disappear as economic growth
moderates. Spending it incautiously would risk fuelling
inflation, and as I indicated in paragraph 3 above, it needs to be
dedicated to reducing the tax burden if we are ever to bring it
back to the level we inherited ten years ago - which we regarded

as too high at the time. .
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11. Since savings this year will not be available on the scale of
last year, neither can we afford increases on last year's scale
without damage to our general policy. The first decision - and
politically one of the most difficult - will be the settlement for
local authorities in E(LF). The outcome of that will inevitably
have a major impact on the rest of the Survey. I conclude that,
as ever, difficult choices will be inescapable.

ﬁ
/]

et

JOHN MAJOR
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10 DOWNING STREET

LONDON SWIA 2AA QN
From the Private Secretary 0 ? é’“ﬂ‘\mﬁ

17 May 1989

PUBLIC EXPENDITURE

The Prime Minister had a discussion this afternoon with b
the Chancellor and the Chief Secretary about the prospects for S0y
the 1989 Public Expenditure Survey. Sir Robin Butler and -?

AN

1
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I should be grateful if you and copy recipients would N
ensure that no further copies of this letter are taken. i

i N\ ¢ A\ {'
-,\\,\\ (/V A
Richard Wilson (Cabinet Office) wer=s also present. S )N l

The Chancellor said that the public expenditure
negotiations this year were likely to be more djifficult than
ever. To some extent the Treasury would be the| victim of the
success in controlling public spending in the récent past;
general government spending excluding expenditurd had risen by
only 1 per cent in real terms in total over the last five
years.

The Chicf Sccrctary agreed with this assesswment. He
thought that there would be a number of difficulties this year
that had not been experienced, at any rate not to the same
extent, in the past. First, after ten years of the present
government, politically feasibile policy savings were very
hard to find. The main possibilities he had identified were
employment measures, additional land sales and a continuing
freeze on child benefit; but these would not vield major
savings. Second, the estimating savings that had materialised
in 1988, for example on unemployment benefit, would not recur
this year; neither would increased estimates of housing
receipts. Third, there were already substantial unavoidable
commitments to additional expenditure before the Survey had
begun. Absolutely firm commitments were £1b., and there were
further unavoidable measures of £23%b. Taken together this
meant that the funds traditionally available for relocation
from the Reserve of some £3%b. were already spoken for; this
was before any consideration was given to the strong pressures
for extra spending that would arise in other programmes,
notably health.

Continuing, the Chief Secretary said that there would be
major pressures for additional Revenue Support Grant in the

SECRET AND PERSONAL




SECRET AND PERSONAL

2

negotiations on the local authority settlement. These would
be particularly strong given that 1990-91 would be the first
year for the community charge in England and Wales. On the
basis of the Scottish experience this year, however, high
levels of grant would not necessarily serve to reduce the
levels of community charge adopted by local authorities. It
would be particularly important to structure the discussions
in E(LF) on the right basis, and to avoid focussing only on
spending Ministers' assessment of "need". It would be
essential to look in parallel at the consequences for levels
of grant. The Chancellor added that, as in the past, all the
service Ministers represented on E(LF) were likely to speak
with one voice in pressing for higher grant; it would be
important to try to reach an agreed approach with the
Secretary of State for the Environment, and the attitude to be
taken towards his bids on his central government programmes
could be a relevant consideration in this context. The Chief
Secretary said that a further aspect of in this year's E(LF)
discussions would be the changed rules of the game; not only
the introduction of the community charge but also the new
planning total. The new regime did, however, provide an
opportunity to get away from some of the old concepts, for
example in relation to grant percentage.

The Prime Minister said that she recognised the
difficulties likely to be encountered in the public spending
round, and the importance of maintaining tight control over
public spending. In order to constrain the discussions on the
local authority settlement she saw attraction in using last
year's GREs as the starting point for the assessment of need.
As the public spending round proceeded it would be necessary
to consider which programmes provided the greatest
vulnerability for the Government; she thought that health was
likely to be the most sensitive area. She also felt that, in
the round up to the next election, there would be increased
pressure to raise the basic retirement pension; this meant it
was particularly important to emphasise the benefits
pensioners would receive from the ending of the earnings rule,
together with the carefully targeted packages already agreed
for assistance to older pensioners on income support.

I am copying this letter to Duncan Sparkes (HM Treasury)
and to Trevor Woolley and Richard Wilson (Cabinet Office).

Miss Carys Evans
HM Treasury.
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Mr Mertens

1989 SURVEY: RUNNING COSTS

1 We do not yet have all the running costs bids and bidding
material; and have so far received only about half the running
costs management plans. Our first assessment of bidding

pressures and likely outcomes is therefore tentative, and it would
be misleading at this stage to provide an analysis department by
department. What follows is the best general analysis we can
make at present.

Main features of bids

0 For 1990-91, the Survey baseline is £14.8 billion. The bids
we have so far received and identified total some £770 million,
but we expect general bids of at least £50 million, and we may
also get late bids on accommodation and relocation. Were we to
concede all bids, the 1990 PEWP would probably have to show an
increase in Civil Service costs between 1989-90 and 1990-91 of 10%
or more (nearly 6 per cent in real terms if the 4 per cent
forecast of general inflation is still current at the end of the
Survey).
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3. The main bidding pressure is on pay. Generally speaking,
departments are seeking to substitute higher allowances for pay
increases than were agreed in the last Survey, and are alsc
bidding to restore costs of the 1988 and 1989 pay agreements
(particularly for NUCPS and CPSA) which they claim to have under-
forecast. There are also bids for accommodation cost rises
(including VAT on rents and utilities). These are at present
confused mainly because the PSA was latz in notifying departments
of increased charges for next year and departments are also having
to guess the costs of those accommodation services which will be
"untied" from PSA. (It is wunlikely that these accommodation
issues will be resolved before August). In addition, there are a
fair number of bids for service expansion, and some for
relocation.

4. On present information, the departments of significant size
whose bids imply particularly high levels of increase into 1990-91
are Home Office (12%), the Lord Chancellor's Department (18%),
Health (18%), Social Security (14%), and Customs (15%). The
Defence bid is expected to be a little below the average; and the
Employment bid appears more favourable than in reality it is
because Mr Fowler hopes to retain and redeploy the running costs

provision for the Skills Training Agency after its privatisation.

5. For the later years, bids imply increases in overall costs of
the order of 3 per cent each year above the present forecasts of
general inflation.

6. Of the 30 departments which received three-year settlements
in the 1last Survey nearly all are bidding to re-open for one
reason or another.

T The manpower implications of the bids are still uncertain,
but the Social Security rundown should mean that the projections
in the 1989 PEWP should broadly stand around 535,000.
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Possible outcome
8. Running costs bids are usually harder to reduce than
programme expenditure bids. In the 1last Survey, for example,
some three-quarters of the running costs bids were conceded. We

cannot yet offer an informed target for the overall running costs
outcome this year, but suspect it will be realistic to aim at a
rather similar level of reduction. The result might then be a
Civil Service cost increase into next year of between 8% and 9%
per cent, appearing to represent a 4%-5% per cent real terms
increase assuming that the present forecast of general inflation
remains unaltered at 4 per cent. This wculd represent a worse
outcome than in recent Surveys, where the year-on-year real terms

growth implied - on Survey inflation forecasts - has been of th=
order of 1%-2%.%*

9. In previous Surveys we have set ourselves two main
objectives. The first has been to contain the running costs'
share of total public expenditure, so that what some see as the
"Civil Service overhead" is not seen to rise. (This objective
has been used as an internal target. It has not been made
public.) The second is to contain the cash increase into the
first Survey year so that real costs do not appear to be rising
excessively. (This objective has been implied, though not
explicitly stated, in PEWPs). In the last two Surveys we have

achieved both objectives.

10, For the present Survey we cannot yet formulate - or decide
whether it would be sensible to formulate - an objective related
to a running costs "share" in total public expenditure. This is

because the move to the new planning total has interrupted the

*Viewed in retrospect, the running costs record has been better
than these prospective presentations imply. If the overall
running costs outturns for 1987-88 and 1988-89 is measured against
actual (rather than forecast) inflation in those years, they show
little or no real growth - a real increase of (.4% in 1987-88, and
a marginal decrease (-0.1%) in 1988-89.
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trend analysis on which this approach largely depends. It may be
possible to formulate an objective of this kind as the Survey
progresses (e.g. for the July Cabinet, or in October), if one is
desired.

11. For the July Cabinet, however, we shall certainly need to
formulate an objective related to the rise in cash costs, and the
implied real terms rise, if we are to have an agreed and suitably
tight framework for handling running costs in the bilaterals.

Tactics

12. We shall make a fuller report, with specific recommendations
for the July Cabinet, when we have more complete information, but

there are two areas where it 1is already clear that we should
concentrate our attack.

13. .“The first is on pay. In present circumstances it is hard to
argue that the assumptions about levels of future pay increases
which most departments wish to make are unrealistic. For 1990-
91, they are generally around 8 per cent or a little more, though
there are two or three which go closer to 10 per cent. Present
trends in the economy as a whole, and the conclusion ovar the last
18 months of new pay agreements for most Civil Service groups
which imply a degree of 1linkage between Civil Service pay
increases and those elsewhere, it would be unrealistic to impose
significantly lower assumptions for the mejority of departments.
But we shall want to (a) probe very carefully those departments
whose forecasts are significantly higher than the average, and (b)
ensure that the later year pay assumptions show a declining trend
(even though this approach in the last Survey underlies some of
the pay bids for 1990-91 in this one).

14. However, the other element in pay bids - 1i.e. to recoup
departments' under-forecasting of the full-year effects in 1990-91

and later years of the 1988 and 1989 pay agreements is another
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matter. In the last Survey departments were encouraged to make
their own assumptions about future pay increases and we did not
depress them. The main departments were also kept closely in
touch with the pay negotiations, to which none of them
offeredsignificant objection. All departments knew that the
financing risks of these pay negotiations lay with them. We

therefore intend to identify those elements in the pay bids

attributable to under provision for pas: pay settlements, with the
intention of rejecting those elements in the bids.

15. The second soft area in bids may be the level of efficiency
gain which some departments are projecting in their management
plans. We shall provide a fuller assessment as soon as we can
but on present information we would expect both tax departments,
for example, to have difficulty in justifying their plans against
the 1%% minimum annual target.

16. Nor have we so far been able to idertify any significant ard
favourable effects on efficiency projections from Ministers' Next
Steps.

17. We shall aim, therefore, to identify departments which could
be targeted for improvement. This might help to vield some
reductions in their bids, and would follow up the Prime Minister's
suggestion at her recent value-for-money seminar.

Handling

18. We shall make a fuller assessment within the next two weeks.
You would then be able to consider the best handling of running
costs in the July Cabinet, and we can formulate guidance to groups
on the preparation of agenda letters.

19. You may also wish to consider, at about the turn of June/
July, sending the Prime Minister a minute sumrarising the running
costs position so that you can take account of her reactions
before settling the approach to Cabinet. This would parallel the

)}
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discussions the Chancellor and yourself have already had with her
on the general handling of the Survey, and enable you to pick up
the various running costs points raised in the seminar. If you
see merit in this, we will provide you with a draft when we make

our fuller assessment.

20. In the meantime, if you are content, we will advise Groups to
prepare the ground for special pressure on the two elements I have
mentioned - "the catching up" component of pay bids, and the level

of efficiency gains where these seem low.

/‘vd}l/‘

Pﬁ T R H LUCE
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SURVEY PROSPECTS 1989

This is our preliminary assessment of the prospects for the 198¢
Survey. It is based on discussions we have had with divisions.
Our first scorecard is at Annex A. Annex B comments briefly on
the bids for each department. The rest of this note outlines the

bids, divisions' forecasts of the outcome, and the main
uncertainties.
2. My separate note of 12 June (not copied to all) covered

sheets prepared by divisions giving an assessment for each
department. Those sheets show the main bids and options, and
describe the forecast outcome. Mr Luce is submitting a separate
assessment of the running costs position.

Total bids
8 The bids are higher than we expected in May. The main ones
are:
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SCORECARD
1990-91 1991-92 1992-93
Departmental (exc nat ind) (£ billion)
Transport 0.6 1.0 1.4
Housing 1109 | 1613 153
Law and order 0.7 1.0 1.2
Education 1.4 11587 1.9
Health 1.8 29 3.4
Social Security 12 1S 35
Other 1.8 1.8 3.4
RSG & NNDR (England) 0.8 1.1 o
Territories 110 2.2 2.6
Nationalised Industries 1.6 1.0 1.0
TOTAL 127 15.1 20.8
4. The bids are not yet all in. The nationalised industry bids

are very provisional. Departments have noted a number of areas
where their bids are not yet complete. And the demand led bids
(social security etc) reflect the March assumptions on inflation,
unemployment, etc. Decisions will be needed in early July as to
whether the assumptions need changing.

5% The scorecard shows the departmental components of the new
planning Loutal. 1t omits local authority spending financed from
the community charge. Any overspending there - and we expect

some - will be an addition to GGE but not to the planning total.
Changes to debt interest payments are also accounted for at that
point.

6. The scorecard is not therefore a complete tally of the
possible additions to GGE.

Kinds of bids

T We have broken the bids down into 3 main categories:

SECRET AND PERSONAL
SCORECARD
2
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"b SCORECARD
(£ billion)
Virtually irresistible
5 (Table 1) 4 4% 6%
Main battlegrounds
(Table 2) 6 i 10%
Other 2% 3% 3%
8. Of the virtually irresistible bids, some are firm commitments

(eg student loans, poorer pensioners); others are more or less
demand led (eg social security upratings); still others reflect
the costs of policies already agreed (eg the extension of VAT to
fuel and power etc). Two points:

- while some of these bids may be scaled down, and departments
may be forced to absorb parts of the remaining cost, the great
bulk will almost certainly have to be conceded;

— and we have kept this 1list to a minimal hard core. 1In
‘ practice much of the nationalised industry and running cost
bids will also be irresistible; and some of the health bids,
including those for the NHS review, will be very hard to
attack.

9. Table 2 highlights the main battlegrounds (ie the areas where

we will have to seek substantial reductions if the forecast
outcome is to be achieved). These total some £5% billion in
1990-91, or about £6 billion with territorial consequences added
in. Well over half represents capital. A fair chunk of the

capital will be construction. Departments axgue that much of this

i
?
Lok

| is required to keep up with riSing prices.

Gy

A
/

QhASONV 10. The remaining bids ("other" in paragraph 7 above) cover
Qi virtually all the bids made by FCO, MAFF, DTI, DE, legal
departments, OAL, the Chancellor's departments, and territorial
departments (apart from formula consequences). They also cover
substantial residues from the main departments (eg some £% billion

' SECRET AND PERSONAL
SCORECARD
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SCORECARD
from DH, and some £350 million from DES). They include most of
the running cost bids (some £% billion in 1990-91). There is no

implication that these bids are soft; only that they are
miscellaneous and, mostly, individually small.

11. To some extent the bids reflect Departments' expectations of
higher inflation than allowed for in the baseline. (By no means
all such bids are explicitly attributed to inflation. I spotted
some £1,500 million of bids in 1990-91 that were). The baseline
for 1992-93 was rolled forward from 1991-92 with 2% per cent added
on. So Departments' 1992-93 bids are high, reflecting their own
expectations of higher inflation then.

12. Something similar may be occurring to some extent in 1990-91
and 1991-92. For this Survey there were no previous plans for
grants to local authorities or credit approvals. So the baseline
was formed by rolling forward 1989-90 grants by 2% per cent each
year. Again departments may be bidding in part to provide more
realistically for inflation on those grants, and/or to restore the
levels of expenditure by local authorities in the previous plans.

Implications of bids for GGE

13. Table 3 suggests that the bids might imply the following
additions to GGE:

+£11 billion +£12 billion +£19Y billion

14. I have used the FSBR figures for debt interest, and rather
conservative numbers for the possible additions to local authority

self-financed expenditure. I have (for simplicity) ignored
additions to other national accounts adjustments (though we
already know of some changes there that will add to GGE). 1In

other words, the additions are almost certainly understated.

15. Table 4 shows the resulting ratio of GGE excluding
privatisation proceeds to the money GDP figures in the FSBR:

41% 40%% 41%
SECRET AND PERSONAL
SCORECARD
4
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The forecasters will produce new estimates of money GDP shortly.
The classification of the community charge will reduce money GDP
at market prices. That will raise the GGE ratio in each of the
Survey years by some % percentage point. The figures quoted above
exclude this effect since I assume we will seek to focus attention
on the underlying trends.

Forecast outcome

16. Divisions think the bids might be reduced by some

£4%/6 /8% billion. That would mean additions to programmes within
the new planning total of £8/9/12% billion (compared with our May
guess of £7/7%/10% billion). Achieving such an outcome would

require a determined attack on the key areas: DE, DTp, housing,
and DES; and trimming bids in other areas. 1In particular, it

assumes:
(a) a defence budget below 4 per cent of GDP in 1991-92
and 1992-93.
(b) little if any increase in aid as a percentage of GNP,
e"? and ;éstricting the Polish fund to the minimum.
{c) no relaxation in the rules for RSA, and cuts in other
DTI support for innovation, aerospace, and English
Estates.
(d) further big cuts in ET/YTS beyond those made last
year.
VN\\:’ Pl iy
J >ﬂ (e) restricting annual{ volume/increases in road building
\Yé”‘ to under 10 per cent, rather than the over 35 per
cent sought.
(£} ¢ ’halving“f the proposed substantive additions to
\*housiné.

SECRET AND PERSONAL
SCORECARD
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(9) minimal additions to police manpower, conceding 2 new
prisons not 4, and trimming the bid for prison
refurbishment by %.

(h) restricting the education increases to the agreed
bids and only about 1/3 the of the rest.

(1) halving the bids for hospitals' capital, and reducing
those for hospitals' activity levels even further
(the forecast outcome on this - see Table 2 - looks
very ambitious; but it incorporates further cost
improvements, so is more generous in gross terms).

freezing child benefit again (for 1990-91), cutting
back the disability package, and no premia for
pensioners (beyond what is already agreed).

(k) on the nationalised industries the forecast outcome
is no more than a guess; it excludes megaprojects.

17. Capital bids of £2% billion in 1990-91 are shown in Table 2
(excluding the nationalised industries, for which a breakdown of
the forecast outcome cannot sensibly be made at this stage). This
forecast implies reducing these to £1% million.

Comparison with 1988 Survey

18. Table 5 compares this forecast outcome with what happened
last year. Four main points emerge:

(a) substantial extra bids were entered last year between
June and November (some £2%/3%/4% billion).

(b) divisions are forecasting somewhat more success in
cutting bids and achieving options than we actually
had last year (£4%/6/8% billion, compared
£3%/4%/5 billion last year).

SECRET AND PERSONAL
SCORECARD
6
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(c) the outcome of the 1988 Survey was much better in the
first year than we foresaw in June; but this was
because large savings came in on unemployment, asset
sales, IBAP, and the trading position of nationalised
industries.

(d) the assessment last June of how far the bids might be
cut back was not far wrong in the event.

In that light, divisions' forecast of the outcome this year looks

ambitious.

Bids to come

19. We can already identify some possible further bids (Table 6),
totalling about £1 billion a year. Not all of these will need be

conceded, and»some of the biggest (lead, community care, the rail
megaprojects) might be deferred till the 1990 Survey. But there
will also be extra bids we have not yet identified.

20. On top of that, economic assumptions may change. Each
100,000 unemployed cost some £% billion. Each extra 1 per cent on
the interest rate assumptions (currently 10 per cent for 1990-91)
would add some £100 million. Each extra 1 per cent on the price
level automatically costs about £500 million on social security.
The current assumption for the September 1989 rpi is 6% per cent.

21. But there would be other bids too if the inflation assumption
rose. MOD, DH and DES have already threatened such bids. Table 6
shows the possible scale. In the event, we might compensate
programmes, overall, for only about half the increase in the price
level. That might mean no compensation at all for most
departments, nationalised industries, or local authorities; for
education, only on student awards; only 50 per cent for defence;
75 per cent for health; but virtually full compensation for social
security. Thus in total each 1 per cent on the price level might
add at least £1 billion to GGE.

SECRET AND PERSONAL
SCORECARD
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22. On the other hand, each 1 per cent on the price 1level also
increases money GDP (unless real GDP is revised down, as it was in
the FSBR). The net effect might be to reduce the GGE ratio by
some 0.2 percentage points.

23. There are, as ever, large uncertainties. The main areas

where surprises would be no surprise are: unemployment, IBAP, the
nationalised industries, payments to the EC and, outside the
planning total but within GGE, housing receipts. Variances of
€% billion on each would be quite possible. The unemployment
assumption could be revised down, saving £%-% billion. The rest
look at the moment no more likely to go down than up; indeed
housing receipts this year 1look likely to move in an unhelpful
direction.

24. Finally, there are the other components of GGE. The debt
interest figures might be revised. We are already aware of
pressures totalling some £% billion a year on other national
accounts adjustments. And it is not yet clear what allowance we
should make for additions to 1local authority self-financed

expenditure.

Implications for GGE and ratios

25. Divisions' forecasts of the outcome, along with the
conservative assumptions in paragraph 14 above, imply additions to
GGE of (£ billion):

+6% +6% +10%
(see Table 3).

26. But making allowance for the possibility of overshooting
divisions' forecasts (say £1 billion), for possible changes to
economic assumptions (say £2% billion), and for additions to the
other components of GGE (say £% billion) could mean additions to
GGE of more 1like_ £10 billion in the fir

st _year rising to
£14 billion in the last. it

S R

SECRET AND PERSONAL
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27. Table 4 shows ratios of GGE (excluding privatisation
proceeds) to money GDP. The FSBR projected (%):
1987-88 1988-89 1989-90 1990-91 1991-92 1992-93

413% 39% 39% 39 38% [38]

The GGE figures implied by paragraph 25 above, using the FSBR
assumptions for money GDP, give ratios of

40 39% 39%

or, after money GDP is adjusted for the introduction of the
community charge,

40% 40% 40%
28. On the FSBR deflators, GGE excluding privatisation proceeds
would grow in real terms by 3 per cent a year on average between

1989-90 and 1992-93.

A tougher package?

29. 1In short, the forecast outcome is ambitious; there are real
risks that it will not be achieved. And it may not be good enough
anyway. So we discussed with some divisions the scope tori-a
tougher approach:

(a) Roads: a smaller increases for 1990-91, and perhaps
in the later 2 years as well.

(b) Housing: no net increases except the technical HRA
bid.
(e) Home Office: prison refurbishment bid could be cut

further, 2 remaining new prisons dropped, and other
bids trimmed.

SECRET AND PERSONAL
SCORECARD
9
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(d) Education: cut science in real terms, defer remaining
capital.

(e) DSS: freeze child benefit for all 3 years, restrict

UB to 6 months, no additions for poorer families.

30. Such a package might reduce the cash additions to GGE by
something like £% billion in 1990-91, and up to £1% billion in
1992-93, reducing the ratio in 1992-93 by % percentage point.

31. Further health savings could fall into a yet more difficult
category. At that point, other options - which we have not
discussed with divisions - could come into play. These could
include rejecting the MOD bid for 1992-93, further savings from DE
and DTI, reducing Scottish overprovision, and a yet tougher
approach to ODA, legal departments, and the nationalised
industries.

//}/‘/\_

J MACAUSLAN

SECRET AND PERSONAL
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] TABLE 1

: . 1989 SURVEY: VIRTUALLY IRRESISTIBLE

Committed
‘ Student loans/awards 150 230 250
Poorer pensioners 200 200 200
Pensioners earnings 315 400 400
Other 325 370 300

1050 1200 1150
Demand led/estimating

Police pay 200 300 420
Students loans/awards 100 100 100
Health review bodies 150 175 175
Social Security uprating 250 300 350
Other 0 -125 1500
‘ 700 750 2500

Costs of agreed policies
Extension of VAT 230 280 300
Restructuring 250 200 200
HRA (offset within GGE) 450 450 450
Other 100 130 130
1000 1100 1100

RSG and NNDR (GB) 1000 1050 1050

TOTAL HARD TO RESIST

(incl estimated
' territorial consequences) 4,000 4,500 6,750
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1989 SURVEY: MAIN BATTLEGROUNDS

TABLE 2

. Bid/Option Forecast Outcome
90-91 91-92 92-93 90-91 91-92 92-93
MOD: Final year - - 1250 - - 700
ODA: Aid budget 125 200 300 85 100 150
DE: ET/YTS option -210 -350 -350 -130 -170 -210
DTp: National roads 550 850 1200 300 450 530
DOE housing: Housing Corporation 250 475 750 120 230 370
Homelessness 150 100 10 85 65 10
LA renovation 150 157’5 1S 7.5 90 60
DOE OES: Local capital 200 300 330 100 130 130
Home Office: Prison capital 175 225 200 135 170 125
DES: School etc capital 500 670 825 125 125 135
HE capital 160 150 150 65 50 50
Science 100 150 150 50 50 50
.1: HCHS activity/unit cost 280 450 700 85 150 170
HCHS capital 320 400 500 150 150 200
NHS review 500 680 700 300 425 475
DSS: Disability 10 50 600 50 60 70
Poorer families/
pensioner premia 250 250 250 70 70 70
CB freeze -210 -210 -210 -210 -210 -210
UB 6 months 0 -75 -100 0 0 0
SO: Block adjustment -255 -265 -270 0 0 0
Nationalised industries 1,600 1,000 1,000 1,400 900 1,000
TOTAL BIDS SHOWN T 5,300 6,150 9,000 3,200 3,215 4,300
TOTAL CAPITAL BIDS SHOWN * 3,200 4,200 5,200 [1,200 1,500 1,700]
TOTAL TREASURY OPTIONS SHOWN -675 -900 -930 -340 -380 -420
Tt Excludes territorial consequences; including them bids come to roughly
£6/7/10% billion.
’ Total capital bids includes rough allowance for nationalised industries; forecast

outcome on capital does not (because not available).

Bids and outcome are not comparable.
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IMPLICATIONS FOR GGE

(ex priv proc)

Baseline
l.(a) Bids
(b) Bids to come b

(c) Drawdown of Reserve 2

(d) Local authority self financed

Implication of bids

New GGE

2.(a) Forecast outcome on bids

¥y i (A3 esabowe . ”

= s

New GGE

Notes

i

water, police manpower, community

SECRET

1989-90

199

199

199

care,

TABLE 3

(£ billion)

Covering bids where departments have put down markers,

NNDR

changes to inflation and other economic assumptions.

2

®.

additions likely.

See paragraph 14: minimal changes

Assumes Reserves of £3/6/9 billion.

only made to

1990-91 1991-92 1992-93
210 221 229
+12% +15 +20%

+1% +1% +1k
-4 5 -4%
+1 +1 +1
+10% +12% 18%
220% 233% 247%
+8 +9 +12%
-2 -2% -2
+6% +6% +10%
216% 227 238%

including lead in

costs etc. Excludes any

FSBR figures; further
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TABLE 4

'
a -

G_G E (excluding privatisation proceeds)

RATTIOS (Z of GDP)

8 Plans and actuals

1985-86 1986-87 1987-88 1988-89 1989-90 1990-91 1992-93 1992-93

1987 PEWP 443 44% 44 42% 42%
1988 PEWP 44% 44 42% 42 41% 41%
FSBR 44% 43% 41% 39% 39% 39 38% 38
Averages
1985-86 to 1987-88
43%
1986-87 to 1988-89
41%
‘ 1987-88 to 1989-90
40

2 Implications of bid 41 40% 41

(2fter Community Charge eftect) (41%) (41%) (41%)
35 Implication of forecast outcomel 40 39% 39%

(after Community Charge effect) (40%) (40%) (40%)
REAL GROWTH RATES (2Z)
s FSBR -0.2 1.6 -0.2 -2 1757 14 2.1

Bid 6::5 235
35 Forecast

outcome 4.3 149 257
!!!Les
1B Ratio based on minimal changes to FSBR figures (see paragraph 14). Some upward

pressures ignored!
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TABLE 5

1988 SURVEY

(£ billion)
June assessment
Bids +9 12 +16
Reductions in bids/Treasury
options -3 -43 -5
Unemployment - - -
Receipts -4
IBAP -% -% ~%
Programme outcome +5% +7% +10%
November
Bids 11% 15% 20%
Reductions in bids/
Treasury options -3% -4% -5
Outcome on bids 8% 11% 15%
Other savings -4% -4% -4%
of which
Unemployment -1% -1% -1%
Receipts -2 -1% -1%
IBAP -k -k b
Nat ind improved trading -% -% -1

Programme outcome +3% +6% +11%
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SECRET
TABLE 6

1989 SURVEY: BIDS TO COME
Identified and costed threats

(£ million)
Lead in water 250 350 350
Police manpower 15 40 70
Inner London education grant 100 80 65
Community care 50 50 50
Other identified threats 700 600 1000
Total identified and costed (£bn) 1 1 1%

Effect of 1% on inflation on bids

MOD 210 210 210
ODA 16 16 16
DES 40 40 40
DH 210 220 230
DSS 450 450 450
EC 20 20 20
AEF 200 200 200
Formula consequentials 80 80 80
Debt interest 200 300 300
Local authority self-financed 50 50 50
TOTAL 1,500 1,600 1,600

Effect of 100,000 fewer unemployed

Social security -250 -250 -250

Effect of 1% on interest rate assumptions

ECGD, housing, LAPR/MIRAS 100 100 100
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‘ . . SUMMARY SCORECARD .
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1990-91 1 1990-91  1990-91  1990-91 | 1991-92 1 1991-92 1991-92 1991-92
BASELINE | DEPT FORECAST HMT | BASELINE |
1 } 1
I 1 1

' 1992-93 1 1992-92  1992-93  1992-93
DEPT FORECAST HMT | BASELINE |  DEPT FORECAST HMT

1 i

I ]

Ky

b POSITION ~ OUTCOME POSITION POSITION  OUTCOME POSITION POSITION ~ OUTCOME POSITION

tajustment

o
% Hinistry of Defence gk LR 148.0 75.0 95:0.4:22, 101,97 143.0 60.0 0705402 8530 4 1,257.0 700.0 0.0
ﬁg f4 - Diplomatic, Information, Culture 841.0 | 86.6 19.8 =L 884.0 | 67.2 30.3 -11.1 ) 906.0 | 43.8 246.9 -11.1
ff“ Fe0 - Overseas Development Administration 1,627:0% 123.4 ¢8.0 25, Q16920 192.2 90.1 28673400 290.7 1264.6 -15.9
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ANNEX B

MOD

ODA

DTI

DE

ECGD

DTp

DOE - Housing

DOE OES

DOE-LG

Home Office

DES

Health

Social Security

EC

will make substantive bid for years 1-2 if
inflation assumptions rise.

rising GNP ratio is real aim.

bids 1look tactical, intended to head off cut
below baseline.

ditto.

savings reflect interest rate assumptions
(currently 10% for 3 month rate in 1990-91).

going for over 35% volume increase in national
roads from this year to next: bid of
£3%/%/1% billion.

totals include £% billion technical bid for HRA
subsidy, netting out within GGE; and £% billion
rising to £% billion for Housing Corporation.

£200 million for credit approvals and
£160 million for Docklands transport in 1990-91.
Bid is 42 per cent of baseline. Lead in water
bid yet to come.

some risk of reopening in October, especially if
inflation higher.

4 new prisons; prison maintenance; and police
earnings; police manpower bid yet to come.

huge bids: £150 million agreed student loans
bids. £150 million for pay and inflation, and
over £650 million for capital.

of £1% billion bid in 1990-91 nearly £400 million
for pay and inflation, over £500 million for NHS
review, nearly £200 million for higher costs,
£150 million for miscellaneous support. Leaves
£300 million for patient care and £200 million
for extra capital. Community care bid yet to
come; will also increase bid if inflation
assumption rises.

In 1990-91 £800 million for agreed bids,
£200 million for higher inflation. Main
discretionary bids are £250 million for poorer
families and pensioners (plus £600 million for
disabled in 1992-92). Each 1% extra inflation
will add £500 million; 100,000 off unemployment
saves £250 million.

Very volatile estimates.
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1989 SURVEY PROSPECTS

Mr MacAuslan's minute summarises GEP's initial assessment of the
Survey prospects, based on Groups' reactions to the bidding
letters. The clear implication is that it will be difficult to
achieve a Survey outcome consistent with the Government's policy,
defined in the FSBR as "maintaining a downward trend over the
medium term" in the GGE ratio. How difficult will depend on the
revised forecasts for money GDP and inflation, which will not be
available for another week. But the prospect looks appreciably
worse than it did on 9 May, when Mr Anson put forward our summary
of what Groups were expecting, together with the latest long term
projections of the tax burden.

25 The immediate question is what, if anything, can be done in
the run up to the July Cabinet to improve the chances of an
acceptable outcome. This note suggests a possible way forward,
reflecting our preliminary discussions with Groups, and with the
Chief Secretary.

1
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Strateqgy

3. The broad aim should be to achieve an outcome that can
credibly be presented as consistent with maintaining a downward
trend in the GGE ratio. When the revised forecasts are available,
we will do more work on what that might mean in practice. Until
then, there is 1little to add to the approach outlined in
Mr Anson's minute of 9 May.

4. A '"blip" in the GGE ratio should be manageable, provided it
can be seen to be no more than that. In his evidence to the TCSC
last Autumn, the Chief Secretary stressed that the GGE objective
applied "over a run of years". We can argue that the 1988-89
outcome was aberrantly low, and we can separate out the 3/4%
addition to the ratio caused by the classification of the
Community Charge. However, to maintain credibility, we would need
to show some decline in the ratio through the Survey period and
end up at a point which, in some sense, is lower than the starting
point. For this purpose the starting point might be defined as
40% (excluding the Community Charge effect), a barrier which you
may not wish to breach anyhow, and one which happens to correspond
to the average outcome over the three years up to and including
1989-90.

5. We will also need to look carefully at the scale of the cash

additione +n COR rart+ainly in 100QN_Q1 Tha
““““““““““ N N NS ’ N N e A A AL A - b o SV o e ® - A AN

~

estimates are in Table 3 of Mr MacAuslan's submission. Extra GGE
in the first year of around £10 billion (the implication of the
bids), or even over £6 billion (on divisions' fairly bullish
estimates of the forecast outcome), could be very difficult to
present convincingly, both in political and market terms.

/ ]
‘,’ }/\ 2 o nes /
| /

The nature of the problem

6. The background is a virtual standstill in real GGE since
1984-85, at a time when real GDP has grown by nearly 20% and the
budget has swung into massive surplus. Table 1 (attached) shows

how the plans for 1990-91 have suffered a progressive real terms
2
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squeeze since they were first set in the 1987 Survey, as the
inflationary outlook has deteriorated. Reflecting these
pressures, total programme spending was substantially increased in
cash terms last year, though the additions were unevenly
distributed and offset by major non-discretionary savings from
higher receipts, lower unemployment, lower debt interest etc.
This year there is very 1little prospect of repeating those
savings; less headroom to reduce the GGE ratio from an
artificially low 1988-89 base; and even more intense pressures for
higher spending.

T While the scale of the bids was rather larger than we were
expecting, our discussions with Groups do not support the idea
that the problem is primarily one of excessive "soft" bids. Mr
MacAuslan's minute suggests that, with one or two notable
exceptions, the bids are not out of all proportion to those
tabled, or indeed conceded, during the course of the last Survey,
when we were saved mainly by higher receipts and lower
unemployment (Mr MacAuslan's Tables 5 and 6). Many respond to
higher inflation or policy initiatives to which the Government is
already publicly committed. The bids in the two later years also
reflect the artificiality of the baseline. The discretionary
margin is not all that large, and some of the decisions required
to eliminate it may be politically unattractive to Ministers
collectively, as well as to individuals.

8. This is no more than a reminder of the problems we will face
in producing an acceptable outcome. We have considered how best
to set the stage for what is bound to be a very difficult Survey,
by recent standards - taking as read the tough noises which always
emanate from the Treasury at this time of year. Possibilities for
special action include:-

- asking some Ministers to reconsider their bids, either
privately (through personal contact or correspondence)
or semi-publicly (by means of a formal letter, perhaps
copied to colleagues, including the Prime Minister);
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- getting the Prime Minister to utter a stern collective
warning ahead of the July Cabinet;

- aggressive press briefing. We normally encourage the
idea that the Treasury is preparing to fight a tough
battle, and the papers guess the scale of the bids.
Estimates are now running up to, but not above, £10

w6) billion: would it be in our interests to talk this
‘total up?

- trying to deflate public expectations about extra
spending on the infrastructure, in particular eg
through a Ministerial speech, EPR article, press

briefing.
93 There are dangers in overreacting. High profile action,
which risks leaking, inevitably raises the stakes for Treasury
Ministers. It could backfire. It will certainly set a precedent

for future years. The possible effects on markets, in current
circumstances, are for others to judge. It would be only prudent
to act on the assumption that we shall almost certainly need to
add substantially to the cash totals for public expenditure this
Autumn. How much is highly uncertain at this stage, but the total
of bids is very likely to rise further over the summer, unless the
inflationary outlook improves. We should not adopt tactics that
will wunduly 1limit our freedom to make the best of what may still
seem a bad outcome for the Treasury, come November.

10. Against this background, we would want to rule out:

o briefing the press on the scale of the bids. The
numbers are too uncertain at this stage for us to be
confident that we could pitch it right, and it would
make it more difficult later to discourage blow by
blow reporting of the bilaterals.

i issuing a formal request to some (or all) colleagues,
to reconsider their bids. This would probably achieve
4
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very little, and it could make subsequent negotiation
more difficult, as astute colleagues sought to claim
credit for any modest trimming back of their original
bids.

1ii. asking the Prime Minister to intervene ahead of the
July Cabinet.

11. Nevertheless, without resorting to extreme measures, we think
we should try to change the climate ahead of the July Cabinet,
both by sending replies, on a personal basis, to selected
colleagues, and by using the Chief Secretary's forthcoming speech
to the Adam Smith Institute to put down some markers for the
Survey. You will also want to keep the Prime Minister closely in
touch with developments on this front. Finally, it is not too
soon to start working up a line for the press, though we shall
need to review this once the forecast is available and we have
done more work on the strategy.

Ministerial colleaques

12. The obvious candidates for immediate replies are those
Ministers whose bids were both large (in absolute terms and in
relation to their programmes), and lacking any sense of
priorities. The frontrunners in this category (shown in Table 2
below) are Mr Baker and Mr Channon.

/ 15 HE and PE strongly favour an early reply to
/ Mr Channon, spanning the whole transport field (ie
% railways, including mega-projects, as well as roads)
telling him to sort out his priorities. This letter
would usefully map out the ground ahead of the Chief
Secretary's meeting with him on mega-projects towards
the end of this month. It would stress the difficulty
of the Survey prospect, and say that there can be no
prospect of wundertaking such a large package of
infrastructure renewal all in one go. The aim would
be to encourage Mr Channon to scale back the bids for

5
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rail (which are still very provisional), and if
possible to keep mega-projects out of this Survey.

The pay off from writing to Mr Baker is less obvious.
There is very little realistic prospect of inducing
him to set out his priorities at this early stage.
However, if any of the bidding 1letters deserves a
sharp response, it is his. The Chief Secretary might
point out that Mr Baker is, in effect, asking for
education to be given top priority in this Survey,
while flatly refusing to make any choices himself. He
must expect a very difficult time.

addition, a letter has already gone to Mr Fowler,

resisting his request for a statement on YTS before the Recess,
and taking the opportunity to put down a marker about the need for

further savings in the Survey on both ET and YTS.

14. The other candidates for immediate responses are Mr Ridley,
Mr Hurd and Mr Patten.

g9

e i 5 iF

On the face of it there is a case for writing to
Mr Ridley too: but high as his bids are, they almost
certainly represent a significant scaling down of his
departments' proposals. However, it may be worth
picking up his hint that an alternative approach to
homelessness could mean a reduced bid.

On balance, we would recommend against writing to Mr

Hurd. While he did very well out of the last Survey,
and has put in substantial bids again this year, the
main items (police manpower /pay and prison

refurbishment) are politically well-found. HE think
an early letter would achieve nothing.

Mr Patten is another marginal case: while his bids
are, arguably, excessive, and not well supported at
the detailed 1level, the sums at stake are not that

large.
6
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Chief Secretary's Speech (27 June)

15. The Chief Secretary's speech to the Adam Smith Institute will
provide an on the record opportunity to deflate public
expectations about the Survey in general, and spending on the
infrastructure in particular. Mr MacAuslan's minute highlights
the scale of the capital bids and notes that divisions are
assuming that these can be drastically scaled back. This will be
particularly difficult given the expectations that have been built
up in recent months, especially in the transport field: and the
pressures are increasing all the time, (eg the NEDC discussion on
infrastructure in July.)

16. This will <clearly be a major issue for the Survey. As you
know, the forecasters are working up a dossier on construction,
the first instalment of which you have already seen. The next
stage (which will be available for the July Cabinet) will analyse
the implications of the bids, in the 1light of the revised
forecast. This effort needs to be complemented by taking a robust
line in public. The message for the Chief Secretary's speech,
could be very simple. The Government's plans already allow for a
large increase in capital spending. It will take time for this to

(ﬁ Ti\/\.come through. r&he recent rises in construction output prices and

- \J f‘f ,\earnlngs are already dlsturblnéi) Infrastructure is no exception

f\ tho the general rule that spending must be at a pace which the

=!§~I\CL. economy can afford: this is not the time for a capital spending
N

Z
P

July Cabinet

17. We will need to consider what remit we want from the July
Cabinet in the 1light of the revised forecast. 1In general we
should not shrink from playing on anxieties about the wider
economic situation: this is not the year to dwell on the prospect
of further tax cuts. Rather, the message should be that there is
no room for anything that looks like a spending bonanza, until
inflation is well under control, and sterling is a lot steadier.
The consequence could only be a sharp further rise in interest
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rates - the simple point being that if the Government is not
prepared to restrain its spending, the squeeze on private spending
must be that much greater.

18. Both to make this line credible, and to put Ministers on the
defensive in the bilaterals, we should get any upward revisions to
the inflation assumptions on the table at the July Cabinet. it
would be most unfortunate if we were faced with the need to put up
the inflation assumptions at the last minute for the second year
running : memories of last year still rankle, and may be one
reason for the scale of this year's bids. However, we will want
to keep the 1likely downward revision to the unemployment

assumption up our sleeve, if we can.

Next Steps

19. If you agree with this approach, the next step might be for
the Chief Secretary to minute the Prime Minister, updating his
earlier assessment of Survey prospects, on the following lines:

- the initial bids are higher than we expected and there
will be more to come;

- a lot of colleagues have indicated that they will re-
open if, as we must expect, the inflation assumptions
are moved up;

- the bids are more difficult to resist than one might
suppose and there seems very little prospect of
savings on anything 1like the exceptional scale
achieved last year;

- the Chief Secretary therefore proposes to write, on a
~ personal basis, to a few selected colleagues, to urge

\.,/’)\\‘

them to re-examine their priorities;
. N i S el

- more generally, without resorting to extreme measures,
we will be aiming to change the climate among

8
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colleagues and in the press, ahead of the July
Cabinet.

20. It would be for Divisions to draft replies to Mr Channon,
Mr Baker and Mr Ridley. You might also want to ask IDT to work up
a line for the press for use over the next few weeks. GEP is
already working on a passage for the Chief Secretary's speech to
the Adam Smith Institute.

21. You will no doubt wish to discuss.

RACHEL LOMAX

9
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TABLE 1 :OUTCOME OF 1988 SURVEY

1990-91

1. Changes between AS 1987 and AS 1988

1990-91
Money GDP (%) (level) 1:5
GDP deflator (%) (level) 4.7
Real GGE % -3.1
of which (main real gains)

Transport 173

Home Office & legal 132

NHS (E) 2.8

DES (CG) 1.6

ODA 0.4
GGE ratio

AS 1987 B 41%

AS 1988 39

2. Changes between AS 1988 and 1989 FSBR

Money GDP (%) ) -
) (levels)

GDP deflator (%) ) 1:8

GGE ratio

FSBR 1989 L
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CONFIDENTIAL
TABLE 2

MATIN BIDS AS A PERCENTAGE OF BASELINE

(%) 1990-91  1991-92  1992-93
DOE-OES 42 46 32

DTp 24 38 50

DES 23 28 32

HO 13 18 20

DH 9 11 15

REAL GROWTH IMPLIED BY MAIN BIDS

(% real growth over previous year)

DOE-OES 39 2 -10
DTp 30 12 9
DES 22 3 3
HO 15 3 2
DH 9 4 3

[Using FSBR deflators]
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CONFIDENTIAL

FROM: P T WANLESS
DATE: 19 June 1989

MR LUCE
ccs PS/Chancellor

PS/Financial Secretary
PS/Paymaster General
0 PS/Economic Secretary
\ Sir Peter Middleton
n~V\G‘ g Mr Anson
ool o4 ol ¢! ., Dame Anne Mueller
x4 A9 Sk TRl O RRR T
a0 : e ¢/ Mr Edwards
g b 80 ol & Mr Kelly
N et Siey %) Mr Davis
LV Mr Mertens

1989 SURVEY: RUNNING COSTS

The Chief Secretary was most grateful for your submission of 15

June.
. 2 The Chief Secretary agrees with your conclusions that we
should:
- resist the "catching up" component of pay bids; and
- press for a greater level of efficiency gains where
these seem low.
3 The Chief Secretary does see some merit in minuting the Prime

Minister about the overall running costs position towards the end

of this month.

Y

PETER WANLESS
. Assistant Private Secretary
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FROM: MISS C EVANS (/7 ~\

DATE: 23 June 1989

cos Mr Anson
Mrs Lomax
Mr MacAuslan
Mrs Thorpe

A Wollasr

PUBLIC EXPENDITURE CABINET

I mentioned to Paul Gray that the Chief Secretary's minute of
today to the Prime Minister is on its way. He suggested that the
Prime Minister will probably want to have a meeting with the
Chancellor and the Chief Secretary early in the week beginning 3
July to discuss the Survey position and the handling of the public
expenditure Cabinet. He thought she would find it helpful to have
for next weekend's box a note of our views on the Cabinet remit in

the light of the summer forecast. [ _|.aane wtnbosned  fo
M~ § Lo .

e

) MISS C EVANS
/// Private Secretary
~

*
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PRIME MINISTER

1989 SURVEY

My minute of 12 May warned that we would face strong wupward
pressure on many spending programmes in the coming Survey.
Colleagues have now sent me their bids for the three Survey years.

27 The bids are even higher than I had expected, totalling
£13 billion in 1990-91, and £15 billion and £21 billion
respectively in the two later years. A number of these bids
represent very large percentage increases on the departmental
baselines - for instance, nearly 25 per cent for DES din ©1990-91,
and even more for DTp. In addition to this several colleagues
noted that there were further bids to come, and a number warned
‘ that they would need to reconsider their bids if the inflation

assumptions were increased.
5 I have been through the bidding letters very carefully.

4. As we foresaw, there are a hard core of bids, amounting now
to around £4 billion, which are virtually irresistible. These
include the cost of policies to which we are already publicly
committed, on student loans, for example, and on the pensioners
earnings rule. They also include the effect of higher inflation on
social security upratings; and the extra AEF for English local
authorities, which E(LF) has just agreed, along with comparable

increases for Scotland and Wales.
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= There are other bids where some additional spending is
probably inevitable, though the sums sought by colleagues will
need to be pruned. For example, Kenneth Clarke's bid of

€1% billion in 1990-91 for the health service includes some
£k billion for the costs of implementing the NHS Review.

6.5 A particular group of bids is for extra capital investment in
housing, education, prisons, roads, rail, and health; these
already total over £3% billion in 1990-91; further bids are yet to
come on rail, particularly for the later years. Individual bids
may be well supported: for example Paul Channon's bid for greatly
expanded road investment follows E(A)'s decision, and his recent
White Pap=ar. Taken together, however, they amount to a wholly
unrealistic expansion of public sector investment. Quite apart
from its cost, this would put a severe strain on the capacity of
the supplying industries, with adverse effects on both prices and

imports.

Te The overall bids are almost a third higher than they were at
this stage last year. Further bids of about £3-4 billion a year
emerged during the course of last year's Survey and something
similar is likely to happen again. Last year, the eventual
outcome was transformed by savings of nearly £5 billion a yea:
which emerged on unemployment benefit, housing receipts, the
nationalised industries and agricultural market support. These
savings reflected the success of our policies, but have now
already been built into the plans for the present Survey years.
We cannot therefore expect a similar last-minute reprieve this

time.

8. We clearly cannot contemplate increasing expenditure to
anything like the extent sought by colleagues. It would be quite
irresponsible in the present economic situation. It would put off
indefinitely our hopes of reducing the present tax burden as

proportion of national income, still less of getting back to the

level we inherited ten years ago.
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9. I am also concerned about public expectations of the
prospective scale of extra spending on the infrastructure. I
shall be seeking to inject a greater sense of realism into this
debate in a speech I shall be making to the Adam Smith Institute

on 27 June.

10. This is bound to be a very tough Survey even by recent

standards. I shall be writing straight away, on a personal basis,
to a few selected colleagues including Paul Channon and
Kenneth Baker, urging them to re-examine their priorities. I have

also warned Norman Fowler that I shall once again need to seek
very substantial cuts in the employment programme. But the bulk
of the bilateral discussion will have to wait until after the
Cabinet on 12 July. I hope colleagues will agree then that the
present economic climate requires severe pruning of their initial
bids if we are to retain the credibility of our medium term

economic and fiscal aims.

JOHN MAJOR

SECRET



10 DOWNING STREET
LONDON SWI1A 2AA

From the Private Secretary 26 June 1989

Diau Cafl“

ALHEG L / 1989 PUBLIC EXPENDITURE SURVEY
fj;{y5“93) ; /¢ The Prime Minister was grateful for the
C,E;7QT"““j;'Z Chief Secretary's minute of 23 June, and has

— 1 noted the latest position on Ministers' bids.

g §~«wwmm S She would be grateful if the Chief Secretary
I

could let her have a further note later this
week setting out specific proposals on the
remit that Cabinet might be invited to endorse.
b e She would like to discuss this with the Chancellor
* iy G g and the Chief Secretary early next week.

I am copying this letter to Alex Allan
(HM Treasury).

. ‘ \(@M .
P-_A

(PAUL GRAY)

Miss Carys Evans,
Chief Secretary's Office.

SECRET
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ECONOMIC ASSUMPTIONS FOR PUBLIC EXPENDITURE

This submission seeks your approval for a revised set of
Economic Assumptions to be sent to Departments in the light of the .Tune
forecast. We are due to discuss them with you at a meeting on

Thursday.

2% The purpose of issuing revised assumptions to departments is to
give them the best available basis for planning and control. You will
at the same time want to consider which assumptions will best assist a
successful outcome for the forthcoming discussions with departments.
(Some of the figures for 1989 will, following past precedent, appear
also in the table attached to your Cabinet paper; a draft of which Mr
Riley will send to you tomorrow.)

3. Economic assumptions will be reassessed 1in October. The
assumptions decided then for unemployment, earnings and inflation for
the current and next financial years will be published in the Autumn
Statement. No assumptions are published at this time of year, and
interest rate assumptions are not published at any time. Unless the
forecast published in the Autumn Statement is radically different from
the current June forecast there is a strong possibility that we shall
need, before the end of the Survey, to revise substantially the
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ssumptions issued in March at least for 1989 and quite probably for
1990 (the years covered by the Autumn Statement forecast). The
expenditure figures in the Autumn Statement will need to be consistent
with the economic outlook in the forecast.

4. Past experience has underlined the difficulty of revising
assumptions at the last minute, especially for the GDP deflator which
is important for many programmes like health, defence and overseas aid,
and tends to condition the kind of settlements which are reached on
running costs. Changes of the order implied by the June forecast would
clearly be very difficult to manage at the end of the Survey. There is
again a case this year, therefore, for now giving departments figures
which are realistic for the current year, and which, for the coming
year, minimise the risk that further changes will be needed in the
published Autumn Statement. Nonetheless, they should not be so much
higher (lower for unemployment) that they would risk being revised
downwards (upwards for unemployment) in the autumn.

B The June forecast depicts significantly higher inflation
throughout the Survey period than was presented in the MTFS. This
produces something of a conflict for the economic assumptions exercise.
The well-established convention is that, once the MTFS is published,
subsequent revisions to economic assumptions through the rest of the

year are restricted to the current and next financial year. For
subsequent years (in this case 1991-92 onwards) the practice has been

to revert to the MTFS path. This practice can produce sharp
discontinuities in the assumpti

6. However, it can also be argued that for public expenditure
planning purposes it is important to establish the most realistic
assumptions possible at this stage of the Survey. 1In particular the
pressure on DSS to agree to policy reductions, which largely take
effect in later years, will be reduced if they do not have to put in
sizeable estimating bids. For these reasons, ST Division favour higher
inflation assumptions for 1later years than presented in the MTFS,
giving greater (but not total) weight to the June forecast.

T Against that it has to be said that the June forecast itself is
particularly uncertain. That is inevitable when we are either at or
forecasting a significant turning point in the economy. Moreover, to
circulate higher inflation assumptions than contained in the MTFS for

CONFIDENTIAL
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E .he later years as well may be construed by departments as reflecting a

change in macro-economic policy, with a major relaxation of counter
inflationary objectives. And we do not normally consider it desirable
to change our medium term view of the economy more than once a year,
and certainly not on the basis of three months new data since the last
MTFS.

8. These 1issues clearly need to be considered at your meeting on
Thursday. For the purposes of what follows I have adhered to previous
practice and proposed assumptions which revert to MTFS paths from 1991-
92. But I also present alternative assumptions which reflect ST

Division's views.

Unemployment

9. We did not revise the assumptions for narrow GB unemployment in
March, but persevered with the figure first published in the Autumn
Statement of 1.9 million for 1989-90 and beyond. We maintained this
figure despite the fact that unemployment had been falling sharply in
the preceding months, and was at the time perceived likely to fall
further to give an average for 1989-90 of 1.78 million - noticeably
lower than 1.9 million. The main reasons for sticking with the figure
of 1.9 million in the March assumptions were that it would provide a
more realistic basis for the Survey, and avoid difficult upward
revisions if our forecasts subsequently proved incorrect.

10. In fact, GB unemployment has continued to fall at an underlying
rate of about 40,000 a month throughout this year, to 1.73 million by

May. (The fall in May was only about 20,000; but this is regarded as
due to special factors after the exceptionally large fall of 60,00 in
April.) The June forecast projects a further, but much slower, decline
to 1.68 million by the end of this year, and a very slow rise
subsequently. For 1989-90 the outturn is forecast to be 1.7 million
and 1.75 million for subsequent years. In choosing the assumption we
do not normally take account of forecast changes in unemployment beyond
the next month or so.

h T At this stage < & is desirable for public expenditure
negotiations to choose an unemployment assumption which is as high as
is feasible, but still plausible. Against this background, and in the
light of the forecast, it would seem reasonable to extrapolate

CONFIDENTIAL
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omething very close to the 1last actual figure of 1.73 million
throughout the period. I propose 1.75 million. It assumes no further
fall in unemployment from now on, but is defensible as a stylised
assumption. We could even go for 1.8 million, if you wished, though
it would risk causing undue suspicion on the part of departments most
concerned, DSS and DEmp.

Unemployment - GB millions
1989-90 1990-91 1991-92 1992-93

FSBR/MTFS figures 1.78 1.86 1.90 1.91
' March (and PEWP) assumptions 1.9 1.9 1.9 149

June forecast 1.70 1.75 1,73 .72

Proposed assumption 105745 1575 1.75 1.75

Average earnings

12:, The average earnings figure published last November in the
Autumn Statement showed a 7% per cent increase in 1989-90, after an
estimated increase of 8% per cent in 1988-89. Unpublished assumptions
for 1990-91 and 1991-92 had earnings growth falling to 6 and 5 per cent
respectively. The assumptions were revised up in March after the
Budget (the tax calculations and press briefing of which were done on
the previous assumptions). The March assumptions were revised line
with the MTFS figures. This is illustrated below.

1988-89 1989-90 1990-91 1991-92 1992-93

1989 PEWP assumptions* 8% 7 6 5
FSBR/MTFS 8.9 9.0 T+B 6«2 5.5
Revised March assumption 9.0 7% 6% 5

* Only 1988-89 and 1989-90 figures were published in Autumn Statement.

135 The Department of Employment's estimate of underlying whole
economy average earnings growth has risen from 8% per cent in April
1988 to 9% per cent in April 1989. The immediate prospect is for a
further rise in the next few months. It seems almost certain that the
figure for May will be 9% per cent. The forecast is that earnings
growth will not slow down until the end of 1989 and beyond. The
profile of earnings growth in the June forecast is higher than in the
FSBR/MTFS projections.

CONFIDENTIAL
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E A.4. It is widely expected that earnings growth will continue to rise

from its current rate, and we will almost certainly have to publish a
figure at, or close to, 9% per cent for 1989-90 in the Autumn

Statement. I propose that we use that figure now. For-1990-91;.1%
suggest we use something below our forecast but above our previous
assumption. That should allow us to revert to the MTFS path for
earnings in 1991-92 without too implausible a discontinuity. The

proposed path for earnings will then be consistent with our proposed
GDP deflator and RPI assumptions for the same years (see below)

Average earnings assumptions

(percent changes on year earlier)

1988-89 1989-90 1990-91 1991-92 1992-93

1989 PEWP 8% 7 6 5

MTFS/FSBR figures 8.9 9.0 7.8 6.2 5.5
March assumption 9.0 7% 6% 5
June forecast 9+5 8.5 158 o T
Proposed assumption 9% 8 6% 0% 5
Alternative assumption 9% 8 7 6
Retail prices

15 RPI assumptions are needed for September 1989, 1990 and 1991, to

determine the size of the Social Security upratings in the following
the June forecast is 7.3 per cent and for September 1990 is 6 per cent.
These figures are considerably higher than the assumptions of 6% per
cent and 3% per cent respectively, which were consistent with the FSBR/
MTFS outlook. The latter incorporated a smoothly declining interest
rate profile. The June forecast, by contrast, has short-term interest

financial years. The September 1989 figure for inflation implied Dby

rates being sustained at current levels until mid-1990 and declining
only slowly subsequently. Underlying or core inflation is also
generally higher in the June forecast than in the FSBR/MTFS outlook.

16. I propose an assumption of 7% per cent for September 1989. By
the time we next have to publ}sh a forecast in the Autumn Statement,
that figure will be recorded. The assumption for September 1990 will
then need to be reassessed in the 1light of what we are likely to
publish in the Autumn Statement for forecast RPI inflation for the
fourth quarter of 1990. But unless there are significantly lower

CONFIDENTIAL
2




CONFIDENTIAL

- "rospects for interest rates in 1990 and beyond than we currently

foresee, it seems best that we move now to a higher figure for
September 1990, say 5 per cent, before reverting to our previous
assumption for September 1991. The table below summarises recent
assumptions and forecasts, and our latest proposed assumptions.

RPI, per cent changes a year earlier

September September September
1989 1%%0 1991
Published PEWP assumption 5% 4
Unpublished FSBR/MTFS figures 6.3 3.7 2.6
March assumptions 6% 4 2% "
June forecast Toe g7 6.0 4.7 fBi
Proposed assumptions 't 4 5 (2% )/
Alternative assumption 7%‘- 6 '
V. £r Vo

17. The RPI excluding housing (tﬁe/Rossi inde;) is used for uprating

about a third of the social security programme. In the June forecast,
it is expected to rise by about 5 per cent in the year to September
1989 and 4 per cent in the years to September 1990 and September 1991
respectively. These are consistent with both the PEWP Rossi
assumptions (published in DSS's Chapter of the 1989 PEWP) and the March
assumptions. There is no need, therefore, to change these.

Rossi index assumptions

(pexr cent changes on ycar carlier)

September September September
1989 1990 1991
1989 PEWP 5 4
FSBR/MTFS 4.7 3.5 2.8
March assumption 5.0 4 2%
June forecast 5.0 4.0 4.0
Proposed assumption 5.0 4.0 2%\3 .0
Alternative assumption 5.0 4.0 3% )
CONFIDENTIAL

6



E .DP deflator

CONFIDENTIAL

18. The March assumption for GDP deflator inflation was the same as
the path published in the FSBR/MTFS.
we made no allowance for the impact of the community charge in Scotland
in April 1989 and in England and Wales from April 1990.
abolition of domestic rates is to be handled in the national
accounts, the rise in the consumers' 1989-90
1990-91 will be reduced below what it would otherwise have been

when the community charge is introduced.

To avoid confusion at that time

But, given the

way the

expenditure deflator in

and

19, The impact of this on the overall GDP deflator will be to reduce
it by 0.2 per cent in 1989-90 and by 1.9 per cent in 1990-91 below what
it would otherwise have been. Most officials in departments are as yet
of this, though there
departmental CSO committee. The occasion of these revised assumptions
and the forthcoming public expenditure negotiations will be the first
time they are formally TES The of the
charge will start affecting the published national accounts,

1989Q2

has an inter-

unaware been discussion by

introduced to treatment

community
though only in a small way at first, when the CSO publish the

national accounts in September.

20 . this
adding back the "community

purely statistical feature of the data (ie
clear that the

Adjusting for

charge effect"), it 1is

forecast for GDP deflator inflation has been revised up quite
considerably in the June forecast compared to the FSBR/MTFS
projections. It is proposed that we reflect this fully in revised

assumptions for 1989-90, but only partly for 1990-91. We then propose

to go back to the MTFS path for later years.

GDP deflator

(per cent changes on year earlier)

1988-89 1989-90 1990-91 1991-92 1992-93
1989 PEWP 6% 5 \ 3% 3
L )

FSBR/MTFS 7% 5% \,ﬁh§ 3 2%
June forecast 7% 750 \§.3J 4.6 4.
June forecast 7% T2 5.2 ; 4.2

(adjusted for

community charge) 7 o < u 3
Proposed assumptions 7% | 5 3 2%
Alternative assumption 7% 5 4% 3%

; CONFIDENTIAL
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. .nterest rates

21 The FSBR/MTFS projected a one-point decline in short-term

interest rates in July 1989 and in January 1990, and a gradual decline

thereafter. The March interest rate assumptions broadly followed the
FSBR/MTFS path. The June forecast, however, incorporated an
assumption of a fixed UK short-term interest rate of 14 per cent from

Thereafter short-rates are assumed to fall % point
until stabilising

1989Q3 to 1990Q2.
in 199103 and by a similar margin every two quarters
at 11% per cent in 1992Q3.

22. The June forecast thus clearly marks a significant departure
from the FSBR/MTFS path for interest rates. Nonetheless, in keeping
with the overall approach to assumptions adopted here we revert to the
MTFS path for short-term interest rates by 1991-92. We do the same for
long rates, with LIBOR rates unchanged from the March
Though the interest rate not published,
circulated to a large number of departments including ECGD, DoE, No 10,

assumptions.

assumption are they are

and the Scottish and Welsh Offices, mainly for calculating housing
subsidies. Nothing suggests that long rates (except in 1990-91) or
dollar-LIBOR rates need to change much.
1989-90 1990-91 1991-92 1992-93

3-month inter bank
1989 PEWP 11 9% 9
March assumption 12 10 8% 7
June forecast 13.9 13¢5 12+5 i
Proposed assumption 13% 11% 8% 7
20-year gilt rate
1989 PEWP 9% 9% 9%
March assumption 8% 8 7% 7%
June forecast 9.9 - | 9.3 9.0
Proposed assumption 9% 9% 7% 7%
6 month dollar LIBOR
1989 PEWP 10 9 g
March assumption 10 9 9 9

~ June forecast 9.1 8.7 8.5 8.5

\ Proposed assumption 9 9 9 9

<
LD
CL}
&
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3. We have also been asked for the first time to produce an
additional assumption on interest rates for ECGD purposes (ECGD already
receive our other interest rate assumptions.) This is an assumption
for world long rates, specifically for 5-year bond rates for sterling,
dollar, vyen, mark and the French frang{l The rationale for this is
explained more fully in Annex A along with proposed assumptions. GEP
division support ECGD's request. If you are content with this, they
will become a regular feature of the assumptions in the future.

Effects on expenditure

24. Annex B summarises all the assumptions proposed here. Annex C
sets out a ready reckoner indicating the approximate effect on forecast

expenditure of the proposed changes to economic assumptions compared to
the equivalent March FSBR/MTFS assumptions

1989-90 1990-91 1991-92 1991-93

Effect of:

Unemployment - 380 - 398 - 413 - 428
RPI g 35 + 305 + 610 + 610
GDP deflator + 90 + 143 + 143 + 143
Interest rates + 150 + 275 +-. 05 + 54
Total - 125 + 325 + 435 + 379
Decisions
25 Are you content for us to proceed as proposed.

J S HIBBERD

CONFIDENTIAL
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We have been
term interest
ECGD
vote 6).

in the
The
for
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INTEREST RATE ASSUMPTIONS FOR THE SDR CURRENCIES

asked to provide a set of assumptions on short and medium

rates for the SDR currencies. These are to be used by
calculations for their interest make up account (Class V,
precise assumptions required are for interbank rates and

The five SDR currencies are the US

5-year government bond yields.
dollar, Yen, Deutschemark, French franc and pound sterling.

The table below presents the June forecast projections of the relevant
numbers, along with recent values of the rates in question, and our
proposed assumptions. With the exception of the UK, we do not forecast
yields on The assumptions on these are based upon

the short rate projections, coupled with analysis of

government bonds.
recent behaviour
of the respective yield curves. Assumptions for UK and US short rates

are identical to the main economic assumptions.

June forecast

Latest
(21.6.89) 1989-90 1990-91 1991-92 1992-93

Short rates

us 9::35 9.1 8.7 B 5 8.5

J 5.373 5.5 5.1 4.5 4.5

G 6.80-6.95 7.6 7.4 6.9 6.4

F 8.875 9.6 9.4 8.9 Ble5

UK 14..:19 13..19 13:5 125 11°:6
Long rates S5-year Gilt rate, UK only

UK (5 yr) 11:56 d bt g 1350 1107%:7 10.4

Suggested Assumptions for world interest rates

Short rates

Us 9 8% 8% 8%
J 5% 5 43 43
G 7% 7% 7 6%
F 9% 9% 9 8%
Long rates (5 yr)
Latest
Us 8.38(10 yr) 8% 8% 8% 8%
J 5.92( 9 yr) 5% 5% 5 5
G 6.67( 9 yr) 7 7 6% 6%
F 8.64( 5 yr) 9 9 8% 8%
CONFIDENTIAL

10



CONFIDENTIAL

E A;.gx_g ASSUMPTIONS ON UNEMPLOYMENT, EARNINGS INFLATION
AND INTEREST RATES

‘Unemployment GB narrow (millions) 1988-89 1989-90 1990-91 1991-92 1992-93

Published PEWP assumption 251 1.9

Unpublished FSBR/MTFS projections 2.06 e 49 1.86 1,90 1.91
Unpublished March assumptions 1.8 1.9 109 1.9
Unpublished June forecast 2.08 1.70 1:75 1:73 1:72
Proposed Assumptions 1.75 1:75 1aelD 1.75

1988-89 1989-90 1990-91 1991-92 1992-93

Average earnings (percent changes)

Published PEWP/GAD assumption 8% 7%
Unpublished PEWP/GAD assumption 6 5
Unpublished FSBR/MTFS projections 8.9 9.0 7.8 6.2 5.5
Unpublished March assumptions 9 7% 6% 5
Unpublished June forecast 85 9.5 845 7.8 ot
Proposed Assumptions 9% 8 6% 5
RPI (per cent changes) Year to Year to Year to
September September September
1989 1990 1991
Published PEWP assumption 5% 4
Unpublished FSBR/MTFS forecast 6.3 . M 242
Unpublished March assumption 6% 4 2%
Unpublished June forecast 73 6.0 4.7
Proposed Assumptions 7% 5 2%
RPI excluding housing - Rossi index (per cent changes)
Published PEWP assumption 5 4
Unpublished FSBR/MTFS forecast 4.7 3.5 2.6
Unpublished March assumption 5 - 2%
Unpublished June forecast 5.0 4.0 4.0
Proposed Assumption 5.0 4.0 2%

GDP deflator (per cent changes) 1988-89 1989-90 1990-91 1991-92 1992-93

Published PEWP assumption 6% 5 3% 3
Published FSBR/MTFS forecast (March 7% 5% 4 3 2%
assumption)
‘Unpublished June forecast (corrected 7.3 73 e 2 4.6 4.2
for community charge)
Proposed assumptions 7% 5 3 2%
CONFIDENTIAL
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‘ @ (continuted)

‘—month sterling interbank rate

Unpublished PEWP assumption
Unpublished FSBR/MTFS figures
Unpublished March assumption
Unpublished June forecast
Proposed Assumptions

20-year gilt rate

Unpublished PEWP assumption
Unpublished FSBR/MTFS figures
Unpublished March assumption
Unpublished June forecast

Proposed Assumptions

@s-—onth pollar LIBOR

Unpublished PEWP assumption
Unpublished FSBR/MTFS figures
Unpublished March assumption
Unpublished June forecast

Proposed Assumptions

CONFIDENTIAL

ASSUMPTIONS ON INTEREST RATES

1989-90 1990-91 1991-92 1992-93

11
12.0
12
3.9
13%

9% 9

10.25 8.6 7.1
10 8%

1375 32585 11.6
11% 8% 7

1989-90 1990-91 1991-92 1992-93

9%
8.8
8%
9.9
9%

9% 9%

8.3 7.6 T3
8 7% 7%
9.7 9.3 9.0
9% 7% 7%

1989-90 1990-91 1991-92 1992-93

10

10.1

10
9.1
9

CONFIDENTIAL
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.N'N'EX C: EFFECT OF CHANGES IN ASSUMPTIONS ON THE PUBLIC EXPENDITURE
PLANNING TOTAL
£ million

a 100,000 rise in unemployment

(b)

(c)

(d)

(e)

(£)

DSS
N. Ireland
One point rise in 3-month sterli

interbank interest rates for 198

ECGD (short rates)

[Housing subsidies (pool rate*)E

from 1990-91 onwards.

DTI credit to shipbuilders
(short rates)

LAPR/MIRAS

One point rise in 20 year gilts
for 1989-90
Housing (UK)

One point rise in 6-month dollar

LIBOR for 1989-90
ECGD

One per cent higher earnings
1989-90

DSS

[N Ireland]

One per cent higher September
1989 RPI

DSS (relevant to April 1990 upra
N Ireland

Civil Superannuation

ODA Superannuation

1989-90 1990-91 1991-92 1992-93
255 265 215 285
[5] (5] [5] [3]
ng
9-90
50 - - -
ngland 53 31 15 )
9 & - 4
25 - - -
3 10 8 8
5 b iod =
-10 -10 -10 -10
[-2] [-2] [-2] [-2]
ting) - 280 280 280
= [8] [8] [8]
15 15 15 15
2 2 2 2

* Housing subsidy pool rate responds with a lag to changes in

long rates

CONFIDENTIAL
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(h)
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One per cent higher September

1989 ROSSI
DSS - 140
N Ireland - [4]

GDP deflator 1% higher in 1989-90

Housing benefits (GB) 50 50
(N Ireland) 2 2
CONFIDENTIAL
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50

140
[4]
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. ‘w DEPARTMENTS RECEIVING ECONOMIC ASSUMPTION
. Unemployment DHSS, DEmp, Northern Ireland Office, (NIO),
GAD
RPI including and DHSS, ECGD, NIO, GAD

excluding housing costs

GDP deflator DHSS, GAD
Average earnings DHSS, GAD
Interest Rates DTI, ECGD, DOE, NIO, Scottish Office,

Welsh Office. (The last four receive
these to compute housing subsidies.)

* Superannuation uprating assumptions go to departments paying public
service pensions. Though described as superannuation wuprating
assumptions, the departments are well aware that they are actually
the September to September all items increase.

CONFIDENTIAL
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THE JULY CABINET

Even more than usual, colleagues need a sharp shock to change
their attitudes.

2s They could perhaps be told that:

- An increase in spending on this scale would make it very
unlikely that the economy could be put in apple pie order
for the next election.

- The bids seem to have been drawn up in isolation from the
economic climate and, particularly, without any
appreciation of market conditions.

- The fiscal surplus cannot be counted upon. A large part
of it 1is inflationary and a downturn in business
ity could soon see it withering away.
Combined with these bids that would leave the Government
with no room for tax cuts in the run up to an election.

< X All this points to going for option A, as the toughest of
the three formulae. Option B, "as close as possible to the
existing plans", sounds pretty imprecise and invites further
questioning. Option C sounds like a change of policy on public

expenditure.

4. Of course, taking a tough 1line makes it even more
important that something pretty close to the existing ratios
can be delivered. As I have said before, I do think there is
scope for a substantial reduction in these bids:



\/!

Kenneth Baker's bids can be radically trimmed. GEP's
forecast outcome already implies trimming them by more
than half, but there may be scope for even more.

The transport bids, although worthy, can legitimately be
pushed to the back end of the Survey period. It is
unlikely that such large sums could in practice be spent
in the new year one, anyway.

I have already minuted in some detail on why there is
scope for a substantial slashing of Norman Fowler's
budget.

It may be that by the Autumn the political climate has
changed just sufficiently to trim a 1little from the
health bids. Admittedly that would be very tricky.

MOD might be foolish enough to try and reopen their three
year deal. Should they do so I think we should not just
fend them off: we should look for cuts. With amity and
peace breaking out everywhere the international relations

scene cannot possibly warrant increases.

Last, and certainly not least, departments need to be
be considered. In particular, they will have to take an
inflationary hit. There will be much wailing and
gnashing of teeth about this, with the new GDP deflator
for 1991 substantially higher than scored in the FSBR,
and higher still than scored in the Autumn Statement.
But, as they have in the past, departments will just have
to absorb this. The ratios, and indeed the whole round,

|| would be in deep trouble if inflation were to be

accommodated.

.
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ECONOMIC ASSUMPTION: GDP DEFLATOR

You asked for some recent history of revisions to the economic
assumptions for the GDP deflator. This is set out in the Table below.

GDP DEFLATOR ASSUMPTIONS

1987-88 1988-89 1989-90 1990-91 1991-92 1991-93

PEWP 1988 4% 4% 3% 3 - -
March 1988 - 43 4 3% 3 -

July - 5% 4% 3% 3 -
October - 6% G 3% 3 -

PEWP 1989 - 6% 5 3% 3 -
March 1989 - - 5% 4 3 2%

2 The assumptions we circulated in March 1988 were consistent with

the MTFS path set out in the 1988 FSBR. For 1989-90, the first year of
the then Survey period, the MTFS path was % per cent higher than thc

previous PEWP.

3. In July 1988 we revised up the figqure for 1988-83 (by 1 per
cent) and 1989-90 (by % per cent) before reverting to the MTFS path.

4. In October 1988 we revised 1988-89 (again up by 1 per cent) and

1989-90 (up % per cent), but still reverted to the MTFS path for 1990-
91 and beyond.

CONFIDENTIAL
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Sir P Middleton
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PAPER FOR JULY CABINET

I attach a draft of your paper for the Public Expenditure Cabinet
on 12 July. You may wish to discuss the general thrust of the
paper, if not the detailed drafting, at your meeting on the
survey. — (] ynr v any P, ks _{f,ﬂ~;f,~v A ivni b EA

/
7 -

25 Normal practice suggests sending the paper to the Prime
Minister on Friday, 7 July, so that it can be circulated to
Cabinet on Monday, 10 July. But with the Cabinet advanced to
Wednesday, you may wish to consider whether the timetable for
circulating the paper should be advanced also. ‘{i7
|

o The draft includes a table, in the same format as last year,
giving our latest view on the likely development of the economy in
1989. The figures are taken from the June forecast; we will have
to ensure that they square with the economic assumptions to be
used in the Survey, which are discussed in Jim Hibberd's note of

27 June.

I,
1977, Covering SECRET

w
Y. .
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4, Finally, you will wish to consider how far to go in describing
the prospect for the public finances. Last year there was no
discussion of this in the paper, but the case for underlining the

fragility of the PSDR is a strong one in present circumstances.

‘

o0 Jow i

&

C J RILEY

Covering SECRET

2
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Memorandum by the Chancellor of the Eichgguer St

During the 1980s we have experienced a period ,f sustained
economic growth, at a rate faster than our major European
competitors. Unemployment continues to fall, profitability is
high, and riézgéva££§éte investment”w-mmﬁgw at record levels -
augurs well for the future. This performance has been the result

of prudent macro-economic policies combined with supply side

reforms. i 7
N P48
% ,«}“ i3
2. But over the LIast two -years inflationary pressure has

re-emerged and the ‘économyﬁ\has grown at a rate which cannot be
sustained. Some slowdown is required. There are clear signs that
this 1is happening following the tightening of monetary policy
since last summer. Yet demand and inflationary pressures remain
uncomfortably strong. Inflation is hlgher than forecast at Budget

e ————————

time, and the current account deficit has also been larger.

Domestic demand and non—oil output are both more buoyant than

expected. Many sectors of the economy, most notably the
construction industry, are experiencing considerable pressures on
capacity.

v
gl TEeds essentt?l that Fhese pressures are contained and that
Aee) Sl

inflation is éeengto beton a definite downward path. This means

continuing to pursne tlght monetary and fiscal policies. It has
been necessary to tighten monetary policy since the Budget, and
(ihe financial markets remain fragile. B At a time when we are
seeklng a slowér growth of private sector demand any suggestion of
a relaxatlon‘of fiscal policy, with the public sector adding to
existing préssures on the economy, would be very damaging. In
these circﬁmstances, the fact that we are running a budget surplus
does not/suggest that we can afford to be any more relaxed than in
the peﬁt about the forthcoming public expenditure round.

SECRET ; % 5



—

’ M44 V’
Wb
L(J.{L“‘ﬁ

2 furth“f*tightentng-&ﬁwtnfiatIUn‘CGﬁttnues~te~edge~g§E¥ ;ﬂlpﬁf

mp.pc/Riley/223
SECRET

4. It is especially important in current circumspahces, with
substantial pressures on capacity, to sustain/fﬁe momentum of
supply side reforms. Reducing the share of public expenditure in
the economy to contain, and if possible brigg’down, the tax burden
are essential components. The tax burden/éiill remains above the
level we inherited a decade ago, and 091§ with continued restraint
in public expenditure is there any/reéi prospect of progress on

this . _/"
WORLD ECONOMY

5 The world economy grew much more rapidly than expected in
1988, and in every country within the G7)forecasts of the growth
of 5? and domestic demand were comier%ab&y em4ﬁfped GNP growth
in the[: ) as a wholeéﬁuﬂ4% per cent and
world trade in manufactureéilok per cent.

6. The indications are that the world economy has remained uesy
buoyant in the first half OfPﬁE? year. Growth in J??ig and
Germany appears to be?%ﬁﬁﬁ? strong, though there are signs of
growth slowing in the US in response to tighter monetary policy.

T The stron%hfroth of the past two years is in large part the
result of a mesder investment boom, All over the world investment
has.suxrged in response to the more stable eccnomic environment of

the 1980s with ;ggu(f%flatlon

intervention by governments.

and less

/uz naen i ,,/, o may™
(n;é(‘ LYWy -3
8. This dynamism in the world economy has, however, brought with

1tll%hevwrrsk-mo£~mhrgher—~tnf%a%*g§ Capacity utilisation is at -
hlstor1?§}%¥,E&gh/i&yels, and[?sqa~reauét inflation hasvedggdwaggﬁ
In response”J#enetarymau%herétkoélhave raised interest rates. E;a
—eeme—e9untrrgs1~each“as“fhE“US—*the~%tgh%enrng~o£—meaetary——pe&tcy
EM}~iﬂ4@ady;peen~pgrt&a%%y—feverse&-%hTﬂﬁﬂnmnrﬁﬂﬁﬂﬂymEQLhefs“me

\

g1 Wt Yoe)
'H\J 2

9. Provided that countries continue to take #he/necessary action
to restrain inflation the prospect is for further satisfactory

growth in the world economy, though at a somewhat lower rate than
in 1988. B
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THE BRITISH ECONOMY
,,d e J___i.“b s .)%r‘-:w \5-7 — L
grf\,\-\ T
10. There are now clear 51gns that growth of GDP and censumer
demand have begun to derate response to recent rises in

interest rates. Buﬁwaiiheugh«_gggthninnthe£mes€~reeea%mquaf%ers
has _been at _a. lewer'rate*than-tn—%he—£&rst»h&i§r9£-l988T—mﬁon-OIi
GDP - was still —over 4 per cent-higher than- awy r-earlier in the
ﬁlﬁgtuggéaigr ofleSQ;m”lgexpectwgrcwth“ef*ﬁ@t in 1989 as a
whole to “be 2% per cent, just a little below the budget forecast.
But this is entirely due to lower North S&E productlon following
recent accidents, and non-oil GDP ¢ Id“ks like being % per cent

‘h.

) ) P /
above forecasté % Wf(@i ~RA fkﬂfﬁv A~
11. The growth of personal sectogvafpending has slowed down
s
sharply. Retail sales have risen Slowly so far this year, and

rowth 1
re .f.(“ g W‘ )*qwa-}

ue,w’”Reduced mortgage lending and ! -

1ndli§;ors Pf consumer confidence indicate g?at
3
conti

nyo
gradually increase csaving from the very low recent

~ csei—

.heuse»pakeeslsuggest that consumers will ge more cautlous from now
on and w

levels. Even with continued strong growth of private investment
the growth of total domestic demand is likely to be much lower in

".mt}"'\

1989, .at 3 per ceq%, than the 6% ger cent recorded 1last year.
Nevertheless Lcy£umuuuim ‘ie

s still too rapid, and needs

further if inflation and the current account deficit
are o - fall i mny require policy to remain tight for some

to come down

time yet. Avu
L)

12 There +8/evidence of widespread pressure on capacity in
manufacturing industry in the second half of last year. These
pressures have eased a little in 1989, and should ease further as
output grows more slowly and new capacity comes on stream as a
result of the investment boom. The construction industry,
however, has shown more worrying symptoms of capacity constraints,
with ae§;a;2d shortages of labour and evidence that prices are
rising much faster than in the rest of the economy - well into
double figures. The latest DTI and CBI surveys, together with

evidence from the industry itself, suggests continuing growth of
construction demand; capacity constraints Q%hdwmsxzongw-ﬂupward
pressure**cﬁ””priéifilare likely to persist for some while yet in

3



mp.pc/Riley/223
) SECRET

. e A
2 LBl :

13. Underlying inflation has beenkhigher soe/fér in 1989 than
envisaged at Budget time, /having risen~ throughout the recent
period of very strong growth.| The RPI‘exoluding mortgage interest
payments - the nearest equivalent to the measures of consumer
prices used in nearly all other’maﬁor countries - was 6 per cent
higher than a year ago in May. Including mortgage interest
payments, RPI inflation inMay was 8.3 per cent. And pay is
continuing to grow more rapidly than is desirable, espec1allyﬂ1n

X@ the publlc sector. T now expect total RPI lnflathHNngbe Eﬁmﬁér
bty cent ‘In the fourth quarter of this year, above the forecast of
% per cent Qubiished at that time of the Budget. By this time,

R :
\VARNY /4 however, other less distorted measures of inflation - such as

roducer” prices and the RPI less mortgage interest

, payme t; - should have clearly stabilised and begun to fall
\L&;\\ng-"-“ ‘““‘“‘e{'\/ gﬁ RILEJ 20 JuNE f’f}&ﬁfji‘mfes on wyestme. Q‘B
14. There was é?ﬁbstantr&ik:purrent acgount.. deficit -of
S £15 bllllon in 1988éE;»thewseeeadedmba%aaeemeéwwpaymeatsm—aeeeunts-
,agf?:,) ithet has persisted so far this yeaty thogg&ﬁjn the light of the
97;1,;! enormous balancing items in the accounts the (deficit may well be
o overstated. It should be possible gradually to reduce this
deficit, and in the meantime to flnance 1t,4?rov1ded we)malntaln a
very-striet policy stance that eééoeb:uu& S ré%ﬁ}”the growth of

domestic demand,

%uﬁﬂ i 115, ha public finances remain strong, thou ere some
[ ”)ﬂf;, signs that the PSDR in 1989-90 may prove.aJHi maller than I
thf””?ff budgeted for in March. ;6ur policies to boost personal pen31ons
-w““" have been more successful than anyone foresaw,_ierwexamp$e2 and
the consequential rebates of national insurance contributions will
Ll " reduce government revenuesp/Eget~wen}y»this—yeaﬁwbutﬂforwsevefﬁl
§f7\ ¥ years—to -come:i| f', I he eleary the favourable
: cyclical lan“Jnces which have boosted the surplus over the past
as the economy

two years will tend to unwind
slows down. The fiscal projections in the MTFS showed minimal
scope for discretionary tax reductions given present public

expenditure plans, even WltE the budget reverting gradually to

balance. [ftm
\
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CONCLUSION
u?}

16. The policies which (have heen pursued in the 1980s have
greatly strengthened the British economy. But there are clear
risks in the present situation. We must not weaken in the fight
against inflation. At a time when we are seeking to reduce the
growth of private sector demand it is vital not t Zé;iewmimprudent
increases—in—public expenditure. —And we must not jeopardise the
progress—-we—-have-made on the supply side-by exacerbating pressure
on__interest rates or putting off still -further the prospect of-a-
lower tax~$ud%3-.

1 It is essential, therefore, that we follow the

recommendations in the Chief Secretary's paper.

SECRET
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Paul Gray Esqg

Private Secretary to

Mr Phillips

Prime Minister Mr Monck
10 Downing Street Mr Luce M!;’ANSOJ
LONDON Mr Riley M (o
Sw1l Mr Sedgwick

Mr Mowl

Mr MacAuslan

Mr Gieve

Miss Walker
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. PUBLIC EXPENDITURE CABINET: LINE TO TAKE

Your letter of 26 June to Carys Evans asked for a proposal on the
remit that Cabinet might be invited to endorse. The Chancellor

and Chief Secretary have discussed this, and they suggest the
following: - -

"The Cabinet reaffirmed the policy that public expenditure
should continue to take a declining share of national income,

holding as close as possible to the ratiof set out in the last
Public Expenditure White Paper."

This is in line with the 1987 remit (see earlier correspondence
o attached). The 1988 remit referrred to keeping as close as
possible to the existing planning totals, and this would not be

appropriate this year given that we are moving to the new
definition of the planning total.

I am copying this letter Carys Evans.

- -

A C S ALLAN
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Treasmy Chambers. Parhament Street. SWP 3AG
O1-270 3000
11 July 1988
PS/Chief Secr
Paul Gray Esq E Sir P Middlet
10 Downing Street Mr Anson
LONDON Swl Mr Monck
Mr Phillips
Mr O0dling-Sme
Mr Gieve
Dear Part R
P Mr Richardson
S b A A
o ) My Tumbn i

might be said after the Public Expenditure Cabinet.
the following: -

"The Cabinet had its

expenditure today. 1t agreed th
held as close as possi

the 3 Survey years. with
ary will hold bilateral
In the 1light of these, the

decisions on individual Programmes and
nd these will

‘th's objective, the Chief Secret
d)scussions in the Autumn.
Qovernment will take

tnhe planning totals, a

be announced, as usual, in
tr2 Autumn Statement in November.
The Chancellor would be grateful to know if the Prime Minister ijs
content with this.

I also attach som

€ question and answer Sriefing for use after the
Cabinet.

I am copying this letter to Bernard Ingham,

and to Richard Wilson
(Cabinet Office).

\/fLLV1L7

Mﬁ'r.L-

MOIRA WALLACE
Private Secretary
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Treasury Chambers. Parliament Stwreet, SW1P 3AG
01-270 3000

22 July 1987

David Norgrove Esqg
10 Downing Street
LONDON

SwW1l

e D

PUBLIC EXPENDITURE CABINET: LINE TO TAKE

The Chancellor and the Chief Secretary have been giving some

thought to what might be said after the Public Expenditure
Cabinet. They suggest the following:-

The Cabinet had its usval July discussion of public
expenditure today. It reaffirmed the policy that pubdblic

. expenditure should continue to take a declining share of
national jincome, as set out in the 1last Public-
Expenditure White Paper. Within that constraint, the
Chief Secretary will hold bilateral discussions in the
Autumn. In the 1light of these, the Government will
review both the individual spending programmes and the
planned totsls for spending, and will, as usual, announce
its decisions in the Autumn Statement in November.

The Chancellor would be grateful to know if the Prime Minister
is content.

1 am copying this letter to Bernard Inghanm.

A C S ALLAN
Principal Private Secretary
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CHANCELLOR cc Sir P Middleton

Sir T Burns
CHIEF SECRETARY Mr Phillips

MrMonck

Mrs Lomax

i Mr MacAuslan
Mrs Chaplin
Mr Tyrie

CABINET REMIT

I have been giving some further thought to the likely reaction in
the media and the City to the remit which was agreed at

yesterday's meeting namely:

"Cabinet reaffirmed the policy that public expenditure
should continue to take a declining share of national
income, holding as close as possible to the ratios in the

Public Expenditure White Paper."

25 While this maintains the existing "downward trend" formula,
many commentators will go over the words very carefully and they
will pick up the differences from last year, in particular:

(a) the absence of any commitment to hold to or to stay
as close as possible to the existing cash plans;

(b) we are aiming only to get as close as possible to the
PEWP ratios and by implication could well exceed
them;

(e) with GDP growing faster in the current year than

forecast at the time of the Budget, the formula is
consistent with large cash increases and a rise in
the ratio in 1990-91 at least.
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4
. 3. While we can point to the change in planning totals as the

reason for (a); we will not be able to deny (b) or (c) although we
can refuse to confirm or put any figures on the increase in money
GDP.

4, If we use this remit, therefore, it seems likely that both
the press and the City forecasters will publish quite large
estimates of the likely cash increases and will forecast a kink in
the downward trend in 1990-91.

L This reaction would be useful in preparing the ground for
the eventual announcement but may not be helpful for the
bilaterals if, as I suspect, few of your colleagues have any idea
of the likely size of the cash additions.

B The alternative approach would be to adopt a form of words
a little closer to that used last year on the following lines:

"Cabinet agreed to maintain the downward trend in the ratio
of public spending to national output and to hold as close
as possible to existing plans."

This would be received as "business as usual" by the commentators
and might provide a more helpful basis for the bilaterals. The
disadvantage is that it would do nothing to prepare for the Autumn
Statement - especially since the same "as close as possible"
formula was used last year when we stuck to the planning total for

year 1.

TEC The choice, therefore, lies between having a quiet July and
August but needing to work hard in the Autumn to prepare people
for the eventual outcome, and risking a general expectation in
July that wunusually large cash additions will be made to
programmes. It may be sensible to review the formula in the light
of the market position nearer the time.

\ .' — <
2 A Jéﬂ« C;Kh4

JOHN GIEVE
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FROM: J MACAUSLAN (GEP1)
DATE: 30 June 1989
x 4780

CHANCELLOR OF THE EXCHEQUER 1 cc: Chief Secretary
Mr Anson
Mr Monck
Mr H Phillips
Mrs Lomax
Mr Gieve (IDT)
Miss Walker
Mrs Chaplin
Mr Tyrie

1989 SURVEY PROSPECTS: MEETING WITH PRIME MTNISTER

I attach some tables as background briefing for your meeting with
the Prime Minister on Tuesday 4 July.

2 You may also want to take with you Rachel Lomax's submission
of 28 June, her and my submissions of 15 June, and the Chief
Secretary's minutes to the Prime Minister of 12 May and 23 June.

3 The tables below are as follows:

Table 1: total bids and forecast outcome (both incorporating
the likely effects of the new economic assumptions agreed

yesterday).

Table 2: bids and likely outcome: implications for GGE/GDP
ratios and real growth (ditto).

Table 3: GGE/GDP ratio and tax burden: historical series.

Table 4: departmental bids as a percentage of baseline, and
implied real growth.

Table 5: virtually irresistible bids (including effects of

new economic assumptions).

SECRET AND PERSONAL
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Table 6: main capital bids.

Table 7: bids yet to come (those foreshadowed in Ministerial
letters, plus the effects of new economic assumptions). This
table sets out bids not included in the figures of paragraph
2 of the Chief Secretary's minute to the Prime Minister of
23 June, but referred to in general terms in the last
sentence of that paragraph. In Tables 1-2 above, the figures
for bids include the effects of the new economic assumptions
and the megarail bids, but none of the rest; the figures for
the forecast outcome make some allowance for the likely
outcome on all these bids. The bids will not all actually be
made; some can be resisted, and other deferred.

Table 8: economic assumptions agreed on 29 June.

4. On Monday I will give you further briefing on the
implications of the bids for the construction industry.

5 We are also planning to produce a draft speaking note for the
Prime Minister to use at the 12 July Cabinet. We will submit this
on Monday in case it is useful background for the meeting. You
may well not want to show this to the Prime Minister on Tuesday;
the revised version could go over to No 10 late next week or early
the week after.

J MACAUSLAN

SECRET AND PERSONAL
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TABLE 1
-IHPI‘TIONS FOR GGE (£ billion)
(ex priv proc)

' 1989-90 1990-91 1991-92 1992-93
Baseline 199 210 221 229
1.(a) Bids (including effects of new +13% +16% +23

economic assumptions)
(b) Drawdown of Reserve, -13% -2% -4
GGE adjustment, etc
Implication of bids for GGE +11% +14% 19
New GGE 199 221% 235 247%
2.(a) Forecast outcome on bids +9% +10% +14%
‘ (b) as above -1% -2% -4
Implication of forecast outcome +7% 8% +10%
New GGE 199 217% 229% 239%
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G &éxcluding privatisation proceeds)

RATTIOS (Z of GDP)

i1 Plans and actuals

TABLE 2

1985-86 1986-87 1987-88 1988-89 1989-90 1990-91 1992-93 1992-93
1987 PEWP 443 44k 44 42% 42%
1988 PEWP 443 44 42% 42 41% 41%
~T/"" - ‘z‘ s "‘"“"’:“
FSBR 4yl 43% 41% 39% 39% | 39 38% } e
\ |
W e s e
Averages
1985-86 to 1987-88
43%
1986-87 to 1988-89
41%
. 1987-88 to 1989-90
40
24 Implications of bid 38% 39% 39% 39%
(after Community Charge effect) (40%) (40%) (40%)
3% Implication of forecast outcomel 38% 39 38% 38%
(after Community Charge ettect) (39%) (39%) (39%)
REAL GROWTH RATES (2)
o
i 44 FSBR -0.2 1550 -0.2 -2 i iy ¢ . [ 0.9
2. Bid Sl 2.3
|
35 Forecast !
outcome 3.8 l 1% 1.3
M)
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TABLE 3
TRENDS IN EXPENDITURE, TAX AND BORROWING
(% of GDP)
GGE Tax burden
ex priv proc (non-o0il)* PSBR
1978-79 43% 343 5%
1979-80 43% 35 4%
1980-81 46 36% 5%
1981-82 46% 38% 3%
1982-83 46% 38% 3%
1983-84 45% 37% 3%
1984-85 46% 37% 3
1985-86 443 37% 1%
1986-87 43% 37% 1
1987-88 41% 37% -%
1988-89 39% 37% -3
1989-90 39% 37% -2%
1990-91 39 36% -1%
1991-92 38% 36 -1
1992-93 38 35% =%

(Source: FSBR)

* Non-o0il taxes and NICs as % of non-oil GDP



gepl.ip/tables/mainbids$%

CONFIDENTIAL

MAIN BIDS AS A PERCENTAGE OF BASELINE

(%)

DOE-QOES

DTp

DES

HO

DH

REAL. GROWTH IMPLIED BY MAIN BIDS

(% real growth over previous year)
DOE-OES

DTp

DES

HO

DH

[Using 29 June deflators]

TABLE 4

1990-91  1991-92  1992-93
42 46 32

24 38 50

23 28 32

13 18 20

9 11 15

N

38 \ 2 -10

29 11 8

20 2 3
1ﬁfﬁA 2 3

g | 4 3
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. 1989 SURVEY: VIRTUALLY IRRESISTIBLE

Committed
Student loans/awards 150
Poorer pensioners 200
Pensioners earnings 375
Other I D
1050
Demand led/estimating
Police pay 215
Students loans/awards 85
Health review bodies 170
Social Security uprating 550
Other 250
1250
Costs of agreed policies
Extension of VAT 150
Restructuring 275
HRA (offset within GGE) 450
900
RSG and NNDR (GB) 800
TOTAL HARD TO RESIST 4,000
(incl estimated
territorial consequences: £bn) 4%

SECRET

230
200
400
370

1200

310
110
175
950

50

1600

245
250
450

900

900

4,600

4%

250
200
400
300

1150

415
105
275
1325
1750

3750

230
250
450

950

1000

6,850

TABLE 5
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. 19’SURVEY: MAIN CAPITAL BIDS

(£ million)
DTp

DOE

Home Office

Legal
‘ES

DH

Other

Territorial consequences (estimated)

Nationalised industries

GRAND TOTAL

of which:

Tzéte &

1991-92 1992-93

CONFIDENTIAL

1990-91
National roads 550
Local transport 50
Housing Corporation 250
Local housing 410
Local environmental 215
Other 140
Prisons 175
Local capital 70
Court building etc 35
Higher education etc 250
Schools etc 400
HCHS capital 325
NHS review capital 200
Local capital 30
200
600

81
4,700
2%

Construction (estimated) (£bn)

30 June 1989

850
140

475
400
310
160

225

90

30

225
315

1200
140

750
280
350

90

200

110

30

250
705

500
195
50

100
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CONFIDENTIAL Took 7
. @ BIDS FORESHADOWED
Reason Maximum Likely Bid
. MOD /DH /DES Increase in GDP deflators 800 1000 1200
FCO UN peace/boat people 20 10
ODA ATP/Climate/Africa 20 30 35
Economic assumptions 3 5 6
MAFF Miscellaneous 10 10 10
DTI Miscellaneous 20 20 20
NEC 40 40 40
ECGD Economic assumptions 75 20 45
DE TECs superannuation/VAT 5 10 15
DTp Maintenance/Eurocontrol /Heathrow 60 10 10
DOE Miscellaneous 10 10 10
PSA cost of change 30 40 50
Economic assumptions 150 130 150
HO Police manpower 13 40 68
Other 5 5 9
OAL Heritage/Palumbo/other 25 25 25
. DH Community care 50 100 100
Welfare milk 15 16 16
Other 50 50 50
DSS Water/social fund/running costs 12 12 12
Economic assumptions 300 650 950
WO Housing/health 30 40 45
NI H&W/Water 60 33 34
Economic assumptions 3 15l 18
Nat inds Mega/Hidden /NNDR 250 900 1250
Chancellor's Economic assumptions etc 45 60 80
Other NNDR premium 100 100 100
TOTAL 2,250 3,400 4,400

In addition extra bids are possible for lead in water (£% billion a
year), and for some other items totalling £150-250 million.
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'ONOMIC ASSUMPTIONS: 30 JUNE 1989

Umeployment (000)

March
July

GDP deflator (%)

FSBR

July

[Cumulative Change
RPI

(%; September)

March
July

ROSST

(%; September)

March
July

1989-90

1900
1750

5%

+1%

7%

3 month interest rates (%)

March
July

1990-91

1900
1750

+2%

10
11%

1991-92

1900
1750

3%
+3

2%

8%

TABLE 8

1992-93

1900
1750

2%

+3%]
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FROM: C J RILEY (MP)
DATE: 30 June 1989
Extn: 4439

CHANCELLOR R cc Chief Secretary
/ Sir P Middleton

Mr Anson

A/ Sir T Burns

| 7 Mr Sedgwick

T — Mrs Lomax

A XA/ N In Mr Gieve

VNS i v Mr MacAuslan

N \ &/ Mrs Chaplin

< \ Mr Tyrie

PAPER FOR JULY CABINET

I have looked again at the draft I sent you on 29 June in the
light of the points made at your meeting yesterday on the Survey.
I think the main points which you wished to stress are included in
the draft (although of course you may wish to change the way they
are presented) or will feature in the Chief Secretary's paper.
However, one point which the Chief Secretary raised - that the
higher growth in the GDP deflator which we now forecast owes a
good deal to buoyancy of investment prices - is not included in
the draft of your paper. This could be handled by expanding (and
splitting) paragraph 13 as shown below.

~ 0
{

\ < N"v \
‘u-&héiTh“(\B -

hiaher sd”fégwin 1989
than envisaged at Budget time, having risen throughout the

) Sl

"13. Underlying inflation has beeh,

recent period of very strong growth. The RPI excluding
mortgage interest payments - the nearest equivalent to the
measures of consumer prices used in nearly all other major
countries - was 6 per cent higher than a year ago in May.
Including mortgage interest payments, RPI inflation in May
was 8.3 per cent. And pay is continuing to grow more rapidly
than is desirable, especially in the public sector.

SECRET
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13a. I now expect total RPI inflation to be 6% per cent in
the fourth quarter of this year, above the forecast of 5% per
cent published at that time of the Budget. By this time,
however, other less distorted measures of inflation - such as
produiﬁa prices and the RPI less mortgage interest payments -
should(hé%e clearly stabilised and begun to fall. Growth of
the GDP deflator may nevertheless be about 7% in 1989-90
whole, compared with 5%% in the Budget forecast, y@ﬁkﬁ?»{
strong pressures on prices in the investment

sector where demand is particularly buoyant."

T

C J RILEY

SECRET



