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PRIME MINISTER

Next Tuesday's Cabinet

Mr. Whitelaw and Mr. Edwards will be
absent from Cabinet. Lord Carrington will
be back.

Attached is a letter from Mr. Heseltine
VA e ARV

to the Chancellor giving his views on the

Budget. He suggests we should do the maximum
for industry by not raising the tax allowances
at all and thus bringing down the PSBR and

reducing interest rates. ——rem -
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The Prime Minister and the Chancellor had a further discussion
about the Budget this afternoon. The following points came up:

The Chancellor said he was having doubts about the
shape of the Budget. It had been pointed out to him
that, if personal allowances were raised by only 74%,

people on below average earnings would be hit dis-
proportionately. By contrast, if the basi;-;ﬁte were
to be raised by 5%, the extra burden would be shaqed
more equally. Provided the Prime Minister was prepared
to*E;;;emplate it, he was thinking of the possibility

of raising the basic rate by 1% and personal allowances

by about lg%. This would not only be a fairer arrange-
ment, but it would raise additional revenue which -

with the present arithmetic for the PSBR coming out at
about £11% billion - would be very useful. The Prime
————

Minister said that provided it was additional to less
than full indexation of the threshold, she was prepared
to contemplate a basic rate increase. §She was veering
towards the view that a PSBR 9§ less than £11 billion
was essential. . Y

———._'_'_-_._'_-_-_'

The Chancellqr said that he was going ahead with the
bank levy; he had yet to decide on the rate of the levy,

though it would be pointless to do it for less than
£300 million.

Capital taxes. The Chancellor said he would minute
the Prime Minister with details of what he proposed.
Despite the criticisms that any further improvements
would be helping the rich, it was essential - in his
view - to make some miﬁgngggggggﬂas part of the

/enterprise
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enterprise package and to fulfil the Government's
election promises. The Prime Minister said she
agreed.

Benefits in kind. The Chancellor referred to his
minute of 3 February. The Prime Minister commented
that she had doubts about one of the proposals
contained therein: namely, the proposal that in

future the value of season tickets provided by

employers and of goods and services purchased with
company credit cards should be taxed for all the
employees - not just the better paid employees.
The Prime Minister said she doubted whether it
would be wise to bring the value of season tickets
into tax when commuter fares were going up fast,
Tt might not be possible to carry this through the
House.

-

17 February 1981
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1981 BUDGET

I have thought further about the letters you have received from
#eith Joseph., Jim has reinforced for me even more strongly how
cribical it is thet your forthcoming Budget should be - and be
seen to be'- designed to advanwmmw-
orously growing private sectori generating new investment and

jobs That have a commercial future. And yet it must not conflict
with the need to keep up the attack on inflation and on easy
woney. But all our gains on that crucial front will be lost if by
Llie time of the election it cannot be seen that the positive
growbh policies have been working.

OUur industrial base is desperately wesk, Not only is this an
egconomic problem but far more serious are the social and poljtical
congsequences. Here down in the South we are partly shielded from
the grim truth - although even here in Inner London and still

rore inthe Black Country, the evidence is there in decaying
manufacturing, its associated infrastructure and the disappearing
Jjobs. ;

Aflcr 2 years, you can rightly claim that our hard message about
the Link between inflation and monetayy laxness is getting home.
Inflation is falling and wage settlements in private industry and
public service are becoming more responsible. But not surprisingly
the Tink between that and rebuilding our industrial base is neither
understood nor c¢redible at a time when the main indicator of
industrial performance - the output of manufacturing industry -

has fallen nearly 10% in one year - and the profits to invest in
new growth have evaporated.

Ac we pull out of the present recession, profits will recover,

probably in 1982. But the recovery of investment will be slower -

on past performence we cannot expect any significant upsurge in

manufacturing investment much before 1983, for investment will only

be widely undertaken (on any past analysis of which I am aware)if and after
prospects for sales and profits are good. Igit right that we

chould wait that long? Is there in fact any need to do so?

I'ne public is rightly concerned about the annual &£4 billion tax
receipts from North Sea Oil., I share the general view t we
ought to have been using them_to invest in the future. But the
truth is that they have been used to shield private concumption
and the public _gerviceg from economic reality. Between 1977 and
1979 our predecessors' decisions allowed post-tax incomes to rise

—
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: Qy 14% while output rose by less than 5% - as well as leaving us with
plans for larger public programmes and the Clegg time-bomb. Somehow
we must reverse these priorities - and start using our North Sea
revenue for rebuilding our industrial base. )

I have no doubts about public expenditure. It is still _much more
Lhan we can afford. But what distrubs me most is the way the

AT Tribufion of our cuts has hurt the private sector so dispro-
portionately. We all know this. We know the damage that is
Lzaking place and I believe we have got to find a means of changing
Fhe balance now. It ig not sufficient to believe that the balance
w. 11 be restored simply by us holding down public expenditure as
the recovery proceeds. That is too slow. : '

Capital expenditure - in spite of our condemnation of our
predecessors for just that fault - has been cut much harder than
current - with especial damage to the private constructionh industry.
And even in current expenditure, preference has in practice gone

to preserving jobs and real pay levels in the service with purchases
from outside suffering. '

I fully realise that you have virtually no scope for general relaxation
(capecially as that could, by keeping inter i
exchange rate W, damage industry even more). ut any switch to

- help industry and investment can come only by curbing consumption,
public and private. The incresse in employees' national insurance
coutributions has pointed the way. But I would urge you now to
g0 further to achieve the positive response from industry whose
aboence could so easily undermine our strategy for beating inflation.
I believe that we should ask those in work to contribute more by
~uspending entirely for one year (at a revenue gain of over £2
billion) the Rooker-Wise provisions for the indexation of tax
allowances. T would alco look wider for similar contributions
from other inflation-protected groups not at the bottom of the
income scale. There will be protest, But, if the burden is spread
fairly from top to bottom, and is seen as a genuine attempt to
chift resources to the underlying problems of rebuilding our
industry base, I believe that there is very widespread support
available both from a political as well as an economic standpoint.

L do not believe we should use such money to give across-the-board
budgetary relief to industry and commerce's current costs (whether
by reducing the NIS or non-domestic rates), The relief you can
bring by creating the monetary conditions -in which interest rates
cun fall is more valuable. BSuch unselective help will not capture
the imagination of the public as an adequate response to industry's
- recovery needs nor offer reason enough to forego their personal
living standards. Nor would it stimulate industry to whom it
would be very much a case of too little too late. But certainly
@ determined programme of incentives to the successful companies
conld be devised and existing programmes with the right ingredients
expanded.

It is much more a question for Keith than me to advise how the

money could be spent to s%ggng,innreasing_inuestment. Within

my own sphere of responsibilities I can see several areas where

added investment, some in industry, some in the infrastructure,

would help to create the climate for successful new business especially

in the industrial and economically deprived areas where the inherited
environment is such a drag on the spirit of enterprise.




iy e industrial ares oi Bri .in looks derelict. At the

@ heort i the despoiled land which is not going to be cleared up
and used because it is cheaper to use new unspoiled land. We
should act to remove this negative value of this derelict land.
on an increased scale. It is right in every way and particularly
as it is job creating in areas of high unemployment. :

We could act to restore and convert declining.industrial buildings
into premises for new small businesses on a large scale.

Schemes exist on the continent to provide grants for companies
improving their effluent discharge. The companies get modern
equipment, the community gets cleaner.air, less noise or fresher
water.

We have a range of ideas for cheap starter homes either fully owned
or partly owned that could be advanced, where for each pound of
public expenditure 3 or 4 times as much private finance could he
forthcoming with direct benefit not only to the construction
industry, but to both the building materials and home fitments and
furnishings industries also. X :

I am not aiming to press my Departmental ideas at the expense of

other colleagues. They too will have good candidates for consideration
once one has decided that a drive of this kind will take priorikby

over more regular types of public expenditure and that we will not
flinch from the sacrifices needed to provide the funds withon

resorting to extra public borrowing. Presentationally, the sort

of programmes you could offer would be most exciting - ang could
galvanise the private sector into action. And you would have the
political initiative back firmly in our hands. Is it worth congidcripe?

I have mentioned to you the next step that I think follows f{rou
whet I have said. Jim mekes it clear that we are facing the
prospect of sustained unemployment of 21 to 3 million. I know
what your personal attitude will be to this. And just as these
appelling figures are emerging we shall be anguishing over the
cash limits for the next pay round.

May I ask you to consider a package that deals with the cenbrn]

set of problems we face? I set it out only in its most basic [orn.

In essence you should present for the next pay round a challenge
incorporating the items I have outlined above. You set a near nil
pay factor for cash limits. You say that for the next year extra
North Sea Oil revenue will also be set agide for invesbing in the
future, And you put on the table investment programmes, some privabe
some public, that you would be prepared to back in - return for cuch

a manifestation of national sanity. It would not mean no wage
increases - but only increases that genuinely arose from efficiency
and productivity. We all know they are available if the will ia Lhore.

?

I am copying this as before.
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MICHAEL HESELTINE
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Rt Hon Sir Geoffrey Howe MP
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We owe Sir Jeremy Morse a reply to his letter of
2pd” February to the Prime Minister, which he copied to
the Chancellor on 3rd February.

We think it would be best if the Chancellor were to

reply and he has now_approved the attached draft. Before
STEning the reply, however, he wanted to be sure that

the Prime Minister was content with this approach. I
should be grateful if you would confirm that this is so.

Mours  ewer

ﬁm Tethien

R.I. TOLKIEN
Private Secretary

COVERING PERSONAL AND IN CONFIDENCE




PERSONAL AND IN CONFIDENCE

LETTER FROM THE CHANCELLOR OF THE EXCHEQUER TO:

Sir Jeremy Morse KCMG

Chairman of the Committee of London Clearing Bankers
10 Lombard Street

London EC2V 8AP

Thank you for your letter of 3 February, with which
sent me a copy of your letter to the Prime Minister
enclosures. I have discussed what you say with her
has asked me to reply.

We have, of course, already discussed your argument that

a tax would have a damaging effect on your pay negotiations,
and I am afraid that I continue to find it unconvincing. It
can hardly be suggested that the unions concerned are
unaware either of the level of banks' profits or of the
bargaining value of that fact. Public recognitiaon that you
have high profits would surely not signal anything new to
the unions. By contrast it could well be said that a tax

or other form of contribution would give an added argument

for standing firm in negotiations, on the grounds that it

decreased ability to pay.

I note what you say about retransfer of export credit at
present refinanced by the Government. As you know neither

we nor the previous Government have excluded such retransfers.
However, the acquisition by the banks of what is really a

form of gilt-edged security carrying interest at 1{ per cent
over LIBOR can hardly be seen as a major benefit to public
funds or an important sacrifice by the banks. I am afraid

the interest charge fully offsets what you say about a
discounted cash flow advantage. These retransfers do not meet

the need for a real contribution.

In all the circumstances, I must express my very real disappointment]
that you and your colleagues have not felt able to respond more
positively to the proposals for cost-sharing which Nigel Lawson

put to you at the end of January.

GEOFFREY HOWE




PRIME MINISTER

Meeting with the Chancellor

You have more or less agreed the strategy for the Budget,
but not yet a number of details. I suggest that you go over
with the Chancellor his proposals for:

(i) Capital tax changes (Flag A), and see also David
Wolfson's comments at Flag B);

Taxation of fringe benefits (Flag C);

Indirect tax increases: you have agreed that the
Chancellor should raise approximately £1b., in
addition to revalorisation, and that the maximum
addition to the RPI should be 2%. A note should
Fally be coming in later tonight with detailed proposals

%&”éjrbﬂifd (Flag D).From an RPI point of view, we ought to
2 e 4

0 do more on beer than on tobacco and spirits, but
PN TG b1

the political and health arguments probably go
the other way. The Chancellor will no doubt also

propose increasing petrol tax and VED: these are

relatively effective revenue raisers for a given
RPI effeect, but there are the obvious political

difficulties and the adverse impact on industrial
costs.

You also want to have a word with the Chancellor about his
proposed paper to Cabinet on the 1981 public expenditure survey

(Flag E).
sati,
It Chart.

H'ﬂ"d

16 February 1981

CCRIENTIAL




16 February 1981

Price Basis of 1981 Public Expendiumre Survey

Thank you for your letter of 12 February
which I have shown the Prime Minister.
She has read the draft paper which you
enclosed with it, and would like to discuss
it with the Chancellor when they meet
tomorrow afternoon.

T P LANKESTER

-

P. 8. Jenkins, Esq.,
H.M, Treasury.




L

Coyrolbc ¢ D ISP

i
cc MoS
Mr Lamony ?
Me Moove ?
PUiC Rt
--.. A T i iy MF'T'TGJ"\Q,Ss
e ; ™Me D Sone g6
01-211-6402 ' 2 TG v UG
: : Mr SCcnn §
; . : : Me e ddle ?
At lion Bir GeoffTrey Howe QC WP . M o ME M e P et'e
Chimeellor of the Eschejuer . Fﬂr‘ﬁffxi“"
Tressury Chenhers : . Me o2 q't
Tarliceeant Sireet M Pove g ®
T, relrvury 1981

')-'.'3'_‘!“ :_;"11
Ve \*\t}u&-\-o:'\‘,‘r.

ks

\ .
~ \ f{ 'VT/\'I/
Peav Chencellov,
‘BUDGED MEASURES APFECTING EIEAGY PRICES
I have veen thinking further zbtout the issues we discussed
on 12 Fevruary. .

I ¥row Yow tight are the constrzints on your budget judgement.,

I will certainly support mezsures on North Sea taxnation and
petrol duty, which are politiczlly contentious. But it would

be wrong to alter the North Sea tax regime in ways winich threzaten
to undermine North Sea development and so your tax receipts.,

I bzve zo far, with your help, teen zble {0 hold the line on
the econonic pricing of encrgy despite the Very gSrast pressures
fram farlizment and industry Tor major and cestly eoncossions,
“ab the Tisures »ow teing a-recd in the KEI0 Teck Force
teiween the electiricity and ges “indusiries snd iheir major
consumers are showing that there now are some significant
disparilies between pricing in the UK and on the Continent.
ror ex=zrple, ihe difference in eleciricity prices cherged in
Aritain and Fraace lo comparable Lulk chemical rarulsclures is
over 35%.  For stcel the disparities are even greater, B3C's
firm renewal prices for all industrial users (29.3p) are

above those in France (19-26p/therm) @nd right at the top end
of those in Germany (19-31p/therm). On present policies
dispsrities are likely to remzin even if thé zap is narioved
in the coming mwonths. There are, of course, good explenztions
for some of these disparities — for exzmple the strengthening
of sterling and the availability of low cost electricity in
Frence from their large nuclear and hydro 'programme. I will
do all T can Lo ge® these explanations across, But I &m sure —
end I ¥now you agree - that we nced 1o mske some roncessions
if we are to hrad off an explosion which covld force a Ina or
deprrture from economie pricing with all that wouvld mean jor

btoth economic and energy policy,




I think any package 1o be effeclive needs 1o consist of four,
elemenis — action on gos énd electricily prices for 11rge
users, a substantial reduction in the RO duly ind a short
term schrme Lo encourage the replacement of oil-fired bLoilers
Ly conl-Tired ores. T am still working on some of. tne details

but my present ideas are:

1) '}1hétr101pi

prob]am is with bulk 1ntcn=1ve users at nnph load f?ctors
in such industries as paper and board, chemicals and :
steel. The esi have already been able to find measures
vhich will have the effect @f reducing elcrtrlclty costs
to a 1limited number of such users by 3—4 1% without adding
to their EFLs. The esi wouvld be able to provide a -
further 4-5% of help to a limited number of such users
a4t a cost of raising their EFL by £45m pa., I recommend
that we accept this proposal, It will still leave a big
. gap between UK and French &nd German prices to these
users: but to go further would be contrary t0thz esi's

statutory obllgattons :

(b) Gas
You will recall that® when Denis Rooke agreed to work
towards a -£400m EFL to help your revenue needs he pointed
out that in the time available it wouvld almost inevitably
lead to our . prices being out of line with those in Europe
and to the possible failure of some firms. Our firm zgas
renewal prices have recently moved ouvut of line with both
- those in Germany and even more so with France. Frices on
the Continent should rise in the next few months to reflect
incrcased fuel oil prices. But on present policies
BGC*s prices will 21so rise-— BGC's firm se2s price is
dve 1o go uvup 1p per therm ecarly next wonth and 1p/therm
a qnarter thereaTter, In zddition as more znd more
conpanies renew their contracts at the current levels
(29. 3p) zverage UK firm renewal prices will almost
certainly be_ﬂbove those on the Continent. The sirengthening
of sterling and the cuwrulative effect of BGC's price
increases means that in the past month or two our prices
“have ceased to bebr2adly in line with those on the
Continent. g

I have just received the proposals from BGC which I asked
for aTter our meeting with the Prime Ninister on 13 January,
We shall need Lo discuss them with the Corporztion. For
exanple, B5GC propose to hold their interruptible price at
about 22-24p until: April despite the recent rise in the

HFO price. TqQ continue to hold it at this level for a
Turther period would cost £25m for each 6 months znd
primzrily help bulk users. If we wish to go further,

BGC suggest, keeping firm gas reneval prices at their
current levels for 36 months, Which might be presented as

help particularly to high loed process users. The cost.




would be up to £40m p.a, While we shall hzve to under—
take intensive work on the various alterpnatives in

the next 10 days, T think we shall have o asrce 1o
-relax BGC's EFL by up 1o some £65m depending upon the .
detailed arrangements made, :

{e) . Boiler Substitution Schene - v
This will be parficularly hclpiul to large cnergy
users such as ICI aznd Courtavlds who have good schemes
to invest in coal boilers but are not prepared to
invest in present conditions of capital rationing.
Indeed Boots has actually cancelled its agreed invest—
ment plan... The scheme would also help the NCB's
difficvlt financial position. NCB have comaitiecd
themselves to a major programme of closing uneconomic
pits. Until that course brings the supply of and ..
demand for their coal into balance, they will still' be
faced with the problem of over-production and of rising
stocks which, as a last resort, will have to be financed
by an increase in their EFL. (It goes without saying
that the Board will have to seek all possible cash
savings before we increase EFL). It must make more
sense for us to spend £25m to encourzge conversion to
coal—fired boilers, which, on our rough estimates,
should lead reasonably soon to an additional 1mt a
year of continuing coal sales to .the industrial sector
than to add over £30m_ to the NCB's EFL to stock 1mt of
surplus coal with no wider &nd continuing benefit to
the economy. Quite apart from these savings, it would
-.also reduce poteéntial Social Security benefits to un-
employed boiler—mnakers and constiruction workers meinly
in arces particvlarly badly hit by the recession. The
annovncement of a scheime could zlso have great psycho-
logical valve. I do therefore urge you 1o Tind =t
least £25-35m over a 2 year period (with less in ile
Tirst year than in the second) even if yon cannot Tind
the full £50m. .

(d)  HFO Duty |
The sirongest yressure from industry on both of us has

been Tor abolition or at leazst reduction of the HFO

duty. This pressure will increase now that HFO prices

in the UK are again a@head of those on the Continent. I
agree, of course, that this measure is cost-ineffective,

but I am sure' that action here is politically essential.

To be sure of achieving our political objective I think

a reduction of at least 5C% is called for. But if it

vould help you to find the funds for the other three

sectors of this package.I would be ready — most reluctantly —
to ‘accept a reduction of 25%. While I doubt whether the
early renegotiation of ¥rigz is practiczble I am having

a Tinel uvrgent look at this.




I realise that the cost of this package will not be easy to
~7 meet. But. industry has concentraled much of ils opposition
Lo the Governmenti's stiratesy on eneragy prices and it is in
this arca where we shovld be prepared 1o help indusiry a
little. If we do not respond 1o the Task Force's Tindings with
an acceplable package we shall have 1o make much more costly
concessions at a later date... If it would help you provide
Tunds for this total packase I would be ready to support an
increase in petrol duly by an. exira 2p which with VAT should
bring you in an extra £100n.

:O'-l YA s\wf_r}\r(‘-. L‘

LI e

} D AR HOWELL
(fpproved by the Secretary of State and signed in his absence).
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I enclose my note of the meeting the -
- Prime Minister held this afternoon to discuss
the Budget.

cxl*‘uﬁ T

A J Wiggins, Esq
HM Treasury
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NOTE FOR THE RECORD

The Prime Minister held a further meeting this afternoon with
the Chancellor of the Exchequer, Sir Douglas Wass, Mr. Burns,
Mr. Wolfson, Mr. Walters and Mr. Hoskyns to discuss the Budget

strategy.

The Chancellor said that the PSBR forecast for 1981/82 had
now risen to £134-13% billion. His latest thinking on how this
might be reduced was as follows:-

I He had in mind twice revalorization of the specific

duties. This would raise €1 billion. It would mean a

2% addition to the RPI, but it should still enable the
published forecast for November to November to be 10% -
which would in turn mean social security uprating of 9%.

—

II He envisaged raising thresholds by 7%, rather than
15% which would be necessary to fulfil Rooker-Wise. This
would yield about £1 billion. A 6%% uprating would be the
P —————————
absolute minimum if a substantial number of people - for
example, widows - were not to be brought into tax; he had
chosen a slightly higher figure of 74% largely for presentational

reasons - because it was half the 15% implied by Rooker-VWise.

—

III He had decided firmly on the proposed bank levy.

These measures would reduce the PSBR to £11}-11% billion. He very

much wanted to find room for a package of measures to help industry.
He had concluded that nothing was possible on the National Insurance
Surcharge. But he was minded to provide some relief on electricity"

and gas prices to bulk users, possibly the suspension of Development

Land Tax and an increase in the first year allowance on industrial
buildings from 50% to 75%, and an enterprise package aimed at small
businesses which would cost less than £100 million in the first yvear

rising to £300 million in a full year. The enterprise package
might include some or all of the following: an Aunt Agatha scheme

/ (which
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(which would be renamed enterprise investment), a loan guarantee
scheme, an extension of the venture capital scheme, relaxation
of the Investment Income Surcharge, raising the threshold of
small company corporation tax, and some minor capital tax

concessions.

The Chancellor said that, ideally, it might be desirable to

reduce the PSBR below £11 billion. But he did not believe this
L e >
was politically possible. In his view, an increase in basic tax
rates had to be ruled out; 2% was the maximum that could be borne
_QE_EEE—BEL* and he dld not believe that colleagues would agree
—_—

to a further round of public spending cuts.

e ——— s

Mr. Walters said that, in his view, the markets would be
disappointed by a PSBR of £11 billion (after the Budget measures),
and consequently there was-E_E?rong likelihood that the
Chancellor's proposals would be insufficient. Given the possi-
bility that the PSBR might ip any case overshoot the forecast,
he feared . a funding crisis either in the summer or the
autumn. A PSBR of,—EE;T—EIE_Eillion would be no more deflationary
Eﬁgzﬁone of €11 billion - because the latter would be worse for
expectations and for interest rates. It would be worth paying a
premium now in terms of a tougher Budget, in order to avoid hav-

ing to introduce supplementary measures later in the year.
Serious consideration shculd be given to raising the basic rates

of income tax by one or two per cent.

—

The Chancellor said that he was well aware of the risks.
But he did not believe it would be politically possible to
adopt a mor;—;tringent approach thanhe had outlined. It was going
to bé difficult enough as it was to introduce what would be
represented as a deflationary Budget at a time of the deepest
recession since the 1930s; to include an increase in basic rates
would be impossible. If it turned out that the Budget measures

were inadequate, then further action would have to be taken dur-

ing the year. The need for such action would arise against a

background of rising interesﬁ»ra?es faster than planned
BUDGET  J .. et s‘&&:
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expansion of the money supply; and therefore it would be easier
in political terms than tougher measures in the Budget itself.

The Prime Minister indicated that the measures outlined by

the Chancellor on indirect taxes and on income tax were, in her

view, the most that were politically sustainable. She also did

not dissent from the proposed bank levy.
In further discussion, the following points were made:

(i) The Prime Minister questioned the possibility of
raising additional revenue by reducing the relief

on life insurance premia. This seemed particularly
apposite when the insurance companies were reported
to be making a substantial pay settlement. The

Chancellor said that this would not be an appropriate
measure for the forthcoming Budget, but it was a
possibility that the Treasury were looking at for
some future Budget.

The Prime Minister pressed the case for abolishing
the Postponed Accounting Service for VAT on imports.
The extra £600 million which this would yield in

1981 /82 wdETE"SE'GE}y useful, and she did not believe
that it would place as big a burden on the corporate

sector as had been suggested - since to some extent,
the earlier payment of VAT would be financed by
suppliers overseas. Moreover, the corporate sector
cquld be protected by restricting the change to the
import of finished goods only. The Chancellor,
referring to his minute of today's date, said that
he had come down strongly against the change. The
extra burden on the corporate sector would outweigh
all the measures he hoped to introduce to help the
corporate sector in the Budget. To the extent that
it would tilt demand in favour of UK manufacturing
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cuts, he would-bear it in mind for a future Budget;
but it would be wrong to make the change. now. The
Prime Minister said that the Chancellor should at

least keep the option open a little longer in case

e — T )
he needed the revenue.

Sl
The Chancellor said that three choices had been put

to him for the uprating of child benefit - S50p,

which would reflect the November to November RPI
forecast; 75p, which would be in line with Rooker-Wise;
and 95p, which would return child benefit to its real
value in 1979. Following discussions with Conservative
“ backbenchers, he had concluded that child benefﬁt
should be uprated in line with the Social Security
uprating - i.e. by 9 per cent or 45p. The Prime
Minister said she agreed.

&

13 February,1981
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PRICE BASIS OF THE PUBLIC EXPENDITURE SURVEY

I mentioned in my letter of 12 February that we would
be forwarding a short passage on the proposal contained
in the Chief Secretary's minute of 11 February to go
over to a cash-planned contingency reserve for 1981-82.
I attach this draft; the most appropriate place to
insert it in the Cabinet Paper would be after paragraph
12 (i.e. just before the Conclusion)] with a separate
heading "Contingency Reserve”. This will require an
extra conclusion, (b), which would read: "To endorse
the proposal in paragraphs 13 - 15 on the Contingency
Reserve”.

}é&uﬁ-f T~

fr—
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DRAFT PASSAGE FOR CABINET PAPER

CONTINGENRCY RESERVE

]2 There is a related change which I propose we should make now,

affecting expenditure in 1981-82.

Iﬁ—The contingency reserve has operated in the past as a control on

. decisions to add to the volume of expenditure. As part of the

move towards a greater emphasis on cash spend, I propose that any
decision we take to increase a cash limit should be a charge on
the reserve, regardless of whether the change is technically

classified as volume or pay or. price.

For expenditure not subject to cash limits, the reserve in 1981-82
would continue to be confined to decisions we take to add to volume.
‘For 1982-83 we will need to look again at this area in the light of

our decisions on the cash basis.of the survey.
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PRIME MINISTER

Meeting on the Budget

You already have a note from the Policy Unit.

Douglas Wass has telephoned to suggest that the meeting
should cover the following topics (and I think this fits in with
the approach suggested by the Policy Unit):-

(i) What PSBR should we be aiming for in 1981/827?
The Treasury's latest estimate on the conventional

forecasting assumptions (i.e., revalorisation on
indirect taxes and of direct tax thresholds)
is for a PSBR of £13% b. The forecast has now
—— ey
deteriorated by nearly €3 b, in the course of the last
three weeks. You will waﬁt to ask what grounds we
'
have for believing that it won't deteriorate further.

(But there have bgen some years in which the Treasury

have over-estimated the PSBR - usually, I think, when

the economy has been coming out of recession.

This happened in 1977/78: when the IMF came in
—

November 1976, we were expecting a PSBR of about

£10 b.: we took £1% b. off the PSBR, and the final

outcome was nearer £5 b.) Then discuss what PSBR

would be desirable. To decide this, we really need

to know what monetary target we are going for. The

Treasury are not yet ready to go firm on this because

of the unresolved question of how (i.e., M3 and/or

other measures) the target should be expressed.

But assuming the Treasury are still on 6-10% for M3,
ﬁ
I judge that that would require a PSBR of no more than

D ]

£10 b, as a maximum if there can be any confidence
s g
of interest rates falling. On the other hand, taking

as much as €4 b. out of the economy may not be
politically possible; and pace the Policy Unit, even
if it is possible, the short term effect may arguably

/ be
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(iv)

SECRET

be too deflationary. We need to consider carefully

the trade-off between the deflation caused by interest
e ——

rates not falling, and the deflation which would

come from what the Policy Unit call "overkill!.
From a political point of view, getting the PSBR
down from £3% b. to £10 b. may simply not be possible

- which brings us on to the main revenue options.

—

]

What is the maximim RPI effect we can stomach?
Revalorisation on the specific duties, which is already
built into the forecast, addsliﬁ to the RPI. Twice
revalorisation would add a further 1% to the RPI, and

—
yield about £1 b. (The increases can of course be

varied as between beer, tobacco, etec.: you get.a good
deal more revenue fram 222; for a given RPI impact

than from toEEEco or spirits Thus, 1lp on a pint of
beer adds 0. 1% to the RPT and yields £105 m. in a

full year; 1p on a pack of cigarettes also adds 0.1%
to the RPI, but ylelds only £40 m.) Your own feeling
earlier this week was that a full 2% addition to the RPI
was untenable politically; and, of course, the more we
add to the RPI, the more difficult it is to achieve

a given monetary target.

How much do we do on thresholds?

Rooker-Wise require 15%. The Treasury thinking is that
we can't do less than 731%; otherwise, quite apart

from the disincentive ;?}ect, large numbers of
additional people are brought into tax; and this means
extra staff numgg;s. By raising thresholds by only
73%, we save about £1 b. on the PSBR.

Bank Levy
The Chancellor's proposal would reduce the PSBR by

€450 m.; he wants your endorsement of it, though I am

/ told
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told that the Governor wants to make his own

——

representations before a final decision is taken.
One point we need to be clear on is what will be the

monetary effect of the levy: I have been told that,

while it reduces the PSBR, it will not have a beneficial

effect on the money supply.

VAT on imports

The Chancellor has sent in a minute (Flag A) arguing
very strongly against: he argues that it would have a
negligible effect on switching spending to domestic
manufacturers, while at the same time it would be a
substantial drain on corporate liquidity. A decision
is needed Egggy. If we were to do this, it would

save £600 ﬁfﬁon the PSER.
—

Industry Package
The Treasury have in mind some measures to help all

of industry, in addition to the enterprise package
—_—

(costing £200 m.) which is designed specifically for
small businesses. They have in mind some minor
measures such as helping on energy prices, which

might cost about gggo m. But in view of the arithmetic
set out above, and if we are to get the PSBR down

even near £11 b., it seems doubtful whether we will be
able to aIE:;:r this. (There is one other revenue
measure which the Treasury have up their sleeve:

5?50 m. from smoothing the receipts from VAT, In
other words, they hope to be able to bring forward
some of the VAT receipts from large traders from

1982/83.)
s T AR

L
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PRICE BASIS OF THE PUBLIC EXPENDITURE

As you know, we have thought long and hard since the
spring of last year about the best way of moving from'
the present volume price basis of the survey to a system
which brings home the ipportance of cash availability.
particularly the movement of costs through Ethe various
stages of planning and execution of programmes.
Following the discussion at the luncheon on 28 January,
the Prime Minister made some very helpful comments on
this subject in her minute of 30 January, in particular
supporting the idea of a radical move to planning in
cash.
——
At that stage we were still considering two possible
approaches, but we now have a clear preference for a
single scheme, described in the attached paper which the
Ch&ncelror has approved. He thinks, subject to the Prime
MiniE?E?*E'EE?EEEEﬁt, it would be a useful focus for a
discussion on this subject at Cabinet. We have yet to add
a short passage on the Chi ’ 0
over to a cash-planned contingency reserve for 1981-82

(his minute oT ?I February re%ersf. This will be
forwarded shortly. On timing, he thinks it essential for
him to be in a position to announce chgnges in the Budget,
this in turn means a discussion in Cabinet not later than
24 _February, The meeting fixed befween the Chancellor and

he Prime Minister on Tuesday at 3.45 on the Budget would

provide an opportunity for them to talk about the paper.

YN—-‘?;::’ )
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CABINET PAPER

1881 PUBLIC EXPENDITURE SURVEY

Note by the Chancellor of the Exchequer

I propoée, and would like to announce in general terms in my
Budget Speech, changes in the way in which we conduct the
annual Public Expenditure Survey, beginning this year. They
are designed in part directly to strengthen control and

pressure for economy and efficiency, but mainly to enable

all of us in Cabinet to see more clearly the prospective cash
jcosts of expenditure as eventé'EEGETEp and decisions are -?gzan.
I believe this will contribute to more effective overall
management of public éxpenditure.

(2. Our record so far on this is disappointing. . Many of

our supporters are highly critical. The effects on the
outlook for even thgﬁgagz-gzzzbmically desirable tax cuﬁs.
for the Public Sector Borrowing Requirement and so for
interest rates are widely resented.

iy When the full planned and forecast costs of expenditure
for next year are published shortly, it will be seen that
total cash expenditure is projected to have risen from

£77 billion in 1978-80, to £94 billion in 1980-81 and

—— e ——

£104 billion in 1981-82. Over the 2-year period the increase

is‘%; per cent. This is more than the rate of inflation

over the same period. And there has been a sharp rise in

the proportion of GDP we have taken for public expenditure.

4, This has happened in spite of considerable and repeated
efforts to hold and reduce expenditures. Some of the

explanation lies in commitments inherited from the previous
Government, especially on public service pay. A major tactor

-1 -
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has of course been the recession. It would be foolish to
blame the system and to expect changes in the system to solve
anything 1ike all our problems or to make difficult
decisions unnecessary. But I am convinced that te system
under which we have pianned expenditure has played an

important and damaging role in preventing us all from being

as fully and promptly aware of what was happening as we
“should be.

N ———————

5. This weakness turns particularly on the traditional and

out of date "constant prices" basis of the survey. This
A T e

basis was part of the medium-term planning system which
Plowden introduced some 20 years ago and which at the time
—= - ;
had much to commend it. But inflation is very different now
T ——
from what it was then. The much higher, and highly variable,

———

rates of inflation of recent years have made the system more

,and more misleading - indeed I understand that Ploﬁden himself

———
now doubts whether his original system is workable. It

prevents us trom rocusing on, or sven knowing clearly, the
cash implications of our decisions and the likely development
oF overall cash costs, as we go along. And these cash
developments can falsify our intentiaons. A striking

illustration is that, after the Cabinet decisions taken
last November, it was still not possible for me to know their

ETEEEEEﬁlons for actual cash expenditure in 1981-82 until a

couple of weeks aﬁo. and the eventual figures could - and

did - contain some unwelcome surprises.

B1S I attach a specification of the arrangements I propose
for adop tion for the 18981 survey, about to begin. It has
been discussed inter-departmentally among officials. In

essence, it provides for all plans and discussions, at least

for the principal target year of 1982-83, to be conducted from
the outset in terms of the kinds of cash values which will

apply_in'that year. The focus throughout will be on ultimate

cash cost. This is essentially the way in which any family
(and almost every business) considers its budget for the year

ahead.
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7 The arrangements will give rise to some technical and
management problems and no doubt some difficult (although
possibly more helpful)discussions in Cabinet. It was
considerations of this kind which led an inter-departmental
group of officials to reject a number of similar proposals
last year. The particular scheme I am proposing does not -
no scheme can - overcome all the difficulties. Colleagues
may find it helpful if I briefly highlight one or two of
them.

8 First, it will be necessary for Cabinet to adopt for a

period ahead - initially as long as 18 months or so -
—_———

provisional figures for the likely course of inflation, and

'-_______._.._n_‘ .
to decide whether to distinguish between the likely general

rate of inflation and the increases the Government is
prepared to see in its own costs, both for public service
pay and for other prices. We cannot in a highly uncértain
world hope for close accuracy of prediction. This is bound

to mean an occasional need to review our assumptions, perhaps
to make adjustments, but with the considerable advantage of
doing so in terms which will show us at once the overall cash

P e —
expenditure implications.

9. Secondly, my proposals will give greater weight to the
constraints on cash costs compared with the traditional sense
of "entitlement" to some particular volume or level of
service. But there will be scope for review of both general
and particular movement of costs, and adjustments of cash

provision to meet them. The presumption will be, as I
believe it should be, that increased provision will be made
only if thoroughly justified, and not es at present largely
automatically. In some areas of expenditure, particularly
those which we have not found it possible to subject to cash
limits, the main problem will be that of prediction, rather
than direct control. Even so, we shall arm ourselves better
to consider these areas of expenditure, as well as their
impact on the total, if we are constantly aware of their
prospective development in actual cash cost.
' S

CONFIDENTIAL
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10. Thirdly, colleagues concerned with cash-limited expenditures

will note that the form of revaluation proposed at the outset

of the survey builds from year to year, including the effect of

cash limits set previously. The practical result is that aﬁ&

squeeze or slack which may have emerged for spending managers

— p—
in handling expenditure within cash limits in one year would
normally be carried forward into the next year. This contrasts

with the curious feature of the present system (reflecting the
traditional commitment to a particular volume of expenditure
irrespective of cost) that a part.oF the revaluation process
each year has been to restore cash provision to accommodate

price changes in the previous year, whatever effect Ethe cash

limits for that previous year may have had.

11. It must be right to carry forward effects of economy
and efficiency in this way. I recognise, however, that there
must be limits, and that a cumulative series of squeezes

# - .
year after year could rapidly reach unrealistic levels. My
proposals allow colleagues responsible for cash-limited
programmes to seek special adjustments where they believe

their actual experience of price movements in those programmes,

and inability to absorb them without intolerable reductions

in levels of service, justify increased cash provision.

Again, it is right that the presumption should be that
continuing efforts are made to operate within cash constraints,
and without special adjustments, but this can be no more than

a presumption.

12. Finally, the specifications of the scheme leave open
the question how far we should attempt to carry detailed

planning beyond the focal year of each survey and how far,

if at all,”we should deal with later years on the basis

of cash valuatiaon. This question could be considered furthzr
on the occasion when, shortly after my forthcoming Budget,

I present colleagues with actual proposed figures, the
detailed ground rules for launching the 1981 survey on which

I shall need their agreement.
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colleages: -

agree broadly on changes in the 1981 survey,

the lines of the attached specifications.

agree that I should give some general indication

intentions in my Budget speech which might be

on
att

To
sha
pro
the
and
3 f
198

the lines of the very provisional draft also
ached.

note that, immediately following the Budget, I
11 be bringing to Cabinet proposals for the

visional inflation assumptions to be built into
construction of 1982-83 prices for the survey
indicating further assumptions which would,

desired, make possible the presentation of

3-84 figures in terms prov151onally appropriate

for that year.

H.M. TREASURY

12 Fabrﬁary 1

981
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PROPOSED CHANGES IN PUBLIC EXPENDITURE SURVEY

The following is a specification of the proposed changes, with some
comment on their immediate implications.

1981 Survey: The Target Year 1982-83

2. The starting-point will be the provisional planning figures agreed
for 1982-83 as a result of the 1980 survey. These will be published
in the Public Expenditure White Paper next month in "1980 survey

prices" (broadly the prices of 1979-80 or around autumn 1979).

3., The first objective will be to lay the basis for discussion of
1982-83 plans in the course of the 1981 survey in terms of the cash

or approximate prices of 1982-83 in which money in that year will
actually be spent. This requires a form of revaluation covering a
span of three years. It is intended to carry through the whole
revaluation at the outset, but there will be two stages in the process,
and each needs to be specified:-

(a) Departments will be invited to revalue their 1981-82 and
1982-83 plans, first by the normal "survey to survey" revaluation
from autumn 1979 to autumn 1980 (or from average 1979-80 prices to
estimated average 1980-81 prices), and then by the cash limits
factors agreed for 1981-82. This work has already been done

for cash limits for 1981-82, but should be extended to non-
cash-limited expenditure in that year and to all expenditure

in 1982-83. The figures for 1981-82 should accord closely with
the cash figures being included in the Public Expenditure Wnite
Paper this year for the first time. : '

{b) A further adjustment to the 1982<83 figures will then be made
by the Treasury to reflect proviéional assumptions-about inflation
between 1981-82 and 1982-83. These assumptions (covering

public service pay and prices) will be considered by Cabinet

on the basis of proposals by the Chancellor.

4. From this process, there will emerge base-line figures for
1982-83 which will provisionally be the cash forecasts and cash
limit figures for the various programmes, in terms of the actual
cash expenditure planned for 1982-83.
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f . .Il‘ormal Adjustments, Bids and Options

. Starting from the base-line just described, survey discussion
about 1982-83 will be conducted on traditional lines in respect of
adjustments to reflect current decisions, bids for new or amended
expenditures, and any options for reducing expenditures. Throughout ,
however, the discussion will be in terms of cash.

6. Vhere a decision is taken to adjust a cash limit for the current
year (1981-82), this will normally be carried into the figures

for 1981-82. A simultaneous decision will be taken whether to carry

a corresponding or some other adjustment into the figures for
1982-83. Similarly, where estimating changes are made (for example
in demographic or economic assumptions), their cash implications will
be presented for consideration, as a basis for deciding whether to
make provision for them or seek some fresh decision.

Keeping Inflation Prospects Under Review

7. As part of the arrangements, it will be rarticularly important
for Departments to keep under review the current and prospeétive _
evolution of pay and prices affecting individual brogrammes. Where
these diverge from the average, Departments may propose some
compensating adjustment to the cash provision. More generally,

it may be necessary in the light of developments to make at some
point a general adjustment to the 1982-83 prospective cash figures,
to reflect a more optimistic or pessimistic outlook for pay and prices.
The presumption, however, should be against changes unless they are
significant and likely to be matched by corresponding trends in
revenue.

8. It will be desirable; to .come close to final agreement around
November 1981. Some later adjustments may be possible, until January,
although those responsible for managing Estimates and other plans
within Departments, and particularly those concerned with instructing
outside agencies (local authorities, health authorities, etc.) will
be very conscious of the need to reach finality in order to give
timely instructions to managers and print Estimates for Parliament.

9. Although there will have been a process early in 1981 analogous

to that by which cash limits pay and price factors have been set

in the past, and that process may remain identifiable, particularly

if adjustments are made late in the survey cycle, the basic discussions

2
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in Cabinet about expenditure plans, being conducted in cash, will

not make the same distinction between volume changes and price
adjustments as has been made in the past. Much of the discussion will
of course be concerned with levels of service and their prospective
cost, but the arithmetic will be geared to the final cash numbers,
rather than to their precise composition. The initial arithmetic of
pay increases may well have become overlaid by a variety of adjustments
to cash totals which in some areas may effectively mask it, and this
could be helpful. Of course individual managers and negotiators will

need to make their own calculations of the amount of money available

to finance pay increases, but they may in some areas be able to
achieve a degree of freedom of negotiation within their own cash
target figure, without the inhibition that the basis of their
calculations is officially and publicly announced.

1983-84 ;

10. It is for consideration whether the principle of cash planning
should be carried further forward, at the outset of the 1981 survey,
by adding provisional inflation assumptions for the year 1983%-84,
The process would be similar to that already described for 1982-83.
‘The uncertainty one year further into the future would of course be
greater, and the figures might well have to be reviewed later at
the opening of the 1982 survey. But if provisional assumptions
can be agreed there would be some advantage in making this complete
move to cash planning for the future. The alternative woull be to
handle the plans for 1983-84 at this stage in the same sort of
prices as 1982-83.

Longer-term comparisons

11. There would be a continuing demand for analysis of the traditional
kind on a "constant price basis" extending into both past and future.
Probably the simplest and most convenient response for the time bring
will be to retain 1979-80 (1980 survey prices) as the base year

and express other years in 1979-80 prices, with relative price effects
(i.e. in "cost terms"). Departments would be able to comment, in

the relevant chapters in Part 2 of the White Paper, on the evolution

of levels of service within individual programmes, by reference to

this series or any other usefully illustrative measurement they may
develop.

-3 =
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‘ .Put-lic Presentation

18. The annual Public Expenditure Vhite Paper, beginning in 1982,
would reflect the new basis of the survey system. 1982-83 figures
would automatically be expressed in terms of the cash numbers which
had been agreed by Cabinet. The treatment of subsequent years .
would depend on the decision taken for handling 1983-84: there
would be either a "constant price series" showing the provisionally
planned volume changes from 1982-83 onwards, or a provisional view
of prospective cash expenditures for each subsequent year.

’r
{
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DEPARTMENT OF HEALTI & SOCIAL SECURITY
Alexander Fleming House, Elephant & Castle, London SEI 6BY
Telephone 01-407 §522
From the Secretary of State for Social Services
B
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The Rt Hon Sir Geoffrey Howe QC MP

Chancellor of the Exchequer ]31
Parliament Street -

London / At '
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I wrote to you at this time last year with my views on the attitude we should
adopt” towards taxation of tobacco and alcohoi. This letter brings my views up

to date in relation to tobacco. I have written to you separately about tax on
alcoliol. >

There have been several important developments since your last Budget. We have
reached an agreement with the tcbacco industry which, though the best that we
could achieve at the time, has been widely criticised outside Parliament, and

by both Government and Opposition Members within it, for being too soft on the
tobacco interests. Second, the UK is unlikely to be able to resist pressure from
other Furopean Community members to abandon the surcharge on cigarettes with a
high tar content during the next financial year. Third, evidence is beginning to
emerge that, in addition to the well known risks that smokers themselves run,
there are hazards to those around them from 'passive smoking'. Finally, the
tobacco companics have been able to contain their prices below the level of
inflation and cigarettes have become relatively cheaper than they were after last
year's Budget.

As you know, I have recently circulated to our colleagues the draft of a handbook
of health policies and priorities for health and social services authorities.

The draft cmphasises (as does George Younger's forevord to the recent report by
the Scottish Health Service Planning Council) the importance of preventing ill-
health. Smoking is, of course, the greatest sinpgle preventable cause of disease,
accounting as it does for some 50,000 premature deaths each year, an estimated

%0 per cent of all deaths from cancers, and loss of 50 million working days
annually. No Gevernmenlt can be convincing about its commitment to prevention
unless it is seen to be prepared to tackle the problem of smoking with all the
means at its disposal.




The medical profession, our own Select Committee and more recently the European
Commission, have noted the failure of successive UK Governments to maintain the

real level of tobacco taxation and contrasted this with those same Governments'
professed concern about smoking and health. Last year you were able to raise the
price of tobacco in real terms to about the level prevailing after the June 1979
Budget, but it still remains considerably below the levels of 1970, let alone

those prevailing in the 1960s when the danger of smoking became established-

A PQ answered by Peter Rees on 12 January showed that in November 1980 a duty
increase of 33 per cent would be needed to maintain the 1977 real cost of cigarettes.
The table attached (which updates that which accompanied my letter of 8 February
last year) shows that, even after the recent increase in manufacturers' prices, a
typical packet which now costs 75p would cost £1.08p if its price had done no

more than keep pace with inflation since 1965. The Central Office confidential
survey last May shows that we may have undcrestimated public acceptance of increases
in duty on tobacco, particularly amongst our own supporicrs.

In the survey respondents were asked what measures should or should not have been
in the budget.

The relevant figures are as follows:

The Budget should have:-

ALL Con Lab Lib %

Increased taxes on wines and spirits 67 84 57 66
Increased tax on beer 63 76 51 6l ,
Increased taxes on tohacco and cigarettes 67 82 57 67

As will be seen, twc-thirds thought‘the budgzet should have increased taxes on
wines and spirits (marginally fewer on beer) and on tobacco and cigarettes.

This is a very high figure and quite staggeringly high among Conservative voters.
In other words, it looks as if there would be reasonable public acceptance of
excise duty increases in this area and that our own supporters would strongly
back this approach.

The battle against inflation must, of course, Be our first priority, but price is
the major determinant of tobacco consumption, and I think there is a stro se
for a substantial increase in tobacco taxation which, as well as going somc

way to recovering lost ground on prices, would discharge the industry frow

spending on other forms of promotion the £6 million which will be diverted from
poster advertising following our November agreement. It wonld also be desirable to
mop up the £0.6 million which will accrue to the industry as a result of
abandonment of the high tar surcharge. George Young has already conveyed to

Peter Rees our view that increasing the ad valorem element in tobacco taxation is
desirable both on health and revenue grounds.

Tinally, I would hope that in the context of the Budget changes you would feel
it right to make express reference to the health aspect.

I am copying this letter to our Cabinet colleagues, and Sir Robert Armstrong.
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BUDGET STRATEGY

1 THE POSITION WE START FROM
1.1 We have had a very severe monetary squeeze. This has had

beneficial effects on efficiency and attitudes in the private
—

sector, but industry can't stand the present exchange rate and

MLR much longer.

1.2 Public expenditure has risen as a result of the lower activity

caused by the squeeze. Every time we look at projected spending and

PSBR, they get worse. We MUST assume there is worse to come, and
— o _—mm—
budget accordingly. But we can not do much to cut spending further

b e e
during 1981-2.

2 THE BUDGET'S STRATEGIC OBJECTIVES
2.1 This Budget will set the stage for the next Election. We can

— e
avert massive short-term damage to industry, and get, given a 2-year

— ———

lead time, the main indicators (output, unemployment) moving in the

right direction by late 1983. This is good management, not panic
a— T

vote-buying.

—_—

2.2 The key is to get MLR down with the exchange rate hopefully
————

following it down. How can we ensure that this is possible?

<l CHOICE OF BUDGET STRATEGY
3.1 The choice is between a Budget which takes the latest PSBR fore-
casts at face value (we call this optimism) and a Budget which

—————
assumes that PSBR projections will get worse (realism).

— e

3.2 The penalties for erring too far on the side of optimism will
be fatal, economically and electorally. Those from erring on the

side of realism are, by comparison, trivial.
-_.___-_._-'—"‘!

3.3 If we pursue an optimistic policy it is likely that we will face

a mid-summer funding crisis, with a desperate attempt at further cuts,

splits in Cabinet, trivial savings to show for it, and finally a
further rise in MLR and then the exchange rate. This will lead to
yet lower activity, higher unemployment and PSBR, which will no

/longer
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9011;»;(31' be reversible before the Election. The credibility of

MTFS and Geoffrey himself will be destroyed and your own position
Ondermined. It will be claimed '"you have used your strategy and
failed: let us now reflate"

[otess e LSRN s

3.4 This reflationary alternative would be to let money supply
fiEEEEE—EEE*gﬂp' This would exacerbate inflation Jjust as we run up
to the next Election. -

3.5 The choice between realism and optimism is like the choice about

where to cut a firebreak to stop a forest fire. Do you do it 5

miles back, sacrificing 5 miles of forest to be sure that you save

the nearby town? Or do you cut it 1 mile back, hoping only to
sacrifice 1 mile of fdrest, but recognlslng that if you have mlsgudged
the fire speed, you've lost the town? You choose the strategy which
makes the worst outcome least likely. WE HAVE NO CHOICE BUT. TO GO

FOR REALISM.
)

4, RECOMMENDED STRATEGY )
4.1 We should plot on a piece of paper, over time, the recent series

of public expenditure and E§ER forecasts. We should then project
their own "growth trend line". (This is standard business practice.)

This will then quantify our experience over the recent past.

4.2 We should then design a Budget to reduce this realistic PSBR to

a level compatible with declining MLR. The Budget itself has to

deliver a certain revenue against a given expenditure. Let us decide

the amount of that revenue. Then let us determine the best way of

collecting it. The consequences of not collecting enough revenue

would be so damaging that we ought to consider even the most

unpalatable measures (eg increases in direct taxes) .

——

4.3 The costs of our realistic budget giving rise to overkill are

relatively small, and in any case they could be quickly offset by
reductions in interest rates. '

4.4 We do not believe that a realistic Budget would be hard to sell.
We have a number of ideas about how to do it.

/5. CONCLUSION




CONCLUSION

All the evidence and past Policy Unit papers show a familiar
Treasury pattern: underkill; too little and too late; hoping
things won't get worse, despite all the evidence; and resulting
failure to get ahead of the problem. This is the stoiy of the 1979
Budget and the 1980 Budget. The 1981 Budget is absolutely the
last chance for realism to take over from wishful thinking.

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

PRIME MINISTEH/

VAT ON IMPORTS

At our meeting on 10 February I promised to send you a copy
of the report by officials on the possibility of abolishing
the Postponed Accounting System for VAT on imports. This

is attached. As I see it, the main considerations are as

follows.

2 The proposed change was originally conceived in the context
of a review of non-tariff barriers. It was then suggested

that the present VAT accbuntiﬁgﬁérrangements gave a financial
advantage to imports over home produced goods which should be
reviewed. The-E;E%iled examination which has since been
under-taken suggests, however, that the practical effects

of the present arrangements make little difference as between
imports and home-produced goods. The change would be seen

as a positive discrimination against imports, and in favour of

domestic manufacturers. But the effect would be very tiny;
and the best estimate is that imports might be reduced by
£100 million a year at most,

% Against this background the main results of the change
would be a once-and-for-all revenue and PSBR gain of about
£600 million (plus or minus £200 million allowing for the many
uncertainties involved), but this would mean a corresponding
reduction (on average) in business liquidity. These are

very large figures compared with the very small continuing
effects of the change. In present difficult circumstances
this is the way we could expect industry to perceive it.

Sk S RISEST
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Effects on industry

4, The effects on business liquidity are likely therefore to

be crucial. Unless UK importers were able to pass any of

the effect back to their foreign suppliers, their own

business liquidity could be reduced by up to £600 million

in the long run. And in the initial months after the change
this figure could be as high as §£§800 million. Almost half of
the effect would fall on UK manufacturers who would not be

able to pass all of it on in higher prices. Any manufacturers
who stood to lose particularly would complain that they were
being penalised by the change.

Effects on traders' accounting the Customs and Excise

5% There would be a significant price to pay in terms of
the costs of VAT. The change would involve both Customs and
Excise and traders in processing an additional 4,500,000
documents a year, a burden which would remain long after

the main revenue gain had been dissipated. The new system
would be much less economical than the present one and would
go against the drive for greater efficiency and cost-
consciousness in the Civil Service which we are pursuing
through our policies on manpower and the Rayner exercises.
Indeed, it would require a substantial addition to Customs
and Excise staff at a time when efforts are being made to

reduce numbers as much as passible.

Conclusiaon

6. When this was first raised, it had an immediate superficial
attraction. But now that I have seen the likely implications,

I feel that the balance of argument is firmly against making

the change. This is particularly so in the context of a

Budget in which I shall be seeking, within very limited room
for manoeuvre, to provide immediate assistance to the company
sector without appearing unduly to add to its burdens. I

doubt whether it could be presented convincingly. I hope yau

will agree that it should not be pursued further this year.
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Zia I have no reason to think that Keith Joseph or John
Biffen are particularly attracted to this, but if you did
wish to take tke matter further, you would no doubt wish

me to consult them.

Al

(G.H)
\2 February 1981
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CONFIDENTIAL

A. THE ISSUE

Traders are not required to account to Customs and Excise for VAT on
imported goods until they make their normal quarterly return. It was
suggested that this could provide a financial advantage compared with
the purchase of domestically produced goods and services on which VAT
is paid when the supplier s‘accbunt is settled. We were asked to
examine the implications of a change in these arrangements.

B. REASON FOR CHANGE

This proposal originated from an examination of possible non—tafiff
barriers by the Industrial Policy Group of officials. It was commended
to Ministers on the grounds that it would bring the VAT arrangements
?or“imports more into line with those for domestically produced goods.
Jn further examination, howéver; we believe that the practical effects
>f the present arrangements may be little different as between imports
and homefproduced goods. Nevertheless, it remains true that some of
sur main competitors in Europe require VAT to be paid on imports at

the time of importation, and that a move in that direction would not

be incompatible with our EEC obligations. ‘

C. WITHDRAWAL OF THE POSTPONED ACCOUNTING SYSTEM

Our'report therefore considers the effects of replacing the present
Postponed Accounting System with an arrangement whereby VAT would be
required to be paid on imports either at the time of delivery or by
direct debit on the 15th of the month following.

D. EFFECTS OF THE CHANGE

1. Revenue and PSBR

(a) Withdrawal of the Postponed Acfounting Arrangements
would accelerate the payment of VAT on imports by,
on average, 6-8 weeks.




(b) This would provide a once-for-all, revenue gain of
about £600 million  (plus or minus £200m) with a
corresponding benefit to’ the PSBR. For the full .
effect to be felt in the first financial year the
change would need to be implemented not later than

- 1 December. . Later introduction would mean that a pro
‘portion of this gain would come through in the follow
ing year. j

(c) Once the change had been fully absorbed, the gain(or
loss) to the PSBR in succeeding years would mainly
depend on the size of the increase (decrease) in the
value of UK imports. ' s

2. Monetary

Despite the large initial gain to the PSBR, the effect on

companies' cash flow means that the benefit to the
money supply would be likely to be small.

'

I
(a) The cost of financing earlier payment of VAT would be

"equivalent, at most, to an inerease in import prices
of 0.3%. This would have negligible effects on the
volume of imports, amounting at most to a reduction
of about £100 million a year.

(b) In practice this reduction might be smaller to the exte
that the current strength of sterling permitted UK
manufacturers to pass more of the .resulting cost

" increase back to overseas suppliers. ‘

4. Effects on industry

s

(a) There would be a once-for-all adverse effect from the
change in the cash flow of importers (or their..
foreign suppliers) corresponding to the gain to the
revenue.

(b) In the early months this could fleetingly reach some-
thing of the order of £800 ;illion at the peak, but
should settle within a matter of months to around

£600 rillion.




] v"J ‘;‘ !
(c) £600 mlllnon represents an average flgure equivalent

to 6_8 weeks of revenue.- The aggregate financing

. burden on traders would fluctuate within any one
‘month, quarter, or finaﬁcial year.'

(d) Individual traders would require additional finance

varying each quarter up to a peak of a full quarters
VAT on their imports. The transztlonal cost would
‘be greatest for traders who opt to pay on entry
‘rather than by later direct debit covered by bank
guarantee.

‘(e) The cost to traders of financing these payments (at
current interest rates) would be up to £100 million
a year, of which almost a half would fall on manufac
turers. '

(f) The effects would vary significantly between different
sectors and between different firms within a

particular industry.

(g) In general, the financial consequences for, the
manufacturlng sector are likely to be more significe
than for services and the distributive trades which
are generally more profitable and for the most part
not subject to foreign competiton. :

(h) Within the manufacturing sector, the impact of
the change would be likely to be greatest for the
0il, motor vehicle, electrical goods, metal
manufacturing, alcohol, air transport, tobacco,
chemical and paper industries. :

(i) Within each industry, the effects on company liquidit
and competltlveness would vary significantly betwee
‘individual companies depending on variations in
their pattern of trading. On the limited informati
available we have not been able to identify any
major UK manufacturer who would be critically
afrected but we are not able to rule out the
posslblllty of serious effects on some individual
companies.




(j) The implications for traders would need to be
considered against the background of the poor
outlook for corporate liquidity.

Administration and manpower

(a) It would still be necessary to retain the PAS for
certain postal imports and some services where
there is no "point of entry". -

(b) Withdrawal of PAS for other imports would require a
continuing addltlon of 85 Customs and Excise staff,
plus a temporary need for a further 15 staff until
computerisation in mid- -1982.

(¢) In addition, overtime would be necessary in the
transitional stage, and on a continuing basis in
smaller VAT offices.

(@) The change would be a move away from the direction
of simplifying procedures and reducing administrati
purdens on traders. '

(e) There would be increased compliance costs for business
especlally customs agents and warehousekeepers,
as a result of the new procedures.

6. Legislative requirements

The change could be implemented by Statutory Instrument subject to

negative resolution.

7. Implementation

The change would require a minimum of three months to implementonce .
a declslon to .proceed was taken. Implementation reasonably quickly
f0110w1ng an announcement in the Budget Speech would bring the ks
full benefit to the PSBR in 1981/82.  Implementation in time to have

ubstantlal effect on this year's PSBER would require early decision
For the full effects to come through in 1980/81 the change would need
to operate from 1 December: this requires a decision by the beglnnln-
of September. ' i
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’ VAT ON IMPORTS

A preliminary report by officials examining a change in accounting arrangements for
imports designed to accelerate the payment of VAT on them went to the Chancellor of the

Exchequer on 14 March. The proposal was intended as a means of discouraging imports.

2. The present report represents the fuller evaluation which the Prime Minister asked
the Chancellor to undertake on 25 March in conjunction with the Secretaries of State for
Trade and Industry. It also follows the Ministerial discussion in 'E' Committee on 25 June,
in the course of which the Committee expresséd general support for bringing the
arrangements for payment of VAT on imports into line' with those for domestically
produced goods as soon as possible, but agreed that account had to be taken of the effect
on company liquidity. Like our preliminary report this report has been produced by
officials of the Departments of Trade and Industry, Customs and Excise and the Treasury.
It is being submitted concurrently to the Chancellor and the Secretaries of State for Trade

and Industry.

3.  Our earlier report provisionally concluded that accelerating the payment of VAT on

imports would:-

(i) remedy the situation wh;areby imported products appear to be more favourably

treated than those produced in the home market;
result in a small reduction in imports; and

produce a once-for-all revenue gain in the first year (and a much smaller
benefit to the money supply).

But that on the other hand, the measure would:-

(i) adversely effect corporate liquidity, in a way which could not be mitigated by

discriminating between sectors;

(ii) involve serious administrative problems, requiring permanent additions to

Customs and Excise staff, and adding to the compliance costs of traders.

The present position

Purchases of domestic goods

A trader buying goods on the home market has to pay VAT on them when he pays his
supplier; this is termed "input tax". He can take credit for this VAT against the "output

tax" due to Customs and Excise on his sales, at the time he makes his next return to them. ¥
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. The majority of traders are normally liable to account for more "output tax" than "input

tax". They are classified as "payment" traders. Such traders are normally required to
make returns of VAT and pay over the balance to Customs and Excise at quarterly
intervals, one month after the end of the quarter to which the return relates. But a
proportion of traders are regularly entitled to take credit on their returns for more "input
tax" than their liability for "output tax". This situation can arise because, for example, a
high proportion of the trader's sales are zero-rated (e.g as exports). Traders in this
position are termed "repayment” traders. They may choose to submit returns either on
the same quarterly basis as other traders; or at monthly intervals, as soon as possible after
the end of the month to which they relate so as to obtain early repayment of the VAT they

have suffered.

5. For any trader making quarterly returns, the average time between his receipt of
goods bought on the home market and the due date for making his return, to Customs and
Excise, and accounting for VAT, is therefore, 2% months. The actual period for which a
particular trader has to finance the payment of input tax will depend on the date when he
actually pays his supplier for the goods in question (raw materials, equipment etc), and

may vary considerably according to the period of credit he is extended.

6.  Purchases of imported goods

Becausle there is no VAT in -the supplier's price of imported goods, a trader who
purchases imports is liable to pay VAT direct to the Customs and Excise on them. But
provided he is registered for VAT the trader is not required at present to finance such
input tax on the goods he imports for any period at all. This is because under an
arrangement known as the Postponed Accounting System (PAS), he is allowed to defer the
VAT payable at the time of importation and instead offset it against the corresponding
credit he would take for input tax on his next VAT return. In other words, his purchases
are in effect VAT-free until he renders his next return to Customs and Excise. He must,
of course, charge output VAT in the normal way on any subsequent sales. This
arrangement was introduced after consultation with industry during the planning of VAT.

The Proposal
7.  The proposal we have considered is that the PAS should be withdrawn. If that were

done traders would be required in future to pay the VAT due on their imports either at the
place and time of entry, or by direct debit (covered by banker's guarantee) on the 15th of

the following month (that is, on average one month after the goods have come in to the
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:’ cou.ntryl.n) .The VAT would be reclaimed on the next quarterly return, ie on average

2% months after the time of import and importers who took advantage of the one month

deferment would be required to finance the VAT payménts for 1# months on average.

. 8  We looked at this proposal in our earlier report. Our provisional conclusions are

‘summarised in paragraph 3 above. The following paragraphs look at them in more detail.

Relative treatment of imports and home-produced goods

9. The proposed change was originally conceived in the context of a review of non-
tariff barriers. It was suggeéted that the present VAT accounting arrangements gave a
financial advantage to imports over home produced goods which should be reviewed. This
was the assumption underlying the conclusions of our earlier work. On further
examination, however, we believe that the practical effects of the present arrangements
make little difference as between imports and home-produced goods. In these
circumstances, withdrawal of the PAS would tend to place importers at a relative

disadvantage compared with those who use domestically produced inputs.

10. As explained in paragraph 5, in practice, the period for which a purchaser of goods
on the home market has to finance the VAT depends on the terms on which trade credit is
extended. If he pays his supplier at the time he receives the goods, he must finance the
VAT for, on average, 2% months. In fact there is evidence to suggest that the average
period of trade credit in manufacturing industry is currently around 24 months, (although
there are wide variations around this average). This means that on average purchasers on
the home market are able to defer payment to their suppliers for about the same period as
elapses before they may reclaim the corresponding input tax on their purchases. The
position of individual traders may, of course, vary widely. But it would appear that in the
aggregate purchasers on the home market do not have to finance the VAT payments on
their purchases any more than the purchasers of imported goods. The difference is that in
" the case of imports tax can be accounted for and reclaimed by the same trader on the
same return; for suppliers on the home market one trader pays another reclaims. In
respect of any one transaction the timing of payment and refund may not coincide but in
aggregate they balance out. On the home market any financing cost to the purchaser is

balanced by an equal advantage to the supplier - and vice versa.

u’Under EEC rules the UK is required to allow importers to defer payment of tax on
imports for this length of time. In effect the arrangements would correspond to the
position for customs duties (which however are levied on only about 25 per cent of
imports). '
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Effer:t; on the revenue

11. It is estimated that VAT on imports of goods in 1980-81 may be around £5250m -
rather lower than we assumed in our earlier report - or on average about £1,300 a quarter.
The proposal would bring forward the date when receipt of this revenue is due by on
averag;a, 11 months. In principle, assuming that the flow of payments was spread evenly
through the year, this would give a once-for-all revenue gain in the y;é; of introduction of
_ about £600 mllhon. There would be a corresponding potential cash flow disadvantage for

traders (see paragraph 24 below).

'12. The effect in practice would depend on a number of factors. These would include

features in the operation of the tax, and for example the level of imports in the last
four months of the year in which the change was introduced. They givé rise to a wide
margin of uncertainty. In our first report we expected that once these factors had fully
worked their way through the system, they would be likely overall to reduce the final
amount of revenue brought forward to about £400-500m. Further analysis suggests that in
the long run their effects might come closer to offsetting each other:-

f

' a. On the one hand, our earlier report identified a number of ways in which

traders could escape the full effects of the change. The most 1mportant of these is
that as a consequence of requiring VAT on imports to be paid separately from the
return on which the corresponding credit is claimed a fair proportion of traders
would become entitled to net fépayment of VAT when they rendered their normal
returns, and would th-us become eligible to receive monthly repayments (see
paragraph 4 ). Further analysis suggests that the opportunities for traders to use
this to do more than mitigate the effects of the change might be more limited than
we initially concluded. But Customs and Excise estimat;: that once traders had
become aware of the opportunities, up to £1250m a year of the total VAT due on
imports might have to be repaid monthly to such traders. The amount of VAT that
would be subject to accelerated payment, eventually, therefore might be of the

order of £4000m a year (about £1000m a quarter).

b.  On the other hand, VAT on imports would in future be paid at the time of entry
or by direct debit and this would ensure prompt receipt of the revenue by Customs.
This contrasts with the present delays in quarterly returns. VAT outstanding at
31 January 1980 was equivalent to 34 days average payments (compared with 25 days
a year previously). Customs and Excise are endeavouring to get these arrears down
again, but it would be over-optimistic to hope that they would be eliminated. In
practice, therefore withdrawal of the PAS would require traders as a whole to
finance the VAT on imports for longer than the 1} months assumed earlier. It is
difficult to assess the effect of these factors, but we think that, as indicated above,
they would roughly cancel out the effect of traders becoming eligible for monthly

repayments.
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. 13. Once these changes had fully worked through, therefore, we would expect that on

o

average, some £600m would be accelerated. But we have had to recognise that because of

the many uncertainties involved this estimate of the average revenue flow is subject to a

margin of up to £200 million in either direction. The figure would in any case fluctuate
because of differences in the value of imports attributable to the three groups of traders
who account for VAT at different dates in the year.(z, They would also vary with the

seasonal pattern of trade.

14. The effects on revenue (and the cash flow of business) in the first few months would
" be likely to vary significantly from the position once the chang;as have fully worked their
way through. We estimate that in the early months after the change, and before traders
had had an opportunity to minimise the impact on their finance, the revenue effect could
reach something in the order of £800m at the outside. As the position then unwound, this
might be expected to fall back towards £600m.

15. The actual revenue gain in the year of introduction would depend upon the date of

introduction. This is discussed further in paragraph 4é below.

16. There is one possible further qualification to this figure. In line with the general
o;le—month deferment of VAT payments on imported goods (paragraph 7 above)l traders
would have to be allowed to defer VAT on goods delivered from warehouse to the middle
of the month following delivery. This, in turn, could increase the existing pressure for
deferment of excise duties. Deferment of the excise duties on the same basis would
involve an estimated once-for-all cost of about £450 million - some £140 million for wines
and spirits and £300 million for hydrocarbon oils. We assume that duty deferment would

continue to be resisted and we have made no allowance for it.

Economic Effects

(a) PSBR Effects

17. The PSBR effect of advancing VAT payment is unlikely to be very different from the

direct revenue effect - that is a once for all gain of around £600m. Whilst there would be
some changes in economic activity and interest rates resulting from the measure, we think
that any difference would be relatively small in the first year. In the longer term the

continuing PSBR effects, like the continuing revenue effect, would be likely to be small.

= Yo,

(@) VAT returns are made quarterly but for administrative reasons a proportion of all
traders have an accounting date ending in any particular month. The numbers of traders
in each of these 'stagger' groups are not equal. This can affect the monthly pattern of
VAT payments on imports in any quarter or financial year. i
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. (b) Monetary Effects

18. The monetary effects would be much less than the reduction in the PSBR since

companies who are now in a very tight liquidity position, may well be unable to finance

the additional VAT payments by running down their bank balances. Some of the finance

would come from external sources but much would probably come from increased bank

borrowing. This woudoffset much of the effect of the reduced PSBR on £M3 and the net
" monetary effectsmldtherefore/ﬁiely to be small.

(c) Effects on Imports

19. We have looked again at the likely effects of the proposal on imports. The cost to
traders of finahcing the full accelerated payme it of VAT on imports would be roughly
equivalent to an on-going cost increase of about 0.3 per cent of import prices. (This might
be increased marginally for those traders who opt to defer their VAT payments for one
month by the costs associated with obtaining a bank guarantee). In terms of a
corresponding tariff barrier the effects of a change of this size would nor_mally- be

regarded as negligible.

20. The normal assumption in the Treasury model would be that manufacturers would
not be able to pass back to foreign suppliers any of the increase in the cost of new
materials and semi-manufactures but that there might be scope for passing back to
suppliers about a third of the additional cost of finished manufacturers. On these

assumptions we would expect a reduction in imports of around £100 million.

21. In current circumstances, these effects could be smaller in practice, because over
the last two years the prices of imports of manufactures and semi-manufactures have not
fully reflected the strength of sterling. They have risen by 10% more than world prices,
with a corresponding widening of importers' margins. This trend suggests that UK firms
may be better placed at present than they would normally be to pass the costs back to

their overseas suppliers.

(d) Effects on Industry

22. It would not be practicable to try to impose the change selectively on, for example,
distributors or profitable firms, but not on manufacturers or companies with liquidity

problems,

23. The available data suggests that:

(a) in all some 45,000 traders would be directly affected by a change in the VAT

arrangements for imports;
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within this total nearly 50% of the VAT due on imports is paid by 76 large
traders and some 90% by a total of 4,500 maJor traders;

about 45% of the VAT due is attributable to 1mports by UK manufacturers, and
“the remainder to imports by the distributing trades and imports of services;

something in-the order of one-third of the imports which would be affected are

subsequently re-exported in one form or another.

24. As explained in paragraphs 11 to 15 above, once the effects of the change had fully
worked through, the overall once-for-all revenue gain would be in the order of £600m.
Importers as a whole would suffer a corresponding, continuing loss of liquidity unless they
were able to pass any of the additional costs back to their suppliers or forward to their
 customers. Rather less than half of this would fall on manufacturers. The cost to traders

of financing these payments, at current interest rates, would be about £100m a year.

25. In assessing the effects on business cash flow it also has to be borne in mind that:

(@) as indicated in paragraph 14 above, in the early months, and before traders
have been able to minimise the effect on their finances, the adverse impact on

business cash flow could reach something in the order of £800m. .

the once-for-all revenue gam of £600m represents an average of 1% month's
VAT. Individual traders, however, would require additional finance varying
each quarter up to a peak of a full quarter's VAT on their imports. This could
place many of them in difficulties, and it seems likely that a significant
number would be unable to obtain the bank guarantees needed to enable them
to take advantage of the facilities for one month's deferment described in

paragraph 7 above.

these estimates make no allowance for the possibility that the existing
strength of sterling may allow importers of ma:cgg‘f_a.ctuz_-e{-s and semi-

manufacturets to pass back more of the increased costs to their overseas

————

suppliers than would ﬁormally be the case.

26. In general, the financial consequences would be likely to be more important for the
manufacturing sector than for the non-manufacturing (including service trades;
distribution and retailing). This is because the manufacturing sector is generally less
profitable, less able to pass back increased costs to overseas suppliers and in most casés
more subject to foreign competition. Nevertheless, within the non-manufacturing sector,

the measure could be expected to cause particular difficulties for the mail order trade,

since their fixed price system of trading is vulnerable to sudden increases in costs.
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‘ 27. Annex A indicates the distribution of the VAT accounted for on UK impo:.-ts in 1979~
I 80 between trade groups. Within the manufacturing sector those most affected by the
change would include the oil, motor vehicle, diamond, electrical and mechanical
engineering, metal manufacturing, alcohol, air transport, tobacco, chemicals and paper
industries. As Annex B illustrates, the ability of individual industries to meet the effects

on cash flow would also vary considerably. ' —

28. Moreover, within each industry, the effect on company liquidity and competitiveness

could vary considerably between individual companies, depending on:

(a) their relative dependence on imports of raw materials, semi-finished or
finished manufactures. (For example, within the electrical goods industry,
while many firms would welcome any move that made imports from Italy

relatively more expensive, there would be some cost increases for UK firms

such as Hoover which both manufacture in this country and import);

whether in total they pay more VAT then they may reclaim (when both the

VAT due on imports and on their sales are taken into account);

(c) whether, where the option was available, they chose to make quarterly or

monthly repayment claims; and
(d) how promptly they rendered their VAT returns.

Some illustrative examples of the effect are shown at Annex C.

29. We have looked at a number of the largest importers in order to assess how they
would be affected by the measure. On the basis of the limited information available, we
have not been able to identify any major UK manufacturers for whom the impact of the
change would be obviously critical. We cannot, however, rule out the possibility that it
would have serious adverse effects on some companies. Nor, given that the effects would
vary greatly according to the particular circumstances of individual companies, do we
think that the uncertainties would be resolved by consultations with representative trade
bodies.

30, The implications for business cash flow take on an added importance against the
present background of severe and growing pressure on corporate liquidity. Liquidity ratios
in the main sectors of manufacturing industry are at their lowest since mid-1975 (only just
above the bottom of the 1974/75 liquidity crisis). It is possible that the company sec;'t'or
financial deficit in 1980 may be worse in real terms than in 1974 and the squeeze is likely
to continue into 1981; the outcome will depend on how fast stocks and investment are cut
back. Liquidations are nearing historically peak levels and are rising at a rapid rate. To

" withdraw the PAS in present circumstances, unless accompanied by other off-setting




' benefits to corporate liquidity, would significantly increase the burden currently being

borne by industry as a result of the present economic conjuncture.

EC Implications

1

31. The European C;:mmunity rules provide no obstacle to our abandoning the PAS, so
long as this was not done on a selective basis to mitigate the effects on particular

industries.

32. The table at Annex D summarises the more recent information we have been able to
obtain about the arrangement operating in other Member States. Although there are wide
variations of detail, all Member States operate a system which is broadly on the lines
either of the UK's existing practice or of the arrangements described above. The precise
arrangements in some Member States are not entirely clear, but the change to the system
proposed could, we think, be represented as bringing us more closely into line with our

major competitors in the community.

Administration and Manpower

33. Our original report recognised that the proposal would involve more administrative
work and complication for Customs and Excise and for business; would require more
Customs staff to operate; and would move away from the direction of simplifying
procedures and reducing compliance’ burdens of VAT for businesses. These broad
conclusions remain, though we have revised downwards the figure of additional staff

required.

* 34. In assessing the administrative effects we have assumed that any new system would
conform with our Community obligation to allow importers to defer payment of the tax
due on imports by an average of one month. Importers would continue to be able to take
credit for the VAT due on imports on their next VAT return. But, as we have noted, they
would be required to pay the tax either at the time and place of entry; or (if they chose)
furnish a bank guarantee for their liability, and make payment by direct debit on the 15th
of the month following importation. For the reasons stated in paragraph 25 we think that
many smaller importers would be unable to take advantage of this latter facility and the
majority of them would choose to pay VAT at the time of entry of their goods. But a fair
proportion of the 45,000 would defer resulting in an increase in the number of bank
guarantees required for tax on imports from 3,000 to perhaps 12,000. o

35. We have concluded that it would be necessary, in any event, to retain the present

postponed accounting system in being to provide facilities for postal imports of below

'£1,000 in value (the VAT on which would involve disproportionate staff and effort for




(-". Customs and Excise and the Post Office to collect at entry), and for some imported
" services for which there is no "point of entry".

36. In the light of these considerations, Customs and Excise's best estimates of the

staffing implications of changing the present arrangements are as follows:

(a) they would have a continuing need for about 85 additional staff to operate the

new system (rather than the 150-200 contained in our original report);

in addition they would have a temporary need (to mid-1982) for a further 15

staff to operate a manual system of recording, pending computerisation;

overtime would be required to cope with the continuing commitment at

smaller units; and

there would be a considerable further transitional burden during the initial
months before the system bedded down, which would also have to be met by
overtime.

These additional requirements would have to compete both with the existing demands for
collecting the revenue and helping to maintain law and order and with pressures for some

tightening of customs controls in selected areas eg textile quotas.

37. There is another consideration which should be mentioned. As a result of our
membership of the EC, customs .proi:edu.res on importation have been and are being
simplified, and our controls have much relaxed. The assessment and collection of VAT on
imports would reverse this process and any consequent staff economies, and would result
in the up-grading of much of this work which is in the course of being down-graded. More
genérally, a change of this type could be seen to be out of step with the efforts which
Customs and Excise and the Department of Trade have been making to persuade other
countries to simplify their complex and sometimes obstructive customs procedures in the

interest of UK exporters.

38. There is also the effect on importers to consider. Most of the additional work in the
commercial field would fall on customs agents and warehouse keepers. They would be
bound to face increased compliance costs, in addition to the direct costs involved in
providing bank guarantees and financing the initial loss of liquidity. The more detail that -
is required from traders, the more chance there is of error and queries, all of which tend
to cause delays. Speed of clearance, always a bone of contention in the customs field,
would be reduced, resulting in complaints from traders, trade associations and in

Parliament.
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". Statutory requirements
B O

39.. Withdrawal of the PAS would not require primary legislation. It would be necessary
to amend the existing Regulations governing payment of VAT. This would require a

Statutory Instrument:subject to Negative Resolution.

CONSULTATION

40. In the absence of consultations with trade representatives, we have been unable to
provide conclusive indications of the effects of either scheme on individual industries or
firms or of the extent of any increase in industry's compliance costs (for example, in

reprogramming computers).

41. We have concluded that consultations on the administrative arrangements for the

change would be essential before implementation. It remains a matter for political

judgement whether industry should be consulted before a decision was taken in principle to
change the present arrangements. Criticism could be expected, from trade
representatives who were consulted before the present system was adopted, if a decision
were taken to alter it without opportunity or representations to be heard. On the other
hand, it seems likely that such consultations would produce loud and sustained protest
rather than clear factual analysis of the effects on individual sectors. We have concluded
that, on balance, little would be gained by embarking on consultations before a decision to

proceed had been announced.

IMPLEMENTATION

42. The change would need to take effect on the first day of a calendar month. On the
assumption that Ministers did not wish to authorise consultation before taking a decision,
" a minimum period of three months would be required from the date of decision to the date
on which the new system for imports first took effect. The first two months would be
devoted to confidential planning by Customs and Excise. There would then be a public
announcement following which officials wéuld engage in discussions with representative
bodies about implementation. Customs and Excise consider that a period of one month
should be sufficient for such discussions and for the majority of traders to make the

necessary arrangements.

43. The effect on the revenue, and on companies' cash flow, would also be relevant:to
the timing of a change. This is because, as noted in paragraph 7 above, the essence of
the change would be to alter the pattern of VAT credits and payments within the normal

quarterly accounting period. Allowing for the one month period of grace for payment, this
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If’.} means that the process of acceleration would be completed within four months from the

o

date the change first took effect. (Though the true net effect of the scheme could take a
little longer if traders were slow in appreciating the implications for monthly repayment
in certain cases). :

44. As noted above, withdrawing the postponed accounting system would require an
amendment to be made to the VAT regulations. The necessary Statutory Instrument could

be laid at the time an announcement was made.

"45. There are, therefore, the following possibilities:-

(a) Budget announcement. The change could be announced in the 1981 Budget
Speech to take effect in the course of 1981-82. Provided that implf_:mentation
took place by 1 December 1981 the PSBR could be expected to benefit in 1981-
82 by the full £600 million (plus or minus £200 million either way);

Implementation this year. Implementation in time to have a substantial effect

on this year's PSBR would require an early decision. For the full effects to
come through in 1980-81 the change would need to operate from 1 December
1980: this would require a decision by the beginning of September and an
announcement not later than 1 November. Later introduction would mean that

a proportion of the gain would come through in 1981-82.

Summary and Conclusions

46, We have looked again at the possible effects of withdrawing the postponed
accounting system for VAT on imports. The case for this proposai is that it would:-

(2) bring us broadly into line with the requirements placed on importers by some
of our main competitors in Europe, in a way which would not be incompatible

with our EC obligations;

provide a discouragement to imports, to the extent perhaps of reducing

imports by at most £100 million a year;

produce a once-for-all revenue gain of about £600 million (plus or minus
£200 million) (with similar effect on the PSBR, but a much smaller reduction in
the money supply). :

On the other hand, the measure would:- 3

(d) reduce corporate liquidity in the initial months by upto £800 million and in the

long run by about £600 million (plus or minus £200 million), of which
manufacturing would bear almost one-half, in a way which could not be

mitigated by discriminating between sectors, and at a time when the general
outlook for corporate liquidity is already poor;
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involve more work for Customs and Excise requiring permanent additions of 85

and temporary additions of 15 staff; and

as the counterpart of (b) add to the compliance costs of traders importing raw

materials, or semi-finished or finished goods.




ANALYSIS OF VAT DUE ON IMPORTS BY

: ANNEX A
TRADE CATEGORY IN 1979-80

'I)

L

w

TRADE GROUP .

TOTAL TAX DUE
(£ million)

., = 4T

INDIVIDUAL INDUSTRIES WITH | AMOUNT DUE
MORE THAN £10 MILLION DUE | (£ million)

L]

PRIMARY INDUSTRIES
Agriculture, Forestry, Fishing
Mining & Quarrying

- MANUFACTURING INDUSTRIES

Food, Drink & Tobacco

Coal & Petroleum Products
Chemicals & Mixed Industries

Metal Manufacture

Mechanical Engineering

Instrumént Engineering
Electricél Engineering

f

Shipbuilding & Marine
Engineering

Vehicles

-~

Metzl Goods
Textiles

Leather, Leather Goods &
Fur

Clothing & Fcotweaxr

Bricks, Ceramics, Glass,
Cement, etc

Timber, Furniture, etc )
Paper, Printing & Publishing

Other Manufacturing Industries

Petroleﬁm & Natural Gas

Brewing & Malting
Spirit Distilling
Tobacco

Mineral 0il Refining

General Chemicals
Pharmacauticals
Synthetic Resins
Dyestuffs & Pigments

Iron & Steel
£luminium

Copzer, Brass, etc
Pumps, Valves, etc
Constructions & Earth
Movers

Scientific & Industrizal

Electrical Machinery-
Insultated Wires & Cable

Radio & Electronic
Components

Electronic Computers

Electri: Appliances

Motor Vehicle Manufac-
turing

Aerospace Equipment Manu-
facturing

Precious Mctals

Production of Manmade
Fibres
VWollen & Worsted

Timber

Paper & Board
Packaging

Rubber




.
]
.

(&r ’.ﬂ (cont'd) - year ended 31.3.80)

.J'r

TRADE GROUP _TOTAL T/X DUE | INDIVIDUAL INDUSTRIES WITH | AMOUNT DUE
(£ million) | VMOHE THAN £10 MILLION DUE [ (£ million)

CONSTRUCTION
Construction Industries 14.8

UTILITIES
Gas, Electricity & Vater : 0.8

TRANSPORT & COMMUNICATION ;
Transport & Communication 28.2 Air Transport

DISTRIBUTIVE TRADES

Vholesale Distribution 1799.6 Alcoholic Drink
. Petroleum Products

Clothing
Textiles
ootwear

Blectrical Goods
Raclios, TVs, Tape Re-
corders

Jevellery
Photographic Goods
Furniture & Flooring
China, Glassware & Hard-
ware .

Paper & Board Products

Retail Distribution "| Women's & Girls' Wear

Dealers Industrial Materiel
: Industrial & Agricultural
Machinery

[§, s
@ o
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SERVICES
Insurance, Banking & Financizl
Professional & Scientific

Miscellaneous Distribution, Repair &
Service of Motor Vehicles

Public Administration

NATIONAL TOTAL




ANNEX B

{__ANALYSIS CONTAINED IN OUR PROVISIONAI, REPORT OF THE IMPLICATIONE OF
WITHDRAWAL OF THE P.A.S. FOR THOSE INDIVIDUAL SECTORS AND SUR-SECTORS
ON WHICH THE GREATEST IMPACT CAN BE EXPECTED. '

S —

Sector/Sub-Sector " Possible Implications for UK
Industry of Tax Change.

Spirit distilling Profitable industry - unlikely
to pose problem.

Tobacco - ditto -

Chemicals - whole industry ; Facing increasi.lg international
< competition and declining
profitability. Unhelpful.

Pharmaceuticals ’ Very profitable. Main customer
is NHS, which under agreed pricing
regime would foot large part of
extra cost. :

Dwstuffs and pigments Generally in a bad state - ICI
: thinking of closing dovmn much of
their business. Unhelpful.

Instrument engineering

Scientific and industrial
instruments

Electrical engineering

"Radio and electronic components One-sixth of industries output is
merchanted goods (almost certainly
imported finished goods).
Discouragement of imports would be
welcome but any deterioration of
UK-based companies finances would
weaken efforts to strenghten domesti
manufacturing capability,
especially TV sets.

Electronic computers Multinationals could bear cost
easily but position of ICL and
especially others small UK-owvned
manufacturers much less robust,.,

Vehicles : /BL's import content is low./
No problem for Ford, but Talbot
and Vauxhall in poor financial
shape.




Timber, furniture etc.

Footwear is a separate industry.
There would probably be no great
problem for this sector.

Furniture industry is in the_
doldrums.




~ ANNEX C

"

/@) EFFECTS OF WITHDRAWING THE POSTPONED ACCOUNTING SYSTEM ON SAMPLE
" ®RADERS :
Note: It is assumed throughout that the payment traders render their
returns on the due date (i.e. one month after the end of the

period) and repayment traders as soon as possible after the
end of the period.

A. PAYMENT TRADER WHO REMAINS A PAYMENT TRADER

A chemical manufacturer (whose purchases are 20% imports) who at
present pays £25.6 million on his quarterly return,would pay £2.4 -
million at import each month and £18.4 willion on his quarterly return

QOverall he would be required to pay £7.2 million on average 6 weeks
earlier. I1.E. CASH FILOW DETERIORATION.

B PAYMENT "RADERS WHO OPT TO MO
REPAYMENT VAT TRADER

Company 1

A computer manufacturer (whose purchases are 66% imports) who at
present pays £9.6 million on his quarterly return would pay £4.6
million at import each month, and receive repayments of £1.4 million or
each monthly return. i

Qverall he would be required to pay £9.6 million tax on imports, on
average, 6 weeks earlier. i.e.MITIGATED CASH FILOW DETERIORATION.

1

Company 2

A diamond company (whose purchases are virtually all imports, and whose
sales are virtually all zero-rated exports) who at present pays £0.7
million at import each month, and receive repayments of £18.% million
on each monthly return.

Overall he would be required to pay £0.7 million , on average, 6
weeks earlier i.e. MARGINATL IMPACT ONLY

C REPAYMENT TRADER MAKING MONTHLY RETURNS

An airline (whose purchases are 33% imports) who at present receives
repayments of £1.6 million from his monthly return, would pay £0.9
million monthly at import, and at about the same time receive increased
repayments of £2.5 million.

Overall MARGINAL IMPACT ONLY

D REPAYMENT TRADER ON QUARTERLY RETURNS WHO DOES NOT OPT TO TRANSFER
TO MONTHLY RETURNS

A small clothing manufacturer (whose purchases are 10% imports, and
whose sales are 40% zero-rated) who at present receives repayments of
£1000 from his quarterly return would pay £3%3 each month at import,
and receive increased repayments of £2000 from his quarterly return.

Overall he would be required to pay £1000 on average 6 weeks earlier
i.e. CASH FLOW DETERIORATION

s i gy e ——— e
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BUDGET SECRET
— : Vﬂ\ "QL/ . . ﬁ

F .

CHANCELLOR OF TIE EXCHEQUER cc Chief Secretary b|L-
Financial Secret:
Sir Douglas Vas
Mr Ridley _

THE BUDGET

You are holding a small meeting tomorrow to discuss the general Budget
strategy in the light of the revised forecast and the talk with the
Prime Minister.

2. I have not attempted any detailed new packaging. The grounds are
still too shifting. But I thought a few crude sums might help you to
focus on the kind of problems we now seem to face. '

3.. Assuming an "existing policies" PSBR starting point for next year o
some £13% bn (Mr Evans will be confirming the figure tomorrow), the
following PSBR reducing packages for next year could be conteuwplated.

Treasury Budeget . ' Prime Minister's Budget
PSER £bn 1981-82 :

Starting PSER \ 13.50 Starting PSBR 13.50
PSBR Reductions / PSBR Reductions
63% Rooker-Wise -1.10 ".. 63% Rooker-Wise -1.10
2 x revalorisation 3( VAT on imports -0.60

" specific duties (no
" VAT blocking) -1.00

: ; 'Bonus' from bank
PSBR smoothing -0.25 levy of £450m -0.25

'Bonus' from bank 1% NIC(E) from
levy of £450m (say) -0.25 X %Noveu(abgr i (say) -0.35

PSER smoothing -0.25

Resultant PSBR (say) 10.90 Resultant PSBR (say) 10.95

Industry Package Industry Package

[Combination of ' [Combination of
measures] (say) 0.25 measures] (say) 0.25

Final PSBR TIA5 Final PSER 11.20

4, This is all very rough and ready, but it suggests that, if you
were prepared to publish a PSBER of £11 to 1l bn, you could still, on
either basis, fit in a small package to industry (or alternatively go
for the lower PSBR). , But in the "Treasury Budget", persons and

BUDGET SECRETD
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onsumers would be pretty severely hit (taking the alrcady decided
‘i!C(E) into account). And in the Prime Minister's Budget, although
the further effect on prices would be moderated, the further NIC(E)
increase would effectively raise marginal tax rates, and VAT on imports
would significantly worsem industry's cash flow.

5. Many variations on either package are possible (eg a larger NIC(E)
increase). For PSBR reducing purposes VAT blocking could also be

. restored (reducing the PSER by some £0.23 bn but worsening company
income by £0.27 bn direct). But to the extent that changes were
designed to reduce the PSER further, they would add to the burden on
persons or businesses and add to a Budget whose overall effect is
likely to be substantially deflationary. Of the two possibilities
above the overall effect of the Prime Minister's budget would, in
conventional terms, probably be less deflationary since the effect of
double révalorisation of the specific duties is greater than that of
VAT on imports (mainly a financial transaction).

J B UNWIN
11 February 1981

BUDGET SECRET
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DEPARTMENT OF HEALTIH & SOCIAL SECURITY W
Alexander Fleming House, Elephant & Castle, London sE1 6y /yﬂ
Telephone 01-407 §522 ”/
T,

From the Secretary of State for Social Services

The Rt Hon Sir Geoffrey Howe QC MP
Chancellor of the Ixchequer
Parliament Street
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PAXATION OF ALCOHOLIC DRINKS 0.

o’ ‘.
in your letters to me of 21 November and 1;iege€ﬁﬁer last year, you agreed on
the need to take into account in your preparfiticns for the coming radget ‘the
health implications of changes in tax on alcoholic drinks. !

Since then, officials from my Department and viher interested Departments heve
met officials from the Board of Customs and Excise (as they also did last year)
to discuss in more detail the effects of possible changes in taxation on
alcohol generally and in relative duty rates on beer, wines and epirits.

Tt may help if I sumarise the arguments as I see them, for propusing that in
the Budget, the overall level of taxation on alecohol is raised to match the
rate of inflation over the last year. I know that these views are shared by
my colleagues in the other UK Health Departments.

First, the evidence that the problems of alcohol misuse are inereasing is, I
believe, indisputable. I also believe that, while there is controversy about
the nature of the link between growth in the levels of misuse and growth in
overall consumption, present evidence alone is sufficiently strong to justify
action to prevent the real value of duties on alcoholic drinks, and so their
price, from falling further.

Secondly, as you know, the problems of alcohol misuse have now been discussed
at length by 'H!' Committee at the meeting on 13 January 1981. It was agreed
then, in prineciple, that to focus attention on the preventive role Government
and other agencies could play, a consuliative document should be iseued by the
Health Departments. It was accepted that such a document should not be
published until after the Budget, but the point was made that, in the mean-
time, the Government should not take any action which might appear to prejudge
the outcome of discussions on alcohol misuse which we would hope to promote.

e




Tt would therefore fit in with this strategy if any changes in duties on
alconolic drinks could be expressed in a way which showed that they were
intended to restore the real value of duties over whatever period seemed
to be appropriate. More generally, there is a case for raising duties on
alcoholic drinks more frequently and in smaller steps, rather than less
frequently and in large steps.

While on health grounds we would not wish to distinguish between different
kinds of aleohol, if on other grounds it seems desirable to vary the
duties, I would favour a real increase in beer duty (since the OPCS Survey
inte drinking habits suggest that beer is most heavily implicated in heavy
drinking and associated problems), prefersbly without a reduction in the
real value of duties on wines.

I am copying this letter to Cabinet colleagues end Sir Robert Armetrong.

Al
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result of such
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35 This will lead either to an ac itional late sunmer or
budget (which is tO be avoided) or To ; great strains on

funding. This last resort may lead to : funding ecrisis, but

will eertainly lead to high interest rates retaining high exchir

3

s

rates and yet another squec:ze on the private sector. This

must be avoided - it would be a quite i mpossible scenavio foiu

the approach 1o an clegltion.

4, Painful decisions now, properly packaged as being due 1o 1

costs of last wage round and NI Losses, and put forward as al

3
employment budget, might get things right in time for an eleet
But there is litile ime even 1o ik ] Jecisions let aload
and sell them to Colleagues

Lt anli
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.IME MINISTER

BUDGET AND MONETARY POLICY A \A.) \\E—SS
- Q

H What are our objectives in budget?

Mainly
i "to re-establish credibility in our monetary
and public expenditure objectives'" (Chancellor memo 5 February).

ii. ‘'"persevering with a tight fiscal and monetary
policy". L (Chancellor memo 5 February).

Given the high public expenditure, however, the Chancellor's memo
implies increased taxes to give a £1 to £1}Bn net reduction in PSBR

—_—

(down to about £9% to £10Bn. b

———————eeeeee

2. What will be the reaction of this tough budget on consumer

spending, investment and, cet par, the level of activity and

unemplbyment? ]

Is it reasonable to assume that most of the increased tax on disposable
personal income (of the order of 2 to 3 percent, say) will be paid out
of the present high savings so that the level of activity will be

roughly the same? What_;}e our expectations?
e R

3 What will be the effect on interest rates and the funding problem?

A decrease in the expected PSBR may be needed to prevent a funding
crisis - but does this mean that interest rates will be lower as
PSBR decreases and so the exchange rate will be subject to downward

pressure?

Note: The Chancellor expects exchange rate to stay at a "high level"
p.3 of memo of 5 February. e E e e e e

4, The exchange rate is crucial in both budget and monetary °

strategies. The effects 051?Eshrapid appreciation in the real
effective exchange over the latter part of 1979 and 1980 have still

to work through the economic system There was an iég'increase in
sté?TIEE"FEET_EfggE;ive exchange rate from January 1980 to January 1981

—_————

T—
This would imply, inter alia, at least a 9 to 14 percent decrease in

manufactured exports and corresponding reductions in import

substitutions spread over 1981-82.
Iy
QLA-'- J'I.JJJ v“-‘ r
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iR L. a rough rule a 10% decrease in the exchange rate will add 8% to
13% to exports of manufacture with an average lag of 1 year 3 months_./

The effect of the high exchange rate in increasing unemployment and
public spending needs to be seen in both a budgetary and monetary
context. The present planning for unemployment benefits uses the
government actuary's estimate of unemployed - but this may be far
too low in view of sterling's rise in late 1979-1980.

5. In terms of our ¢M3 criteria and performance, 2 reduction of

MLR (which is very desirable) should be interpreted as a relaxation
— —

of monetary policy. There is an apparent contradiction in the
mﬁ?éﬁgg{g‘gg—g;;_glscal d monetary stance. In my view this is

sensible since monetary policy has been very tight while the PSBR

has been too loose. The combination: of a downward path for MLR and
——

a decrease in PSBR seems right, but it needs a better rationalisation

than the £M3 figures provide.

6. What is our monetary policy and how do we exercise control to

ensure that it is consistent with the budgetary policy?

We know that the relationship between MLR and £M3 is not tractable or
—

—

even perverse. How are we to keep some control on £M3 when we
cannot control the extension of bank credit to the private sector?

The financial community know this and are looking for some well
articulated alternative such as MBC - would it not be best to announce
that the objective is MBC so that institutions can adjust?

There is an urgent problem to ensure that the recent rapid expansion

of interest-bearing liabilities in £M3 does not become monetised by

e ——————

the Bank of England.
R TS s

/ Gordon Pepper is also concerned about this./

This could be prevented by a suitable form of monetary control, but
it needs to be put into place very soon.

10 February 1981
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the Private Secretary

As I told
taken at the P1i
the Chancellor and others this morn
However, you may stili like to have
of my note of the meeting. This is

encliosed. ,

A. J, Wiggins, Esqg.,

H.M. Treasury.
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NOTE FOR THE RECORD

The Prime Minister held a meeting this morning with the
Chancellor of the Exchequer, Sir Douglas Wass, Mr. Burns, Mr. Wolfson
and Mr. Walters.to discuss the Budget strategy.

The Chancellor said that his minute of 5 February had
indicated a PSBR for 1981/82, on existing policies, in the region
of £11 billion. It had suggested that the objective should be
to secure a reduction of £1% billion so as to bring the PSBR
back to £9% - 10 billion, The PSBR forecast had now been
updated,—EHE_EHE estimate was now for a figure of €13 billion.
On this basis, and assuming the right policy was to achieve a
PSBR of £9% - 10 billion, his budgetary task was going to be .
extremely difficult. He had ruled out raising income tax
rates. Consequently, the oni;_gossibilities for raising tax
were through holding back the increase in thresholds and through

raising indirect taxes (though he had also ruled out raising
VAT). He had hoped to raise thresholds by 10 per cent, but
in view of the latest PSBR forecast, it looked as if only a

6 per cent increase would be possible. As regards indirect
?E;;é, the Treasury were considering two main options: one
would raise the RPI by 1% per cent, the other by 2 per cent.
Again, in view of the ﬁgﬁﬁ forecast it might be necessary to
go for the higher figure. Then there was the question of
how much revenue should be switched to the corporate sector.
He believed that an enterprise package amounting to about
£250 million would be psychologically very valuable. As

for a reduction in the National Insurance Surcharge, he was
still undecided. The CBI were pressing strongly for this,
and the first year cost of a 1 per cent reduction would be only
about £300 million. On the other hand, the full year cost
had to be considered, and also the fact that part of the
benefit would go the banks and other service industries. In
addition, industry might prefer a lower PSBR, and the
improved prospect for interest rates which would follow.

/ In discussion




In discussion the following points were made:

(i) The Prime Minister said that the first priority must
be to improve industrial activity; and in her view,
this meant giving priority to a reduction in

interest rates which would also have a salutary
effect in getting down the exchange rate. If

there were to be a choice between a reduction in the
T ———
NIS and a lower PSBR, she would go for the latter.

- et

The Prime Minister suggested that, if help

was to be given to industry, a reduction in the
heavy fuel oil duty should be considered. The
Chancellor explained that he had considered this
option, but a major drawback was the fact that -

according to the Department of Energy - a good deal

of the revenue would, because of the terms of the
FRIGG contract, accrue to the Norwegians. He was

exploring this further with Mr. Howell.

The Prime Minister suggested that, faced with the

prospect of a 2 per cent addition to the RPI as a
result of indirect tax increases, the Cabinet would
prefer further public expenditure cuts. The Chancellor
indicated that he did not believe that, at this

stage, further cuts would be possible. It was

going to be difficult enough to stay within the

cash limits already agreed. At the same time, it was

a regrettable fact that colleagues did not seem to
fully understand the enormous burden of Government

spending on pay. The central Government pay biii-

was forecast to increase by 10 per cent in 1981/82,
and this was a major cause of the PSBR problem.

JEiR)
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The Prime Minister asked about the proposal to speed

up VAT payments on imports: she thought that the extra
revenue from this would be very useful. The Chancellor
said that a final decision on this still had to be
taken. It would yield a sizeable benefit for the

PSBR in year 1; on the other hand, it would impose an
undesirable burden on the corporate sector at a time
when the aim should be to ease industry's cash flow.

He was likely to decide against.

The Prime Minister suggested that a further increase

in the National Insurance contribution of employees
should be considered. The Chancellor said that thisl
would require new legislation, but in any case he

did not believe it was a runner coming on top of the

one per cent increase already in train.

Mr. Burns said that it would be hard to defend a
PSBR any higher than £10-10% billion. This was the
highest figure consistent with the PSBR projection
in the MTFS after makiﬁé allowance for the lower

level of activity now forecast.

The meeting then turned to a discussion of monetary policy.
The Chancellor said that, for the sake of the credibility of the
strategy, M3 would have td continue to be the target variable for
the medium term. But he would indicate in his Budget Speech
that the authorities would be looking at other monetary aggregates
as well in future. (Whatever the disadvantages of M3, he had
concluded - following discussions his officials had had with
outside experts - that it could not simply be abandoned.) He
would also say that they would be moving as fast as they

sensibly could in the direction of monetary base control.

/ The Prime Minister
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The Prime Minister urged the Chancellor to go further than this,

and announce a concrete plan for moving to monetary base control.

Mr. Burns said that, even if there was greater focus in
the coming year on the narrower aggregates, there was still a
significant risk of conflict between the different policy objectives.
If M3 and the narrower aggregates were to be contained within the
MTFS target, there was a risk that interest rates would have to

go up; and this would put upward pressure on the exchange rate.
He was concerned that the authorities should maintain a tight
grip on monetary policy: in the last six months there had been

& significant relaxation, as evidenced by the acceleration of all
the aggregates; there was a danger that, if this was not curbed,
inflation would start to rise again. Mr. Walters suggested tﬁat,

insofar as the growth of the monetary base had been very modest

until recently, there might be a case for allowing it to grow
_____F__-

rather more quickly in the year ahead.

——

Finally, there was a short discussion of the immediate
prospect of an MLR cut. The Chancellor said that he had now
concluded that an MLR reduction in the Budget itself would be
untenable because of the relatively high PSBR forecast. If there
was to be a cut, it would have to be either this Thursday or next.
An early reduction could not be justified in terms of the money
supply figures; it could only be on the basis of the lower rate
of inflation (now expected to be just over 13 per cent for Jgaﬁary),

and the need to moderate the exchange rate. Mr. Burns added that
a cut in MLR might help to reduce M3, but it would tend to push
up the narrow aggregates. The Chancellor said that Treasury

officials were doing further work on the possible justification
of an MLR cut. The Prime Minister said that, if there were to

be a cut before the Budget, in her view it would be better to do
it this Thursday rather than next.

—

10 February 1981
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QUEEN ANNE'S GATE LONDON SWIH 9AT

é%February 1981

: Thank you for your 1etter of 29 January about the 1980 - © ...
'flscal concessions on aonatlons “to uharltles.' Tlm' Ralson et
and I have taken every opportunity when addressing voluntary
organisations to draw attention to the concessions and emphasise
that charities should work hard to obtain maximum benefit from
these. Officials have done the same in their contacts with
voluntary organisations. However, at the meeting on 29 January
of Tim Raison's Ministerial Group, at which Peter Rees was
present, it was agreed that at their next meeting consideration
should be given to how the Government's policy towards the
voluntary sector could be restated in as effective a manner as
possible. In considering this issue, I am sure that Tim
Raison's Group will have particular regard to your comments about
the fiscal concessions.

I am sending copies of this letter to the Prime Minister,
Michael Heseltine, Patrick Jenkin, Mark Carlisle, and to Sir
Robert Armstrong.

A

WAAAL

bl

The Rt. Hon. Sir Geoffrey Howe, QC., MP,
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Caxton House Tothill Street London SWIH 9NA

Switchboard 01-213 3000

Rt Hon Sir Geoffrey Howe QC MP
Chancellor of the Exchequer
Treasury

Great George Street

LONDON Swl ? February 1981 ‘{‘\...
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THE 1981 BUDGET '
I have just seen Keith Joseph's letter of 3Q£gzﬁgg;y to you. I was

on the point of writing to you myself and I 'am glad to add my voice
to Keith's, because I entirely share his convictions that we must
now actively help industry to recover and create new jobs.

I wonder whether colleagues have a clear picture of the scale of
unemployment that promises to confront us over the next few years.

It its increasingly clear that unemployment may reach 3 million or
even more by the end of this year. The seasonally adjusted figure
may run short of it, but there is a real danger that the total
numbers will exceed that figure, perhaps quite substantially if we
have setbacks, as could occur, for example, on exports. That is an
overall rate of 1 in 8. The rates would be higher still for men,
for young people and for racial minorities. 1In particular localities
the position would be comparable with the 1930's or worse. The numbers
remaining unemployed for 12 months or more could stand in 1982 at
6-700,000 - more even than in the 1930s.

There are reasons for thinking that unemployment on this scale will
not substantially decline of its own accord, certainly not before

the next Election. Even when the recovery in output comes the effect
on unemployment will be delayed and probably subdued. Industry will
not take back the same numbers having achieved de-manning, the numbers
entering the labour force are growing and the labour effects of new
technology will increasingly appear.

Sustained unemployment at these levels is quite likely to produce
social problems on a scale we have not had to deal with in 40 years,

particularly amongst the growing numbers of long term unemployed,

7l
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and racial problems we have not seriously had to deal with before.

It is also of immense political significance. There are many signs
that the issue has moved to the forefront of political debate. Public
opinion polls show that, in a major shift of attitude, it has over-
taken inflation as the main worry and the Press and other media
coverage is responding. By so vocally and visibly condemning Labour's
performance on this front, we have asked to be judged on it ourselves -
and the judgement on the present outlook is unlikely to be favourable.

In drawing attention to this I am not challenging - any more than

Keith - our basic economic strategy. I believe it is broadly right

and, if held to, promises this nation a better prospect than it has

had for a long time. I am absolutely convinced, however, that we have
got to weave into it a coherent and positive strategy on unemployment =
not leave this to seem to be the residual of other factors - and that

we must use every possible room for manoeuvre both to promote industrial
recovery and to combat unemployment.

In devising a convincing strategy it seems to me that we need to
develop several strands:

1) to assist 1ndustry to recover by 1ower;ng its costs and

particularly by stimulating new i1
think there is a great deal 1n the ideas Keith has put forward
and that their thrust is right in this respect. I also support
his order of priority among them. We need something that is
quick acting and, despite the arguments that can be brought
against it, I agree with him that action on the NIS surcharge
now has a very great deal to commend it, as indeed has some
early action on energy prices. In particular I wish to support
the loan guarantee scheme ami-tax relief on equity investment
start ups. These measures can be represented as a Conservative
approach to job creation, and have therefore a political as well
as economic advantage.

(Gt to suﬁgorp industry expenditures on the supply side. Keith
has rightly mentioned assisting R & D ana I trrimcwe—treed to keep
this objective in mind when we come to consider new proposals

on training.

(iii) to promote some major capital works which could sensibly

be undertaken to improve %He 1n§usEriaT Inlrra-structures and
prepare for the upturn. We should have particular regard for
areas of high unemployment like the West Midlands. Here again

I agree with Keith that we should look at the nationalised industry
~investment programmes, but there may be other substantial capital
schemes eg by local authorltles, which would fall in this category
and help output and employment in the englneerlng and construction
industries. To overcome the public financing problem we really

do need to find ways of getting private finance for schemes of
this sort, through leasing for example.

(iv) to do more directly to help those hardest hit by
unemployment. On this we shall soon have proposals from the

CPRS study, but I think we should do more to extend the
possibilities of early retirement. I really do wonder whether

we should not begin to consider encouraging a more flexible

)
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approach to retirement at an earlier age and start a programme
for moving by stages towards it. But more immediately I think
there is now a very strong case for extending JRS down to

age 60 for men (an estimated extra cost of about i120m in

the first year).

(v) to recognise the plight of the long term unemployed.
This is an area where we are politically extremely vulnerable.
We have gained considerable credit for what we have done for the
young unemployed but there is growing concern at the plight of
older people and the real hardship faced by those unable to find
work for very long periods. We cannot readily expand our
temporary work programmes for them this year, but I think there
are two things we should do for them. One is to enable those
aged 60 and over who have been unemployed more than 12 months

to retire if they want to, under the JRS,extended as I propose.
The numbers would be small and the cost not more than a few
million, but it would be worth doing. Secondly, I think the
time may come to make those unemployed more than 12 months
eligible for the long term social security benefit rate.

At present the long term unemployed qualify only for the
ordinary SB rate, which means £34.60 a week for a married couple,
as against the £43.45 which is paid to other long term recipients
of SB. I am told that the cost might be around £100 million

a year at the current level of long term unemployment , but
Patrick Jenkin will best be able to say. It would be something
even to extend it to those unemployed for more than two years.

How far we can go at this time in terms of resource is a difficult
judgement, but on the information available to me I would have thought
that the PSBR could be allowed to_ri sa 22 i B hat
i otherwise be on present plans without departing from our

i y = thou T recognise that this would mean a .
11 fall in interest rates than would otherwise be the case.
I% at The Sanc TIme M= de The switch of resource from the personal
to the corporate sector that Keith is proposing by providing for .some-
thing considerably less than a full indexation of personal tax allowances,
this would allow a higher level of expenditure to provide us with a
more positive strategy on industry and employment.

I hope that you will seriously consider these ideas along with Keith's
in formulating the Budget and I look forward to discussing this with
you at the meeting we are to have next week.

I am sending copies of this letter to the other recipients of Keith's
letter.




bc r Walters

("f {’t ~-Mr Wolfson

!

9 February 1981

Additional Levenue from the Banks

The Prime Minister has read the
Chancellor's minute of & February, and

nas noted his view that there is now no
alternative but to introduce a tax on
the banks' windfall profits,

John Wiggins, Esq.,

HM Treasury S EC RE r }l{)\{
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10 DOWNING STREET

From the Private Secretary 6 February 1981

I am sorry that I have not written earlier about the
Prime Minister's lunch with the Committee of London Clearing

Bankers last Monday. - 2a\3'.

The discussion ranged widely over a number of topics,
including the short-term prospects for industry, recent ‘
monetary developments, and monetary control. The Prime
Minister expressed concern at the continued growth of lgnding
to the personal sector, including lending based on credit
cards. The bankers pointed out a good deal of the lending
to the personal sector was in fact to small businesses,
and that credit card lending represented only a small pro-
portion of it; they also pointed out that, since November,
the banks hnd stopped advertising credit cards. On the
question of lending to the corporate sector, they denied
the criticism that in too many cases overdraft facilities
had been made available to enable companies to finance
uneconomic pay settlements; they argued that the clearers
had played a positive role in preventing the recession from
causing even more bankruptcies than had taken place. On the
other hand, to the extent that in some cases overdraft
facilities might have been excessive, it was pointed out that .

_the clearers faced strong competition amongst themselves and
from the American banks: if increased credit facilities to

a particular borrower were held bgck, all too often another
bank would step in.

/ They also




They also raised the question of a possible windfall
tax on bank profits. Sir Jeremy Morse said that they were
strongly opposed to such a tax. They had had discussions
with the Chancellor the previous autumn with a view to help-
ing the Government reduce the PSBR by other means - namely,
that they should take back some of the export credit cur-
rently being refinanced by the Government. They had not put
a figure on their proposal at that time, but they were now
prepared to come back to the Chancellor with a specific pro-
position. In response to a question from the Prime Minister,
he said that he thought they would be prepared to offer to
take back £1 billion.

The Prime Minister gave no indication of how the Government
would move on the windfall tax proposal. She expressed :

interest in the proposition put forward by Sir Jeremy on
refinancing, but she made it clear that the Chancellor would

have to consider it carefully before taking a view.

Sir Jeremy has now written to the Prime Minister with
a copy to the Chancellor (his letter of 2 February), and I
should be grateful for advice on how the Prime Minister
might respond.

I am sending a copy of this letter to the office of
the Governor of the Bank of England.

A. J. Wiggins, Esq.,
H.M. Treasury.
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ADDITIONAL REVENUE FROM THE BANKS e, ¢ ) A

We spoke about the position on taxing the banks following your

meeting with the clearers. Sir Jeremy Morse also sent me a copy

of his letter to you of 2 February, in which he offered to take ‘7\,
back £1 billion worth of fixed rate lending by the banks which

is at MPefinanced by the Government.

2 His proposal is not new; it was put forward by the clearing
e e ] 3 5 . -

banks in November when I opened discussions with them and it has

been floated in the exchanges‘on this subject which Nigel Lawson

and I have had with them since.

35 The proposal would reduce the PSHR 4ip 1982. And Jeremy Morse

is right in saying that it would bring a greater immediate benefit

to the PSBR than cost sharing or a levy. But this would be

purely cosmetic and would certainly be seen as such. It is

o S T e
exactly the sort of device which Harold Lever used to invent for

the last Government and which deceived no-one. It would not help

bring down the rate of monetary growth and could even increase it.
Moreover part of the PSBR reduction in 1981-82 would be achieve

; : : TR ;
at the expense of increases in public expenditure in later years
as future flows of receipts were transferred from the Government
to the banks.

~

4. It is easy to see why the banks made the offer. The proposed

transfer of fixed rate Ienaing would be largely costless - even

profitable for them. But equally, looked at from our point of

/view, it
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view, it fails completely to meet my request for a real

. .
contribution to the Exchequer from the profits which they make
as a result of their monopoly of current accounts when interest
rates have been high.

5. We therefore proposed to the banks that they should
contribute two-thirds of the subsidy element in the fixed rate

lending on their books. This meant that they would have made a

real contribution to reducing the PSBR. The banks were

apprehensive about the continuing nature of such a contribution.
AR St 1 et it s

So following the early discussions, I also explored an optiaon
under which the Government would no longer pay any subsidy on
pre-1878 fixed rate business; this would have yielded about

€150 million next year but would wither away over the next 3 or 4
years. This met the banks' fears that they should not be'subject

to a continuing arrangement.

6. I made it quite clear to the banks that the alternative to
coming to some compromise agreement of this kind would be a tax

e,
on their current accounts. They responded, both orally and in

writing to say that they would prefer a tax to any such arrangements.
el

So they have put me in a position of having no alternative but to

tax them because - seemingly on grounds of principle - they are

R
unwilling to contemplate vuluntarx measures which would make a
worthwhile contribution to reducing the PSBR.

7 Finally, Sir Jeremy’s letter mentions the damaging effect he
thinks a tax would have on pay negotiations. I have already

taken nim up on this point. His argument seems to be that

public recognition that the banks have windfall profits will give

banking unions a new trumE card. Given the banks' record of

excessively high settlements, this is a pretty astonishing claim.

To suggest that the unions are unaware of the banks'’ present
healthy profits and are not already well able to deploy these

/arguments




arguments in negotiation is very far-fetched. Indeed, if a
special tax is imposed, the clearers can argue that they can

only afford smaller pay increases.

(G.H.)

4 February 1881
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CABINET OFFICE
Central Policy Review Staff
70 Whitehall, London swia 2as Telephone o1-233 776

From: J. R. Ibbs

VUJ/J r"f 6 February 1981

A Agwe

Qa 05244

Dear CAineoles,

The 1981 Budget

.

I have seen Sir Keith Joseph's letter to you of éo
January. Of the various matters he raises the one on which
I wish to comment is the exchange rate, referred to in his
paragraph 12.

1

As you know, my view is that the strength of sterling
is the most serious problem with which British industry is
grappling at present. The recession is affecting many
countries and low demand ie affecting much of UK industry.
Bub the exchange rate is a major additional difficulty which
falls on a number of sectors which are of immediate importance
in terms of economic activity and employment, and which are of
longer term importance if the economy is to be strong when there
is less support from oil. Reduction in the exchange rate is
therefore of structural importance and would provide finanecial
relief where it is most needed. The relief could also be on
2 greater scale than I believe you are likely to be able to
provide through fiscal adjustments. Anything which could be
done to bring about a reduction in the rate would be as
beneficial, if not more so, than any other relaxation being
contemplated in the Budget. i

The appreciation of sterling has been of such a magnitude
and has happened over so short a period (as well as being
largely unprédicted) that for many companies even the maximum

The Rt Hon Sir Geoffrey Howe QC MP
HM TREASURY
SW1

ik
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cost reductions conceivably open to themwuld only partially
counteract it. Many have been hanging on to their export
markets in the hope that the exchange rate will ease but
margins are now so low (and in mahy cases negative) this
cannot continue indefinitely. Unless the rate falls, a
range of important trading activities will have to be closed
down entirely or at best continue in an impoverished way that
results in further diminishing competitive strength through
inadequate investment and R and D.

Sir Keith Joseph suggests a depreciation of between 5
and 10 per cent. I believe the latter figure is needed. I
understand that the Treasury model indicates that depreciation
of ELpar cent would bring a rise in the annual value of exports
of around £2 bn. with a large part of this going into profit
margins. A 10 per cent depreciation would give roughly twice
this. Such changes would significantly ease financial burdens
where they currently press most harshly.

Nor is the effect confined to exports. For products made
and sold in this country which are subject to international
price levels the reduction in the exchange rate would bring a
corresponding financial benefit. This has been well illustrated
by the recent figures we have seen on British Steel. The
overall benefit of a 10 per cent fall might therefore amount
to several & billions. ;

I appreciate that the loss of competitiveness has been
in part the result of excess UK cost inflation and, moreover,
that the appreciation of sterling has been a factor in bringing
about the decline in the inflation rate. However, to put the
suggested 5 to 10 per cent depreciation into perspective, a
5 per cent depreication would bring competitiveness back only
to where it was in May 1980: a 10 per cent depreciation to
the level at the beginning of 1980. Companies would still
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need to make very challenging cost reductions through other
means - their task would therefore have been made more
feasible rather than easy. With a lower exchange rate
higher import costs would have an adverse effect on the
downward inflation path. But this is already well advanced
compared to earlier expectations, and the penalty seems to
be worth taeking in relation to the great risk to important
~ parts of the trading sector if nothing is done.

If these arguments are broadly acceptable the problem
as always becomes one of finding a way to bring about the
desired depreciation in a controlled manner. Reducing interest
rates should help but I believe that a main task isto weaken
the speculative factors which, because of so much talk of the
effects of the petro-currency, have caused confidence to reach

an exaggerated level. These factors would be weakened by
declaring a particular exchange rate range as desirable within

the broad framework of existing policies. Indeed, I understand
that one specific proposal is that there might be a system of
monetary targets which could be temporarily flexed to eliminate
unacceptable exchange rate changeéhﬁﬁilst stilT™retaining
confidence in the basic monetarist approach. In view of the
immense importance of the problem and the need carefully to.
examine any potential solution, it seems to me that further
exploration of this idea of 'conditional monetary targets' is
worthwhile, perhaps'Iﬁigﬁ_interdepartmental discussion.

I am sending a copy of this letter to the Prime Minister,
the Secretary of Btate for Industry, and to Sir Robert Armstrong.

pa //

J R Ibbs
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PRIME MINISTER

1: I agree with the broad assessment of the Chancellor.
However, I would judge it wise to plan for a rather tougher
figure of net reduction of £2 billion, mainly because this

"tougher -than-expected" stance would further ease funding and
e R e Yy

interest rates and probably the exchange rate. The latter two

effects would, of course, assist industry across the board but

especially the export sector.

o Of relief for business generally, beyond the capital tax
measures, I am more keen than the Chancellor on reducing the NIS
by a reduction of at least 0.5 per cent to 3.0 per cent (cost
£0.6Bn). We could present it as an employment measure - a
reduction in the tax on employment designed to provide more jobs.
True it would not be weighted in favour of the export sector, but
I would expect that the export sector-suffering will best be

-

relieved by exchange rate adjustments. )
e et e

3. Generally I do not think the budget is appropriate for
dealing with the distortions brought about by a high exchange rate.
Tax rates will persist for the financial year - yet we may well

see a dramatic change in the value of sterling (as we have seen

before). And in any case such budget measures would be crude and
inevitably discriminatory. :

4, I am concerned about the monetary targets and, above all,
the mechanism of money control. There is at present no effective
control of the monem-and I am pursuing further discussions
with the Chancellor, Middleton and others. I propose to report
progress to you on Monday.

-

\\
/

6 February 1981
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PRIME MINISTER

THE BUDGET

I thought it would be helpful to let you have a brief account
of my preliminary thoughts on how I see the Budget shaping up.
I have still a good way to go before I come to my decisions,

but the key problems and choices are becoming clearer.

Present problems
2. One of the most difficult tasks I face is to re-establish

credibility in our monetary and public expenditure objectives.

This overshadows all other considerations. As you know, the

PSBR this year seems likely to come out at between £12% and
—
£14 billion, compared with the £8% billion forecast in last

m—
year's Budget: and between February 1980 and January 1981 the

adjusted growth of E£M3 at an annual rate is likely to be just
under 18 per cent, EBmparad with a target of 9 per canti

At the same time, the public expenditure plans we shall be

2 per cent.

publishing on Budget Day are substantially higher than those we
committed ourselves to last year. My Budget must be seen to

be relevant to these unfavourable and unfortunate developments.

3. I believe that I can only re-establish confidence by
bringing in a rather tough Budget even though there are some
grounds for thinking that our policies are working well. The
inflation outlook for instance continues to be encouraging, and
strong pressures remain on industry to keep its costs down. We
must not however relax in our fight against inflation and this

means persevering with a tight fiscal and monetary policy.

BUDGET SECRET
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4, The present forecast (which assumes indexation of the
personal tax allowances and of the specific duties, and takes
account of the new system of stock relief and the measures
announced last November - the 1 per cent increase in employees'’
national insurance contribution and the new tax on North Sea
income, each producing £1 billion in 1981-2) gives a PSBR next

year in the region of €11 billion [neafly 4% per cent of GDP).

This compares with the implied medium term strategy figure of
around £7% billion (some 3 per cent of GOP). Taking into
account the extent of the recession, the external pressure
exercised by the exchange rate and the need to re-establish
confidence, I judge that we should aim for a PSBR somewhat'below
£10 billion. This would be in the range commentators in EF;-
—

City and elsewhere now seem to expect. But it means looking for
a net reduction in the Budget of perhaps §£1 - 1} billion'

compared with the outlook on present policy.

b I should stress that the PSBR forecast could, of course,
change further and the figures quoted above are necessarily
subject to this.

6. To secure a reduction of £14 billion in the PSBR I should
ideally like to have a further ;;ductiun in public expenditure.
I am continuing to think about the scope for this, but I am
not hopeful of being able to formulate any proposals that would
be acceptable to the Cabinet, given the long struggle we had

last autumn to get to where we are now.

7 This means that I shall probably have to look principally to
increased taxation. In addressing myself to the question where
I should find the sums I need I must bear in mind an important
change in the distribution of income which took place in 1980.
The combination of a high exchange rate and a sharp fall in

domestic demand has reduced the real income of the company

sector and increased that of persons. For example, personal
disposable income last year increased by over 17 per cent in

money terms, whereas that of non-oil companies fell by more than

BUDGET SECRET
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20 per cent. With the exchange rate as likely as not to

remain at a high level, there is therefore a very strong case
for making no net increase in the fiscal burden borne by
business. Indeed there is a powerful case to be made for
actually reducing the tax burden on businesses, even though this
would effectively mean a pro tanto increase in personal taxation.

8. Before addressing myself to the question of what extra
taxation I can impose on the personal sector, I have to bear in
mind the effects of the increase in employees' national insurance
contributions (NIC) which will operate from the beginning of
April. This will be a most useful addition to revenue next
year; but, equally, it is bound to limit my freedom of manoeuvre
to increase the 'real' burden of income tax as well.

Income tax and the specific duties

9. We have ruled out an.increase in the basic rate of income
tax. Some abatement of the full indexation of the personal
allowances seems unavoidable however. Full indexation would

be just over 15 per cent (the increase in prices during 1980).

The very minimum we can do, I think, is 6% per cent, which would
be sufficient to preserve "clear water" between the tax threshold
and the widows' pension. This would save about £1.1 billion

off the forecast PSBR. I should like, however, to do more than
this if at all possible, and I am at present thinking in terms

of a threshold increase of 3 or 10 per cent - which would reduce
I —
the PSBR saving to about £0.6 billion. As it is, the NIC change

————

from April means that most people will lose more in extra

contributions than they gain from any degree of revalorisation

of personal allowances that I could contemplate this year. We
need to keep this loss as low as we sensibly can even though in
some ways it is the inevitable consequence of the excessive

growth of personal sector incomes over the past year.

10. So far as the specific duties are concerned the present
forecast already allows for full revalorismtion which has an
initial RPI impact (already allowed for in the forecasts) of about

BUDGET SECRET
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1 per cent. Depending on how it is possible to weight the
package - bearing in mind in particular the adverse effect on
the cash flow of businesses arising from increases in the fuel
duties - I would not want to rule out 1% times or even perhaps
2 times revalorisation, which would have a further RPI impact
of around £-1 per cent and would reduce the 1981-82 PSBR by

SRS =N ISl S

Relief for companies

11. Increases in personal taxation (direct and indirect) of
this scale - with a combined PSBR reduction of about £1% billion -

would not offer any significant scope for a reduction in'cnmpany

taxation consistently with the objective of reducing the PSBR

by £1 billion or more. I am anxious to include some further
enterprise measures and to reduce the capital taxes nn'the lines
of the minute I sent yousrecently. Beyond that I do not think
I can provide more than about £} billion at the most for the
coming year, even if I shade down the size of the PSBR reduction
I am aiming at. For planning purposes I am assuming that most
of the extra revenue will have to come mainly from the personal

sector, along the lines already described.

12. There is a difficult judgement also on how most effectively
to give the relief to companies that we can afford. The choice
of instruments is restricted, and each has its disadvantages.
There is universal ﬁressure for a reduction in the NIS. Further
relief (i.e. over and above the measures on stock relief and
capital taxation) of about £% billion for companies would just
about allow a 1 per cent reduction from October (or a smaller
reduction combined with other measures); a larger package of
about £% billion would permit @ reduction of 2 per cent from

October (or, again, a smaller NIS reduction plus other measures).
13. I am not myself greatly attracted to reducing the NIS.

Although the costs this year would be modest, the full year
cost is much greater (a 1 per cent reduction would add some
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£0.7 billion and a 2 per cent reduction nearly £14% billion to

the PSBR in 1982-83); and the relief would be indiscriminate,
with a risk that some of it might go quickly into wages. However,
some reduction would undoubtedly be popular with industry, which
attaches greater importance to help with costs than with profits;
and it would be well received by the CBI in particular.

14. Of the other possible reliefs I have been concentrating on
corporation tax and heavy fuel oil duty. Both have disadvantages.
A corporation tax reduction would only benefit the one-third of

companies currently paying any corporation tax. As for the
heavy fuel oil duty, the terms of the British Gas Corporation’s
contract for buying gas from the Norwegian sector of the Frigg
field are such that the price they pay rises automatically in

the event of any reduction in the level of our duty. ' As a

result the PSBR cost, and the resource loss to the UK, far
outweigh the reduction i} duty, and any conceivable benefit for
industry. Despite its obvious attractions from some points of
view, I have reluctantly concluded that we must rule it out as

= -

an option this year.

Monetary targets
15, I am still thinking about the form in which I should present

my target for the monetary aggregates next year. The course
charted by the MTFS would imply a §€M3 target of B8 per cent.

But I may want to consider targeting on other variables, at any
rate for the determination of short term interest rates. I
shall minute you separately about this, in the light of the

discussions I am currently engaged in on monetary control.

A

(G.H.)
5 February 1981
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Policy Unit

PRIME MINISTER

You will not have time to do more than

glance at the massive Niehans report before

you see him (hopefully on Friday, 13 February -
—he is staying over the weekend in London).

I attach, therefore, the summaries of each
of the three parts of his paper, retyped for
easier reading.

MMNQM. 54-»...’1:-“’1‘

Wule - e bb(.

JOHN HOSKYNS




Summary of Part I

The conclusions of part I about the causes of sterling

appreciation can be briefly summarized as follows:

(1)

North Sea oil was probably not a major factor. To
the extent it contributed to the appreciation of

sterling, this was not so much through its effect on
trade and capital flows than through its effect on
the demand for money.

The principal cause of recent sterling appreciation
was the abrupt halt in monetary expansion in the
spring of 1979, I,
The effect of monetary contraction on the sterling
rate was magnified by exchange-rate overshooting,
which must be regarded as a normal concomitant of
shifts in monetary policy.




Summary of Part II

Overall, part II led to the following conclusions about
the effects of sterling appreciation:

(1) The price effects of overshooting, being only

temporary, are rather an undesirable disturbance
than a valuable contribution to long-run
anti-inflationary policy.

Overshooting, taken by itself, may have a serious,
though temporary, effect on output and employment
while its effects on trade are generally less clear.
I1f overshooting is the concomitant of domestic
monetary restraint, it may be conjectured that g4
magnifies the real effects of monetary policy.

To the extent this is possible in a simple single—'
equation approach, empirical estimates for the United
Kingdom tend to confirm a considerable influence of
real exchange rates on output and also on trade.




Summary of Part III

The appreciation of sterling during the last two years is
largely a monetary phenomenon. While monetary aspects of North
Sea oil may have contributed, its main cause was progressive
monetary restraint, culminating in a complete stop in the growth
of the base money supply in the late summer of 1979. A pro-
nounced overvaluation of the'currency is a normal concomitant
of such a policy. =

Monetary restraint is absolutely necessary for the elimi-
nation of inflation. Some temporary recession in output and
employment is the unavoidablé price that has to be paid. How-
ever, if the restraint is applied abruptly and the rigidity of
wages and prices is high, the recession may be intolerably
severe. It is further aggravated by the overshooting of exchange
rates. The empirical evidence suggests that this additional
effect can be very strong.

In the present situation of the UK economy, monetary policy
faces the task of effecting a transition from abrupt restraint
to a sustainable path of gradual disinflation combined with a
resumption of growth. The strategy proposed in this study can
be briefly summarized in the following points:

(1) Money supply targets should be expressed in terms of the
monetary base instead of £M3; as the main policy
instrument, the minimum lending rate should be replaced

by the supply of base money.

During the first half of 1981, the monetary base should
be raised to the level it would have had if it had been
permitted to grow at an annual rate of 5-6 per cent
since the middle of 1979; from then on, the target range
should be slowly lowered to a non-inflationary trend.

If the normalization of the base money supply is not enough
to restore competitiveness, the overshooting of the sterling

[/rate




rate should be reduced to tolerable proportions
(though not necessarily eliminated) by a temporary
exchange-rate target to be implemented by foreign-
exchange purchases, even at the cost of temporary
deviations of the monetary base from its target.

The principles of British monetary policy during the last

two years were sound. The resolution with which they were
applied is adﬁirable. The people understand that the price of
noninflationary growth is a temporary recession and they are
willing to pay the price. The early decline in inflation has
Jjustified and even exceeded their expectation.

The implementation of those principles, however, is in urgent
need of improvement. If the present rigidity of monetary policy
is maintained, there is a serious danger that the principles
themselves may be irreparably compromised. The consequence would
be a tragic relapse into inflation. The sacrifices would have

been in wvain.

Such improvements are proposed in this study. They grew out
of the experience of central bankers and the progress of economics
during a period of rapid evolution in the field of monetary
policy. The proposed measures do not guarantee success; decision-
making is inherently risky and there will be doubts, warnings
and controversies. 1 believe, however, that in the present
situation the risk of doing nothing would be much greater. I am
also confident that the proposed measures could put the British
economy on a sustainable path of declining domestic inflation and
expanding 6utput within three months. I am convinced finally that
these measures, if properly explained, will command wide support.




10 DOWNING STREET
Feb.4, 1981.

Prime Minister.

My annual budget submission on why you should not ameliorate
Capital Taxation when times are tough for the worse-off in our
Society, and especially for the unemployed.

Chancellor proposes between 150 and 250 Million Pounds of Relief.
Compare our approach on saving a few Million on Maternity Benefit,
and other similar issues.

In detail I find the argument tPara 3) that savings in Tax Avoidance
should go back to those who pay Capital Taxes totally unconvincing
Chancellor recognises the problem of Presentation in Para 7. He
believes, as with the Tax Avoidance tradeoff, that he can solve

it by vague reference to the Enterprise Package. Again, I find this
hope quite unconvincing.

Is this the right way to approach the Budget? Like Lambeth Council,
deciding what to spend first, and then looking for resources. Should
l we not look at revenue available first, before getting mentally

committed to expenditure/revenue reductions?
A RS S Y SP A r M




NOTE OF A MEETING HELD IN THE CHANCELLOR OF THE EXCHEQUER'S ROOM,
ON TUESDAY, 3 FEBRUARY, 1981 AT 3.00 P.M. .

Present:

Chancellor of the Exchequer
Chief Secretary
Financial Secretary
Mr. Burns

Sir Kenneth Couzens
Mr. Ryrie

Mr. Middleton

Mr. Britton

Mr. Monck

Mr. Unwin

Mrs. Lomax

Mr. Turnbull

Mr. Ridley

Mr. Walters - No.10

MONETARY TARGET AND MONETARY CONTROL

Consumer credit control

The Financial Secretary said that although there had been a case

for some tightening of consumer credit controls, the time for this
was now past. Nor would such controls fit well as part of a new
system of monetary cnﬁtrcl, although the possible need for them

at some future date could not be excluded. It was generally

agreed that the contingency work already done was satisfactory, ‘and
that there was no need for any further work. It was noted that

it would be necessary to revise the Bank's 'directional guidance”

to the banking system, but this was a secondary and minor issue.

Minimum Lending Rate

2. Mr. Ryrie said that he was perhaps more favourably inclined
to an early move on MLR than others in the office. It seemed
likely that the market had already discounted a 1 per cent fall

and that the reception of a change would be favourable. 12 February
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was probably the last date on which a change could be made before
the Budget. In further discussion it was noted that the most
convenient juétification for a reduction in MLR would be the slow
growth of M1 - but at the same time there would be risks in
following this approach before any decisions had been taken about
future arrangements for monétary targets and monetary controls.

An immediate change in MLR would re-emphasise its character as an
administered rate, and would not be consistent with letting the
markets have a bigger say in the determination of interest rates.
Meanwhile it could well be that expectationsof a change in MLR
were doing more to secure gilt sales and to edge down the dollar
exchange rate than would be achieved by the change itself. ‘It was
agreed that the discussion should be resumed later in the week, in
the light of further information about the January money figures.

Monetary control .

3, Mr. Middleton said that a new question had arisen about future

arrangements for monetary control, which ought in principle to be
considered before any decisions were taken on future monetary
targets. Since 24 November work had been proceeding on the
assumption that the system of monetary control would evolve gradually
in a ma%ier consistent with an eventual move to Monetary Base

Control (MBC), but without the authorities being committed to such

a movement. The Bank had now produced proposals involving the

abolition of the reserve assets ratio (RAR) and of lending through

the discount market window. (No progress had yelt been made on

the suppressionof the clearers’ cash ratio and the future arrangement
for assuring the Bank's income.) The Bank proposed in future to

rely on open market operations in commercial bills, and had proposed
some underpinning of the Discount Market as a means of ensuring that
the functioning of the commercial bill market could be relied on.
There was a close relationship between these arrangements and the
arrangements for future prudential supervision of the banking system;
it was important that supervision should be consistent with the
requirements of monetary control. All these developments were
consistent with the Chancellor's statement of 24 November and -
leaving aside the cash ratio - would not require further consultation

SEESCEREEST
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with the banking system. However, Mr. Walters had now suggested
- instead a direct move to MBC during the course of 1981.

4. Mr. Walters said the Prime Minister had asked him to establish
what administrative steps would be required before a quick move to
MBC. He thought such a move should be possible within 8 months,
given goodwill on all sides (although he expected the Bank
vigorously to oppose such a move). In the absence of statistics
for M2, he accepted that MBC would have to be on a non-mandatory
basis; and he also agreed that a quick move to MBC would mean a
different decision on the future of call money with the discount
market. He envisaged that the decision to move directly to MBC
might be announced in the Budget speech, with a view to completing
the arrangements by the end of 1981. He noted that the' Treasury
were working urgently on a paper which was intended to clarify the
necessary steps on the way to an early move to MBC and the difference
between such an approach and the approach previously announced by
the Chancellor.

5. ~ In further discussion, it was noted that, if the approach
recommended by the Bank were to be adopted, the next step would be
to widen the band within which interest rates would be left to
find their own level. The authorities would then be able to

learn something about the banking system's demand for cash in

the situation of much greater uncertainty which would thereby be
created. If it were decided to shore up the Discount Market to
play a key role in the financial markets under such a regime,

it would be reasonable to give the resulting arrangements a run
of, say, one to two years before taking decisions whether or not
to make further moves to MBC; the Bank would probably be content

to maintain the "interim” arrangements indefinitely.

6. It was noted that the issue of a possible quick move to MBC
would have to be resolved without delay. The alternative approach
foreshadowed in the Chancellor's 24 November statement would lead
to changes which would desirable in their own right, whether or
not there were an eventual move to MBC; an immediate move to MBC

SV DARLE T
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would be a "leap in the dark”. If, nonetheless, it were decided to
" follow this course, it was important that markets should be given

sufficient time to adapt to the new situation this would create -

in particular, people would have to come to terms with the

disappearance of the overdraft system. The Chancellor asked that

a Treasury paper on the steps required for a quick move to MBC should
be circulated without delay, so as to make possible resumption of the
discussion on 5 February in advance of his meeting with the Governor

on 6 February.

Monetary targets

7. Mr. Ryrie suggested that there were two main questions to be

considered: -

(i) should M1 be established as a supplementary or
as an alternative target to £M3? ;

(ii) Should next year's monetary target(s) be in some

way conditional on moves in the exchange rate?

The Chancelleor questioned the Bank's view that the appreciation in

the exchange rate had contributed to the monetary over-run; how
was this consistent with the general approach which sought to
minimise intervention in the foreign exchange markets because
official purchases of foreign current tended to put upward pressure
on the monetary aggregates? Mr. Britton said there were differences
of emphasis between the analytical approaches followed by the
Treasury and Bank; the Bank looked mainly at financial flows, and
expected 1981 to show a pattern similar to 1980. Thus they feared
a continuing monetary over-run, associated with continuing upward
pressure on the exchange rate which would still further damage

the trading sector of the economy. The Treasury, by contrast

saw financial flows as generated by stock adjustments, although
there was bound to be a substantial margin of uncertainty about

measures of the stock of money in relation to GDP.
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8. The Chancellor questioned how a monetary target conditional

‘on the exchange rate would work in practice; if the exchange rate
strayed outside the acceptable band, presumably it would be necessary
both to adjust interest rates and to intervene in the foreign exchange
markets to bring the exchange rate back within the band - but, once
there, the monetary target would reassert itself, thus leading to
increases in interest rates which would once again push the exchange
rate outside the band. It was generally agreed that the concept of
conditionality did not really enable a satisfactory reconcilation

to be made between monetary targets and exchange rate objectives;
when it came to the point, a mone%ary target conditional on the
exchange rate was very little gifficwlt from an exchange rate

target. An exchange rate target could be presented as an expression
of the Government's commitment to an inflation objective, so
short-circuiting the possible need for a monetary target as a key
element in the Government®s counter-inflation policy; but the

Bank's approach in practice emphasised an output rather than an

inflation objective.

2) 'In further discussion of the merits of different monetary

aggregates, the following points were made:-

(i) although M1 only responded to changes in interest

rates with a lag, the reponse was much quicker than
that of §M3, and M1 could much more easily be hit
within any given year, provided the authorities were
not too worried about the mértgage rate. Mr. Walters
was inclined to accept that M1 was after all more
important than sterling M3, despite the experience of
the early 1970s after Competition and Credit Control,

which seemed to have suggested the opposite conclusion,

(ii) The Financial Secretary, however, feared that

M1 had been discredited by past misuse; he was
inclined to prefer MU - although others saw serious
disadvantages with this alternative.

S ERL A RNELT




(iii) The Treasury were preparing a note on the
possibility of a weighted average monetary measure

on the lines of the German "central bank money"”;

it was noted, however, that the weights were inevitably
arbitary, and that such a measure might be thought to
be a "fiddle".

(iv) The authorities should not be ton pessimistic

about the possibility of controlling £M3; attention

had hitherto been focused on short-term interest

rates and the PSBR as the only available instruments,
whereas there was now a prospect of achieving adjustments
in long-term interest rates which would be a substantial

help. Mr. Walters thought the Government had been too

much preoccupied with movements of §M3 on a month to
month basis - there was no point in trying to hit a
monthly £M3 target. :

(v) In view of the theoretical advantages which M2

appeared to have, it would be undesirable to change
" the target variable now, since it would then become

much more difficult to make a further change when

M2 statistics became available.

(vi) The role of the monetary target in the
determination of interest rates had to be

determined; some assessment would be needed
of the operation of monetary base control in

relation to the narrow aggregates.

10. The Chancellor, concluding the discussion, said he thought
€M3 would have to remain the principle target and that it should
not be subordinated in any way to the exchange rate. However,

it would be reasonable to give further consideration to the
arguments which could be offered against seeking to claw back the

monetary over-run; the most promising seemed to be the structural
shift in the demand for money, a large part of which could be
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attributed to the financial imbalances within the economy (which

the exchange rate appreciation had further intensified).

oW

(A.J. WIGGINS)
4 February 1981

Distribution

Those present
Sir Douglas Wass
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PRIME MINISTER

TAXATION OF FRINGE BENEFITS

You will wish to know what I propose to do in this year's

Budget about company cars and other fringe benefits.
—— = o

s First, company cars. They continue to be provided on

an increasing scale, and the latest figures suggest that they
are now available for some 65 per cent of higher paid employees
and directors. As I pcintéaraut last year (my minute of

12 March) the scales by which the benefit is measured for tax
purposes are barely one-third of the estimated cost to a
private individual of running his own car. But, as we agreed
last year, there can be no significant change until we are

able to make a further reduction in the income tax burden.

I therefore propose, as last year, to make a 20 per cent
increase in the scales, which will at least ensure that the

scales are not reduced in real terms. Motoring costs have
risen by broadly this amount over the last year. The change
which I announced in last year's Budget comes into effect from
6 April of this year; and the 20 per cent increase which I
shall be announcing in this yea;T; Budget will take effect from
April 1982. For a middle manager with a car in the 1300cc to
1EEEE;;:;;EB, typically a Ford Cortina, this will mean only

35p a week in extra tax, assuming that he pays at the basic

——

rate. As last year, the change would be made by Order rather

than in the Finance Bill.

)l There is one other change which I propose for the users of
company cars. Last year I made a change in the rules governing
the benefit of company cars which have little or no business

use. I proposed that, with effect from 6 April this year, cars

BUDGET CONFIDENTIAL




BUDGET CONFIDENTIAL

whose business use was less than 1,000 miles a year should be

subjected to a higher level of tax (13 x the scale figure).

The 1,000 miles was generally regarded by commentators as on
the low side, since it would mean that the higher charge could
be avoided simply by a single business trip, say, from London
to Aberdeen and back. I therefore propose to raise the mileage
from 1,000 to 2,500 with effect from this April.

4, I also propose to correct an anomaly, whereby the value
of season tickets provided by employers, and of goods and
services purchased with company credit cards, is taxable as

a benefit in the hands of higher paid employees and directors,
but not of lower paid employees. There is clearly a s'trong
case for taxing these, like other vouchers provided by the
employer which are reall& the equivalent of cash, in the hands
of all employees. The provision of season tickets, in
particular, is a growing abuse, and bringing them into tax
might meet some of the complaints from commuters who pay for

their own travel costs and get no tax relief for it.

5. There is one measure of relief which I propose in relation

h
to benefits in kind. The provision of medigal insurance by

e ——

employers for their employees was made taxable in 1875 for all

employees and re-snacted in 1976. We promised in our manifesto
to restore tax relief for employer/employee medical insurance.
I propose therefore to relieve lower paid employees of tax on
this benefit, so leaving it taxable only in the hands of the
higher paid and directors, as it was before the previous
Government extended it.

Gl Finally, I do not propose to abolish the threshold which

distinguishes higher paid and lower paid employees for this
purpose. You may recall that this was the subject of a
consultative document last year, and from the response of that
document it is clear that abolition of the threshold would be

BUDGET CONFIDENTIAL
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generally unwelcome. When we are able to reduce income tax
further, it may be appropriate to review the matter again.
So the threshold will remain at its present level of £8,500.
Another suggestion made in that consultative document::;;__“
that the method of taxing fringe benefits should be changed
so that instead of being taken into account in the PAYE code
employers should include the value of them in taxable pay.
This would result in a staff saving to the Revenue of some
200. I propose to make this change, in relation to company
cars whose benefit is readily quantifiable, with effect from
April 1882,

iy I shall be informing Patrick Jenkin of my proposals on

medical insurance, and Keith Joseph and Norman Fowler qF'my

proposals on company cars and season tickets.

-~

v
(G.H.)
£ February 1981
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@ THE COMMITTEE OF LONDON CLEARING BANKERS

10, Lombard Street, London, Ecav sar

TELEPHONE: 01-623 5511

2nd February, 1981

ol P

We greatly enjoyed having you to lunch today, and
hope that you found it worth while,

I enclose the paper we had prepared on the question
of taxing bank profits. It sets out the main reasons why
we think that a special tax would be both wrong and untimely.
Under the latter head I would add the damaging effect that
the announcement of a tax could have on our pay negotiations,
as we discussed at the table. In view of the stress you laid
on credit card lending, I also enclose the figures on this.
You will see that the interest-bearing part of this lending
increased by a&% over the past 12 months, but is still only
11% of personal, and 3% of total sterling lending.

As I have already written to the Chancellor, we recognise
the problem faced by the Government in reducing the PSBR, and
we would certainly like to help with it, in a way that does not
impair our basic strength to the disadvantage of our customers
and our shareholders. It is in this spirit that we have
suggested that we might take back a substantial part of the
export credit, say, £1 billion, which is at present refinanced
by the Government., This would produce a considerably greater
immediate benefit to the PSBR than the other proposals made
to us, and although there would be a corresponding loss of
benefit in later years the discounted cash-flow advantage of
such an accelerated repayment would be considerable.

I am copying this letter to the Chancellor and to the
Governor.

Yo dinensly

. G/(
The Rt.Hon.Margaret Thatcher ,M.P., ?E*Lﬂiwmia Uﬂﬁ{

Prime Minister, sy
10 Downing Street,
London, SW1




LONDON CLEARING BANKS' GROUPS

CREDIT CARD DEBT

£ millions

31.12.79 31:.12,80 Change

Credit Card Debt outstanding:
(a) Total 1,120 + 228 ((+ 26%))
s
(b) Interest-Bearing 810 + 158 (+ 24%)

Ee e st

Total Sterling Advances to !
U.K. Residents 31,080 +5,589 (+ 22%)

am——r e

Total Sterling Advances to
Personal Sector 7,594 +1,380 (+ 22%)

1(b) as % of 2 3% pmm— =
1(b) as % of 3 11%

C. 1. CL B Statistieal "Unit
228l




THE ARGUMENTS AGAINST A SPECIAL TAX ON BANK PROFITS

First, it may help to consider the background against which calls have
been made to subject the banks to some form of excess profits tax.
There is no denying that the profits of the clearing banks have
increased considerably in recent years to amounts which are not only
large in absolute terms but also represent a high return on capital, by
comparison both with the banks' own record and with the current
achievements of other industries.

Moreover, a substantial element of these profits represents the margin
earned on the banks' current account balances at a time of high interest
rates. This 'endowment' or 'windfall' element results from economic
circumstances and government policy rather than from the banks' own
endeavours.

The counter-arguments considered in this note have been divided into
three groups. First are those based directly on the banks' financial
record. Second are those which relate to the nature of the banks'
business. And third are those concerned with the practical implications
of seeking to impose an excess profits tax.

THE FINANCIAL RECORD

4,

The banks' main argument against an excess profits tax is that, allowing
for inflation and cyclicality, their profits do not represent an excessive
return on capital employed. This, they believe, is demonstrated by the
two accompanying charts, which show how the profits of the 'big four'
London clearing bank groups have developed since 1973, both before and
after allowing for inflation, and which measure the rate of return that
the banks have earned each year, As 1973 marked the previous peak in
bank profitability, the charts cover a full profits cycle.

The Effects of Inflation

It can be seen from the first chart that historic cost profits in 1979
were 23 times higher than in 1973, However, it is now fully accepted
that historic cost accounts give a misleading impression of the
profitability of banks, as of other industries. For prudential reasons
banks necessarily hold more monetary assets than monetary liabilities:
that is to say, part of their capital has to be held in the form of
monetary items. Measures of real profitability must therefore allow
for the fact that inflation depletes the real value of these net monetary
assets. This allowance is achieved by the monetary working capital
adjustment made under current cost accounting.




As the chart shows, even current cost profits in 1979 were 83 per cent
higher than in 1973. But this does not mean that profits rose by 83% in
real terms. As is now widely recognised, current cost accounting does
not provide an indication of the effect of general price inflation on a
business as a whole. Rather, the banks' current cost profits may be
regarded as a measure - in money terms, not real terms - of the surplus
available for distribution as dividends or for use in expanding the
business. The chart shows that the real value, or purchasing power, of
that surplus in 1979 was only three-quarters of what it had been six
years previously.

Cyclicality

To subject the banks to an excess profits tax on the basis of their
recent profits alone would be rather like taxing a West End store solely
on the basis of its Christmas sales period. Bank profits are inherently
cyclical and, as the first chart shows, in real terms they declined to
virtually nothing in 1975 - just two years after reaching their previous
peak. The main explanation is of course the cyclical movement of
interest rates themselves: when rates are high bank profits are high,
and vice versa.

The endowment effect, however, is by no means the only consequence
of high interest rates for bank profits, and some of the other results are
far from beneficial. For instance, the banks' gilt-edged investments
tend to fall in value, the profits of their finance house and leasing
subsidiaries decline and the cost of holding interest-free balances at the
Bank of England rises, to the competitive advantage of those banks
which suffer no such requirement.

Perhaps more importantly, the harmful effect of high interest rates on
the banks' business customers increases the incidence of bad debts.
However, as these bad debts often do not show through until subsequent
years, they can have the effect of exacerbating the profits cycle,
rather than dampening it. And, of course, the inflationary processes
which give rise to high interest rates also cause increases in the banks'
operating costs which must continue to be borne when rates are low.

The effects of inflation and the cyclical nature of bank profits should
each become even.more evident when the banks' results for 1980 are
published during the course of the coming weeks.  Stockbrokers'
estimates are almost unanimous in expecting profits to fall even in
historic cost terms, let alone after allowing for inflation,

Return on Capital

Even after full allowance has been made for inflation and cyclicality, it
might still be argued that bank profits were excessive, This is not an
issue which can be resolved by looking at the figures on their own:
after all, the banks' profits are large mainly because the banks are large
businesses. What is more, over recent years an increasingly large




proportion of those profits has been earned in areas which are not
greatly influenced by domestic interest rates - notably international
and overseas banking, and domestic lending financed by interest-earning
deposits. It is therefore important that the banks' profits be judged in
relation to the capital employed in earning them.

The banks' profits could fairly be judged excessive if - in real terms and
over time - they represented a rate of return on capital that was well in
excess of that of industry at large. Chart 2 suggests that this is not the
case. Although changes in accounting conventions prevent accurate
comparisons from year to year, two conclusions are inescapable.

First, the rate of return that the banks earned in 1979 was lower, both
before and after tax, than in the previous peak year of 1973, And
secondly, between these two peak years the rate of return fell to very
much lower levels. What is more, as the banks showed in their evidence
to the Wilson Committee the rates of return they were earning in the
mid-1970s were consistently well below those being earned by leading
companies in other sectors of the economy. The comparative figures
are reproduced as Table I: it should be noted that no adjustment has
been made for inflation. There is no evidence that the banks' average
rate of return over the full profits cycle has been excessive by the
standards of industry at large.

Even in the peak year of 1979, the banks' current cost rate of return
was starting to decline, and 1980 results are almost bound to show a
further fall. The banks naturally hope that their real profitability will
not decline as steeply this time as it did in the mid-1970s. But for
cyclical reasons alone, a further fall is probable, and the average return
over the present profits cycle - as over previous ones - is likely to prove
very much lower than in the peak years alone.

In conclusion, the clearing banks' financial record and prospects do not
lend support to the belief that the banks' profits represent an excessive
rate of return on capital once allowance is made for inflation and
cyclical effects.

THE BUSINESS OF THE BANKS

16.

The banks recognise that some of the arguments for an excess profits
tax relate less to their financial record as such than to the nature of
the business that they do. In particular, it is argued that the banks'
profits are a fortuitous, or 'mon-functional!, by-product of government
policy, and that the banking industry is uncompetitive.




Current Accounts and Money Transmission

The point has already been made that the banks have diversified heavily
in recent years into international and other areas of activity., As a
result, only a portion of the banks' total profits arise from the so-called
'‘endowment' effect. It is usually a minor portion and is sometimes
negative. Not only are the majority of the banks' deposits interest-
earning but current account balances themselves are very far from
being cost-free,

The Price Commission reckoned that in 1977 the unrecovered costs of
the banks' money transmission services were equivalent to an interest
rate of 6.8 per cent on their current accounts. By the end of 1977, and
in the early months of 1978, market rates of interest were actually
lower than this, and the banks were accordingly paying more for their
current account balances than they could earn on them in the market
place. In other words the current account/money transmission part of
their business was a drag on the profitability of the business as a whole.
Despite increases in bank charges since then, the banks' unrecovered
money transmission costs have continued to grow faster than their
current account balances, and are now probably equivalent to an
interest rate on these balances of about 9 per cent.

At the time of writing, Minimum Lending Rate and three-month
interbank rate are each 14 per cent. Thus market rates have only to
fall by about five percentage points for the banks' ¢urrent
account/money transmission business to become unprofitable again.

The banks would like to insulate their position more from the effects of
short-term movements in interest rates, so as to avoid the risks of
political attack when rates are high and of losses when they are low.
But this would require them to pay explicit interest on current
accounts, which would create tax problems for their customers, and to
increase their charges for money transmission services to a level which
more fully recovered the costs of providing them. This would meet
strong customer resistance and could generate fresh political attacks.

Competition

To justify an excess profits tax, it should be shown not only that the
banks are making ‘excess profits but that market imperfections such as
state monopoly powers, or licensing and franchising systems prevent
these profits from being competed away. No such constraints operate
in the banking market.

The clearing banks may be thought to constitute an oligopoly, but this
does not prevent them from competing aggresively with one another in
both price and service, Equally important, there is no sector of the
banking market in which they do not face fierce competition from other
institutions: for example, the National Girobank in money transmission,
the TSBs in personal banking generally, the building societies in
personal savings and mortgage lending, the merchant banks in corporate
finance and over 250 foreign banks in corporate lending in both sterling




and foreign currencies. As a result, competition ensures that profits
overall are kept within reasonable bounds - as the banks believe they
have demonstrated by the analysis of their financial record.

The Banks and Industry

Nowhere is competition felt more keenly than in the area of industrial
lending. Many of the banks' loans are at margins over the cost of funds
which barely cover the inherent risks of the business. During the
present recession in particular, the banks have provided extensive
support to industry over and above that which their normal commercial
instincts alone would have dictated. In the case of small and medium-
sized businesses, this has been very largely at the initiative of the
individual banks. In the case of certain major companies in financial
difficulties, the banks have taken part in syndicated support operations
arranged by the Bank of England. Throughout, the banks have observed
the lending guidelines imposed by the authorities. In particular, they
have greatly scaled down the promotion of their perscnal credit
facilities, despite the provocation of major marketing and advertising
campaigns by some of their competitors.

Capital Adequacy

There is no doubt that an excess profits tax would seriously impair the
banks' ability to carry on supporting industry throughout the durrent
recession. Perhaps the main reason is that it would make it much
harder for the banks' capital to grow in line with the scale and riskiness
of their lending business. As the Wilson Committee observed:

"Banks have found it difficult in recent years to generate post-
tax profits from which to set aside sufficient reserves to
maintain historic capital ratios. The ratio of free capital to
deposits over the period would, indeed, have fallen appreciably
were it not for the banks' extensive recourse to the equity
market."

Indeed, the banks' capital ratios deteriorated even in 1979, and are
likely to decline further in the absence of substantial capital-raising
exercises. The retained profits which have been added to the banks'
capital base in recent years will, on past precedent, be needed to
protect the banks against the threats to their profits which lie ahead.

The banks' need for capital to protect depositors against the risk of loss
is crucial in view of the importance of maintaining confidence in the
banking system. Confidence is essential on the part not only of
domestic depositors but also of the international financial community if
the banks are to continue to make their important contribution to the
balance of payments. The Bank of England's responsibilities for
ensuring that banks are adequately capitalised have now been given
statutory backing by the Banking Act, and its paper entitled The
Measurement of Capital indicates the nature of the requirements now
being imposed.




If post-tax profits are inadequate to maintain capital ratios at the
appropriate levels, then further capital issues will be necessary, thus
raising the cost of equity finance for industrial and commercial
companies. Two further points should be noted. First, the dividend
increases of recent years were largely a catching-up process after long
periods of control, when dividends failed to keep pace with inflation.
And secondly, much of the absolute increase in the banks' profits in
recent years has been the result of acquisitions which have required
their own appropriate level of capital backing.

FURTHER IMPLICATIONS OF A TAX

27.

The banks have sought to show that the case for an excess profits tax
has not been made. There remain some further counter-arguments
which relate to the practical problems of introducing a tax, and the
adverse consequences of doing so.

Defining "Excess' Profits

It might be thought that the volume of excess profits could be
calculated easily by applying a market rate of interest to the banks'
current account balances. But for reasons which have already been
mentioned, this would be inequitable. In particular, the effective cost
of the banks' current account balances is about 9 per cent, not zero,
while much of the endowment element has already been offset in other
areas of the banks' business, notably industrial lending. The problems of
arriving at an equitable statutory definition of excess profits would be
immense.

The Institutions Affected

A closely related problem is that of defining the range of institutions to
which an excess profits tax should apply. It is not only the clearing
banks which benefit from interest-free funds. Most other banks have
some current account funds, and in some cases - notably the Giro, the
TSBs and the Bank of England - the amounts involved are considerable.
A tax measure limited to the clearing banks, even if legally feasible,
would be grossly discriminatory,

The Case for Subsidies

If Government feels it should subject the banks to an excess profits tax
at times of high interest rates, the banks would argue that at the very
least they should be allowed to establish tax losses at times of low
interest rates,




Retrospection and Discrimination

The banks' profits have already passed their cyclical peak., Indeed one
bank - Midland - actually reported a post-tax loss in current cost terms
for the first half of 1980. Any attempt to introduce an excess profits
tax would inevitably be seen as a means of clawing back some of the
allegedly excessive profits of previous years. In spirit if not in letter, it
would be an exercise in retrospective legislation, and objectionable for
that reason.

It would also set a highly undesirable political precedent for selecting a
particular sector of the economy for special taxation solely on the basis
of short-term profitability and fiscal expediency.
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THE ARGUMENTS AGAINST A SPECIAL TAX ON BANK PROFITS

Summary

Allowing for inflation and cyclicality, the banks' profits do not
represent an excessive return on capital. (Para %)

The banks' profits have not been enough to maintain their capital ratios -
which is essential if confidence is to be maintained and the banks are
to cope with future threats to their profitability. (Paras 24-26)

The banks' profits must be judged in relation to the capital employed,
taking account of their diversification into international and other
areas of business. (Para 11)

The banks earned a lower return on capital in 1979 than in 1973, and
between those peak years the return fell to below those earned in other
industries. The rate is now falling again. (Paras 13-15) ;

The profits cycle is largely explained by the interest rate cycle, with
bad debts and other costs continuing to be felt after rates have fallen.
(Paras 7-9)

Profits for 1980 are likely to show a decline even before allowing for
inflation., (Para 10)

Current cost profits have risen by very much less than historic cost
profits since 1973, and the real value of the banks' distributable surplus
has actually declined. (Paras 5-6)

The banks' current accounts are far from being cost-free. Unrecovered
money transmission costs mean that this part of the banks' business was
loss-making for a time in 1977/78, and it would be loss-making again if
interest rates fell to single figures. (Paras 17-20)

The banks face fierce competition from one another, and from other
institutions. (Paras 21-22)

During the present recession the banks have provided exceptional
support to industry and have forgone profitable opportunities in the
personal lending market, (Para 23)




The problems of arriving at an equitable definition of excess profits
would be immense. (Para 28)

To tax the clearing banks alone would ignore the interest-free funds
enjoyed by other institutions. (Para 29)

If banks are to be taxed when interest rates are high, they should at
least be allowed to establish tax losses when they are low. (Para 30)

Profits are already off their peak: indeed one bank made a current cost
post-tax loss in the first half of 1980. So any tax would be
retrospective, in spirit if not in letter, and would set an undesirable
political precedent. (Paras 31-32)
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ENGINEERING _ INDUSTRIES — ASSOCIATION

REPRESENTATIONS TO THE CHANCELLOR OF THE EXCHEQUER,

BUDGET 198

INTRODUCTION

1.1

The EIA view the present worsening economic situation with
the greatest concern; it appears to be an accepted (if not
acceptable!) likelihood that the number of unemployed could
soon reach the three million mark, and we are warned that
things could get worse before they get better.

At the end of 1980 the Association's membership stood at
4,365 engineering companies employing in excess of 300,000
workforce, having lost 154 companies (employing 16,000)
during the year. Most of the membership, about 80%, consists
of small and medium sized companies, of which Government in'
its election manifesto, and since, has endorsed and restated
principal statements made by the Rt Hon Harold Lever in
January 1978, excerpts of which include:
(a) 'Small Firms have always been vital to our economy, but
never more so than now and the years ahead

(b) 'Swall firms mean jobs. A million small firms enploy @
quarter of our whole work force t

(e) 'We need a vigorous and confident small business sector....

Mr J E Bolton, our President Clect, in his report of the
Commilttee of Inquiry on Small Firms in November 1971
distinguished a number of important economic functions performed
by small firms, which 'comprise their special contribution to
the health of the economy' which still hold good today, for
example:

'Many small firms act as specialist suppliers to large
companies of parts, sub-assemblies or components,
produced at lower cost than the large companies could
achieve.'

'The small firm sector is the traditional breeding
ground for new industries /

‘Perhaps most important, small firms provide the means
of entry into business for new enktrepreneurial talent
and Lhe secdbed From which new large companies will grow
to challenge and stimulate the established leaders of
industry."'

Since then, studies from the USA have highlighted the unique
importance of small firms in creating new jobs (the MIT Study,
by Jolw Cllioll covering 1969-1976) and in their sbriking
leverage in the effective use of scarce innovative resources
(US Science Foundation covering 1963-1973).




The EIA has carefully studied the Chancellor's statement on
economic policy made to the House of Commons on 24 November
1980 and, whilst noting that the main fiscal decisions for
1981-82 must await the next budget, have the following
comments to make.

Other countries, in particular Japan, Germany, France and the
United States have built into their economies an adequate
ploughback of profits for investment in new, competitive plant
and machinery. It is essential that similar investment is
stimulated in British industry, particularly in the
manufacturing industry; indeed, the Bolton Report reminded
Parliament that if the small firm is to be preserved,
institutional finance can never take the place of capital

from personal wealth and ploughed back profits. Government

has a golden opportunity to finance a once-for-all 'catch up'
on capital investment in industry by diverlting part of North
Sea o0il benefits from financing the present unacceptably-high
level of unemployment into urgent assistance with industrial
development. The Chancellor expects to raise an extra £1 billion
revenue in 1981-82, mainly from a proposed supplementary tax on
income from UK oil and gas production from 1 January 1981. ' The
highest claim for priority in benefit from this 'windfall' is
revitalisation of British manufacturing competitiveness, and by
reducing unemployment we believe the investment would soon
become self financing in revenue terms. '

The EIA fully appreciate that external factors help to push up
the exchange rate, bdt believe that its present high rate
mitigales againsl overseas demand For British goods, whilst
actively helping overseas competitors to sell their products
more cheaply here. Two immediate steps could be taken by
Government to reduce the value of sterling:

(i) To bring down the Minimum Lending Rate again as quickly
as possible. Whilst being a welcome move in the right
direction, the reduction of 2% from 16% to 14% on 24th
November 1980 is not enough. Consideration should be
given to abolishing MLR altogether, leaving interest
rates to float on a free market or if that is too risky
the possibility of a differentially lower interest rate
on small firms borrowing.

(ii) To curtail the present inflow of 'hot money' from overseas,
possibly by taxing the interest on this at an especially
high rate.

Paradoxically current high interest rates have undoubtedly
focused attention upon - and thereby helped to improve - cash
flow management in British industry, but there is a limit to
this process.




PERSONAL TAXATION

z

.l

The erosion of differentials in earnings between skilled and
unskilled labour has clearly resulted in a shortage of skilled
labour throughout the country. Whilst this is not so keenly
felt at the present level of unemployment, the impact will

come as a shock when the economy takes an upturn; the EIA
believe that the average age of skilled operators in the
engineering industry is 50-plus. The announcement by the
Secretary of State for Employment on 21 November 1980 that

the Youth Opportunities Programme will be expanded as part of
an increase in providing for special employment measures is

of course welcome. However, this will not take the place of
providing skilled replacements for those who have retired (or
emigrated to a country where skill is recognised and adequately
revarded) or will do so in the foreseeable future. The bad
effect is particularly noticeable in the differentials
situation for middle management. What is needed is an incentive,
through the personal taxation structure, to acquire skills in
industries such as engineering, which might take the form of
generous tax relief for young people undergoing craft
apprenticeships.

The EIA has repeatedly urged that married women should be
treated as 'femmes soles' For tax purposes, with allowances
being on the same basis, except that where a married woman

so elects,her income and allowances should be combined with
that of her hushand. In this respect EIA warmly welcomes the
publication of the Green Paper 'The Taxation of Husband and
Wife'. One immediate reaction is that the proposals could be
detrimental to the husband and wife where both are working, as
is the case in many small businesses, and it is hoped that
equity prevails over administrative convenience when the possible
courses are weighed.

Government has shown welcome initiative in its moves towards
other reforms in the tax system, as evidenced by the Consultative
Document on 'Stock Relief'; and the promise of a Green Paper on
'Reform of the Corporation Tax system.' The EIA strongly urge
Government to accelerate the promised change in emphasis from
direct to indirect taxation, albeit in the form of a consultative
document published at the same time as, and accompanied by a
statement in, the forthcoming budget speech.

The system of National Insurance contributions where a person has
more than eone employer, or where he not only has an employer

but is also self-employed in another capacity, needs to be
simplified and made more equitable. Alsa, the present National
Insurance contributions account for a total rate of 20.45% over
the range of earnings, as follows:

Class 1 Employee
Employer
t Surcharge




Covernment now propose to add a further 1% to the employee's share
bringing this to 7.75% and the total to 21.45%, in order to:

*  keep the fund in balance while meeting larger benefit demands (%%)

¥ maintain the planned level of health services (%%

* throw more burden on those in work towards the whole cost of
non-contributory benefits (%%).

We have already touched on the erosion of the skilled operator's
take-home pay. This further turn of the screw adds to the inequitable
burden thrust upon the dwindling number of those in employment ,
struggling to compete with foreign competition (often subsidised)
uhilst themselves being called upon to subsidise the ever-gqrowing

army of the unemployed. Here, too, part of the windfall revenues from
0il and gas could be diverted.

If Government seriously intends the small firm to survive this
inequitable burden mentioned above, urgent steps MUST be taken to
reduce the burden of high energy and fuel costs on manu Facturing
industry, forcing up the costs of overheads in this country whilst
manufacturers abroad enjoy the advantage of heavy Government subsidies.

Furthermore, British industry is far too heavily burdened with the
direct and indirect costs of bureaucracy, including to no small extent
inflation-proof pensions. EIA realise the difficulty Government

would face attempting to abolish inflation-proof pensions altogether,
but some Form of sanity could be restored by :

(i) reducing the limit on inflation to a pre-determined rate, '
and

(ii) introducing an upper deiling on pensions.

Following on from the last paragraph, EIA is also most seriously
concerned about Government's apparent inability to curb some Local
Authorities increasing rates. Government cut the Rate Support Crants,
but many Local Authorities merely make cuts where they most affect

the public, whilst the Lop-heavy burcaucracy (where Uhe greatest cul s
cauld be made) are not reduced at all.

Following the Barber Green Paper in 1974, it is suggested that the

nev PAYE computer at Cumbernauld could also deal with social security
payments as tax credits, thus reducing the manpower required overall

and helping the Government towards itg goal of cutting expenditure

in the public sector. To this end the EIA express keen disappointment
that the private secter, particularly the small companies, and the
skilled worker continue Lo be squeezed, against all Government forecasts
and promises, whilst public spending continues virtually unabated.

Investment income surcharge is a disincentive to investment, and
should be abolished. The Bolton Report in 1971 recommended as part

of the conditions to be met if the small firm is to Flourish without
subsidy, 'Lhe climinalion, so far as possible, of the disincentives

of the fiscal system'. Ten years is a long time to wait for effective
action.

Schedule D and Schedule E expense rules, currently defined in sections
130 and 189 of the Taxes Act 1970 respectively, should be standardised.




Relief for interest payments relating to main or only residences
(S72 Finance Act 1972) is still based on a maximum capital loan
of £25,000. This figure is long overdue for revision and the EIA
urge that it be increased to £50,000 in the next budgeb, with
indexation thereafter.

The rules regarding retirement annuity relief for the self-employed
should be brought inte line with those for conlrelling directors of
companies. The carry-forwvard provisions removed by Section 32 of
the Finance Act 1980 should be reinstated.

CORPORATION TAX

ded The Inland Revenue have accepted the concept of taxing real profits
through the introduction of stock relief and the EIA looks forvard
to the publication of a Green Paper reviewing the system of
corporakion tax, which will, hopefully, lead to the taxing of
accounts on a current cost rather than an historic cost basis.
There are two facets of major interest to EIA members:

(a) Stock Relief: the consultative document published on
14 November 1980 is a step in the right direction and has much
to commend it, particularly lhe initiative taken in proposing .
significant changes in stock relief and the removal of the
clawback provisions except for cessation or near cessation of
business. However, the EIA express concern that:

(i) a single index is proposed. The whole purpose of the
coast of sales adjustment (and related balance sheet
stock adjustment) ¥s Lo allow for Lhe impact of price
changes when determining the charge against revenue for
stock consumed in the period. Table 2 in the CSO 'Price
Index Numbers for Current Cost Accounting' published by
HMSO gives price indices for stocks held by specific
industries, and it is quite possible for one index Lo go
down whilst another increases steeply. A single index
could result in over-generosity to one taxpayer whilst
penalising another.

The proposed 'de minimis' provision under which the first
£2000 of stocks held by a business does not qualify for
relief (the 'credit restriction') could affect many small
businesses which, due to pressing cash flow problems have
destocked for one reason or another (not least of all to
pay Lheir tax commitments) and could find themselves
unfairly deprived of a measure of tax relief.

In view of the ‘wide-ranging' Green Paper to be published in
due course on the reform of corporation tax, it is most unlikely
that the next budget will incorporate any measures towards
introducing accelerated depreciation allowances in lieu of the
present 100% capital allowances. In any event, such a change
would no doubt have severe adverse cash fFlow effects,
particularly for small businesses and in the initial years of
changeover.

As an immediate measure the EIA urge most stromgly Lhat
Government reintroduce Investment Grants in place of capital
allowances as a much-needed stimulus to plant investment.




The special reliefs given to small companies in the Finance
Act 1980 are welcomed, and the EIA commend the prompt action
to be taken in the next Finance Act to remedy the main defect
in the small workshops allowances (vendor getting too much

and the purchaser too little tax relief Following the sale of
a small workshop for which 100% allowance has been given) as
announced in an Inland Revenue Press Release daled 17 Dacember
1980.

Industrial Buildings Allowances should be extended to include all
forms of commercial and industrial buildings, as is the case in the
USA.

With regard to Investment Grants, EIA accepts Sir Keith Joseph's
view, following a meeting with a delegation from the EIA, that
‘making these grants available outside the Special Development

and Development Areas would remove the regional incentive and
effectively destroy the whole basis of regional pelicy'. However,
many of the boundaries are vague and lead to absurdities in
practice; the Midlands conurbation is one particular example.

The EIA believe that the whole question of Investment Grants could
and should be reviewed by Government without the necessity to
'effectively destroy the whole basis of regional policy', even if
this results in some form of 'weighting' heavily in favour of the
Special Development areas.

The EIA believe that there should be some form of incentive |
through capital allowances to buy cars and other vehicles which
are of British manufacture, or utilising a substantial part of
British components, as a measure of support to British industry
and employment .

Section 95/4 of the Finance Act 1972 which deals with relief Ffor
companies wilh small profils to be divided between associabed
companies should be amended Lo;

(a) exclude non-resident associated companies, and
(b)  permit the group or other associated persons to determine
how the relief is to be apportioned between associated

companies.

The marginal rate relief band for companies with small profits is
too wide, and should be narrowed. The present rates are:

Profit Corporation Tax Rale

£70,000 £28,000 40%
130,000 67,600 52%

Marginal Band £60,000 £39,600 66%




CAPITAL GAINS TAX

The Chancellor called this tax, 'a capricious and sometimes savage
levy on capital itself' in his 1980 budget speech. The EIA whole-
heartedly support his statement that 'the objection to capital
gains tax in its present form is that most of the yield comes from
paper gains arising from inflation', and urge that this tax be
abolished on long-term gains by tapering the rates according to
the length of time the asset has been held, along the lines of the
old estate duty legislabion where gifts made inter vivos wilhin
seven years of death (Lthe old 'covenant period') became liable to
estate duty but taper relief was given where more than four years
had elapsed between date of gift and death. The EIA believe that
rules on broadly similar lines should apply to capital gains, so
that these become free of tax if held for more than a determined
period after tapered rates. There should be a higher rate on short
term speculative gains made within two years, possibly by bringing
such gains back into taxable income.

CAPITAL TRANSFER TAX

The small giflts exempltion should be raised Lo ab least £500 from
the present limit of £250.

Exempl gifls Lo charities, raised from £100,000 to £200,000 limit
in the Finance Act 1980, should be taken out of the scope of this
tax entirely.

Marriage gifts exemption limits, at present £5000, £2500 and £1000
under the Finance Act 1975 according to relationship between donor
and donee, should be doubled,

Family transfers of business, for example from father to son, should
be totally exempt from this tax if held by the transferee for at
least five years after the transfer. This exemption should not
extend to non-domiciled trusts.

VALUE ADDED TAX

The lower limit for compulsory registration should be raised to
£50,000, since the costs of VAT records are disproportionate for

mosk businesses below thabt size. This should take a large number

ol small undertakings out of charge, with a consequent reduction

in eivil servants required to administer the system. It is also
recommended that VAT between registered traders should not be

charged, thus effecting a Further massive reduction in administration.

Codification of the VAT rules is now overdue.

STAMP_DUTY

This is now an old fashioned and unnecegsary tax which must cost
more to administer than it produces, and ilts abolishmenl is
recommended. IF it is felt that Lhis cannot be done, it is most
strongly recommended that the lower limit on the purchase of private
dwelling houses be raised immediately to £50,000 to help first Lime
buyers in particular.

TLF /JB/28181 /RES/ ju .
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Your Pudget will be a critical one for industry, and particulsrly T}_
for the tradecables sector. I think it will also be important o )
for the frture celationship between ourselves as a Government and
indusgtry. Until recently I have fcund considerable support in 1“7!
industry for our policies and a willingness to accept sacrifices.

But there is now a growing maecd of resentment thal other Hectors

have not suffered proportionately; and growing criticism that,

while our policies are reducing inflaticn, they are not yet

providing a basis for the restoration of industrial growth and
profitability.’

3o January 1981

PR

2 You are of course familiar with the events underlying this
change of attitude, and with the forecasts for the period shead.
1980 was a very difficult year for industry, coming cn top of the
problems of 1979. Labour costs rose rapidly for much of the year.
The exchange rate rose sharply. Output fell, particularly in
manufacturing. Profitability at home was further squeezed, and
our international competitiveness suffered a further deterioration.

% The fall in output was due to a large extent to de-stocking,

which should broadly come to an end this year. But great uncertainty
surrounds the future trend of exports, investment, and consumer
expenditure. On balance, it seems unlikely that cutput will rise
significantly in the course of 1981 and it/could well decline
further. Meanwhile, the squeeze on coupany profitability and
liquidity is expected to continue. :

The Danger to Industr

4 In my letter to you of 2% December, I described the risks as 1
saw them then. Continued low output, combined with low
profitability and cumulative financial deficits, may increasinglj
during 1981 lead companies to cut potentially viable capacity.

/Companies «..
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Companies will initially try to avoid closures by cutting back

on discretionary expenditure - investment, R&D, product development,
marketing, "seed-corn" expenditure generally. The Department's
investment intentions survey, for example, is indicating a fall in
1981 for manufacturing industry of between 11 and 16%, even after
taking account of the effect of leasing. We should not over-
emphasise the seriousness of this - what really matters is that
existing and new investment should be used efficiently and
profitably - but the trend is worrying for the future ability of
companies to take advantage of the improvement in demand when it
comes. Our overseas rivals, less constrained than we are by low
profitability and liquidity, will be in a better position to
maintain their expenditure.

5 Companies which are forced to close plants are in most cases
unlikely to be able to re-open them as soon as the upturn comes.
Productive capacity will have been lost for a significant period,
and in many cases permanently. My concern is that from now on
an increasing proportion of closures are likely to be of good
capacity; industrial "muscle" as I have previously called it.

The Objective of the Budget

6 Against this background I would like to suggest that the

objectives of your Budget, so far as industry is concerned, might
be: ;

a) to give relief to corporate liquidity pressures
imposed by Government, both to avoid closures of
potentially viable capacity and to avoid damaging
reductions in discretionary expenditure;

b) to supplement this by giving positive encouragement
to discretionary expenditure e.g investment; and

c) to continue to stimulate enterprise in the economy
in the hope of speediug up the climb out of recession.

7 In relation to the first objective relief must be fairly quick-
acting to affect decisions taken by companies in 1981 (i.e before
the upturn comes when special measures would not only.be too late but
would possibly add to inflationary pressures); it should be on a
substantial scale; and it should be directed mainly towzrds the
tradeables sector, especielly manufacturing.

8 In relation to the second objective, I would not Propose new
measures, but rather an increased and more vigorous use of existing
instruments. The aim would be to supplement any steps to improve
corporate liquidity by encouraging companies to bring forward or
maintain discreticnary expenditure which might otherwise be deferred
or cut. This would also give a much-needed psychological boost to

industry by the explicit recognition of the importance of the SUpply
side. .
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9 The third objective, stimulation of enterprise, has always
been fundamental to our strategy. We must continue to support
it vigorously.

10 I would hope that the position on the monetary front would
enable you to consider a further reduction in MLR. A reduction
in interest rates would bring direct financial help to industry,
and would also help indirectly by the stimulus to activity it
should bring.

11 However, I believe there is a strong case for going further
than this. I fully support, as you know, the maintenance of the
existing Medivm Term financial Strategy. But I believe we must
think in terms of a switch of resources in favour of the corporate
sector at the expense of the personal sector, which hag done
relatively well

12 I wish I could think that, despite the arguments in your' letter
of 16 January, you could make it one of your budget objectives to
take direct action to influence the value of sterling. We must all
acknowledge that the rise in sterling has done us proud in terms of
inflation. But there is no doubt that the treadeables seciior has
been faced with great difficulty in adjusting to the rapid and steep
rise. It would be highly desirable if the average level of sterling
over the year as a whole could be a shade lower - 5 to T0% would
bé ideal.

Measures to Improve Company .Liguidity

15 & believe the principal measures should be aimed at reduqing
industry's costs. Certain measures are already under consideration:-

a) Energy Prices. These are being studied as a whole
by NEDO. In addition, I understand that officisals
have concluded that my proposals for abolishing or
rebating the Heavy Fuel O0il Duty would be an expensive
way of providing relief to industry. If you accept
this, 1 hope you would agree to provide an equivalent
measure of relief to high load factor electricity users,
whose competitive disadvantages I described in my letter
to David Howell of 27 November 1980.

Stock Relief. Your consultative proposals would
bring extra relief to industry, at least in the

short term. I believe certain aspects of your
proposals (particularly the credit restriction

and the single index) are causing widespread

concern and I hope you will consider carefully the
representations you receive. Subject tec this, I

hope you will be able to institute a permanent

scheme in place of the present temporary arrangements.

FRAUS TS
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14 Important though these are, I believe we need to go further,
and I should like to recommend the following for your consideration:-

a) Regional Development Grants (RDG)

The 4 month deferment of payment of RDG was introduced
in your 1979 Budget. It is widely resented by industry
which, while recognising the need for it in 1979,

now feels that its continuation leaves the private
sector bearing the cost of the Government's public
expenditure savings which resulted from it. Abolition
of the deferment in 1981/2 would bring forward around
£100m of RDG expenditure which would otherwise fall
into 1982/8%. (This figure would be greater if the
decision on the eligibility of the Sullom Voe project
resulted in its RDG being brought forward into 1981/82).
The relief would be concentrated on manufacturing
industry in the areas where the recession has caused
the greatest problems and it would be felt quickly.

The National Insurance Surcharge (NIS)

We have of course alreedy considered and rejected

a reduction of the NIS. Nevertheless, I think it
right to ask you to consider the position again in
the circumstances we now face. A reduction in the
NIS is perhaps the most effective available way of
channelling substantial relief to industry fairly
rapidly (not as rapid as the RDG route, but more
substantial). It would relieve industry of an impost
by the Government which represents a considerable
burden. A reduction would be consistent with the
widely-held view that the present industrial problems
are due to real wages that are too high in terms of
domestic prices (i.e low profitabilitygand international
prices/costs (i.e poor competitiveness).

A reduction would bring down labour costs and should
(though this may depend on how it is financed) stimulate
activity through lower prices and/or higher profits.
Manufacturing should benefit more than proportionately.
All companies benefit, including the tax-exhausted,

which mades this option more attractive than any reduction
in Corporation Tax. In international terms, a reduction
in the NIS would help towards offsetting the effects of
the high exchange rate on UK exporters. Having re-read
your letter to me of 15 January, I am more than ever
convinced that we must think in such terms if there is

no way of shading down the exchange rate itself.

I/In e
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In the past, I know you have thought that a reduction
of the NIS would benefit too many cowpanies who

did not really need help. While this may have been
true in 1979 or even 1980, I think it is a proposition
that must be seriously re-examined today.

Less than 8% of the benefit of any reduction would go
to oil companies, banks and financial institutions
(and, so far as banks are concerned, I understand

you may be considering special measures). It is true
that only a third would go to manufacturing. But the
construction, distribution and transport sectors are
now all in serious difficulty and should I believe

be seen as deserving. In any case, the benefit to
prices and output should accrue whoever in the private
sector is the immediate beneficiary.

I should perhaps add that I do not favour a selective
reduction of the NIS (effectively a return to the
Selective Employment Tax). I understand that in
addition to political and analytical arguments against,
it would take time to implement, and require considerable
numbers of new staff.

Another previous worry about the NIS was that a
reduction would feed through into wages. I believe
this risk has now lessened. An announcement in the
Budget could not significantly affect the 1981 pay
round. In any case the labour market is so depressed,
especially in manufacturing, that a NIS reduction this
year should leak much less than it might have done in
1979 or 1980.

I should like to thimk we could abolish the NIS; it
was a "crisis" tax introduced by Labour in an ill-
considered way. If this is impossible, I believe we
should go for a reduction of 14 points.

Industrial Rates

The very substantial and rapid increases in rates

that have occurred in recent years have placed a
considerable and uncontrollable burden on industrial
costs. I welcome your willingness to explore this

arca, and I am very willing that Department of Industry
officials should participate in the exercise you propose
in your 15 January letter.

Nationalised Industry Investment Programmes

The squeeze on the nationalised industry investment
programmes (especially, in my own field, British
Telecommunications) has caused great difficulty for
private industry. It is vital that we should find

SECRET ' /8. Way <.




6

a way of meintaining the viable investment programmes
of the nationalised industries (especially BT), on
which the future of many private sector high technology
companies depends. These would benefit directly from
any easement.

Discretionary Bpenditure

15 I turn now to ways in which we can encourage industry to
maintain or increase .the discretionary expenditure that is so

vital to our future. I was grateful for your decision to include

in your 24 November measures an "industrial support" package.
However, you will remember that I wrote on 8 August last year
recommending a package of some £50 million in 1981/82, £70 million
in 1982/8% and £90 million in 1983/84. In the event you recomm¢nded
to the Cabinet a package of some £25 million in 1981/82, £4% million
in 1982/83% and £40 million in 1983/84. This is helpful but the
prospects are now worse than in August. The case for additional
funds is therefore even stronger than when I last wrote to you and

I should now like to propose that the shortfall of approximately
£100 million, between what I requested last year and what you felt
able to recommend, be made good. This sum might be spread £25 million
in 1981/82, £40 million in 1982/83% and £35 million in 1983/84.
Although the rate at which money can actually be spent dictates this
kind of spread, planning and ordering would begin to take place at

once and that would be the objective. I should apply these
additional funds as follows:- :

a) Investment

I belisve we need to make more positive use of the

powers that already exist in the Industry Act. This
would involve publicising our readiness to consider
applications, relaxing some of the guidelines for a
limited perlod (but keeping the main criteria intact),
and announcing a specific allocation of money. If you
are attracted by this idea in principle, Department of
Industry officials wculd be ready to discuss the detalls
with Treasury off1c1als.

R&D

Large firms are now turning tc Government support to
enable them to carry out R&D, whereas previously they

had relied on their own resources. Many smaller firms

are withdrawing fiom R&D projects because our "normal"
grant level of 25 per cent is insufficient indycement in
present economic circumstances. I would like to have

the flexibility to increase the level of agsistance to

%5 per cent of qualifying costs particularly for the
development aspects of R&D andé to offer 50 per cent shared

VAR




cost contracts more frequently. teps are also in

hand to publicise our support measures. These changes
would increase our total support costs but they do appear
necessary if industrial R&D is not to decline further.

Departmental "Wedge"

There are strong arguments for rebuilding our Deportmental
"Wedge" for future industrial needs. In earlier years

this Wedge has stood at over £50 million but in 1981/82

it stands at about &£ million snd in 1982/8% calls such

as the Laker Airways deal have reduced the unallocated
Wedge to under £3% million. BSuch low levels leave us

with little scope to cover year-by-year fluctuations in the
opportianities and imperatives which emerge.

Stimulus to Enterprise

16 PBubject tc the consultative process, 1 very much hope ¥ou will
be able to implement a scheme on the lines of the current proposals
for tax relief on equity investment in start-ups. I also hope the
pilot loan guarantee scheme will be in a sufficiently advanced :ctate
of preparation for you to announce it in the Budget.

17 In addition to these, I attach importance to stimulating the
growth of Small Firms Investment Clubs. I am glad to know that

the FASE group are now examining the tax aspects and T look forwara
to seeing the result of their work well before the Budget.

18 My letter of 19 December 1980 contained a number of proposals
to help new and expanding businesses. I hope you will consider
all of them, but I would single out particularly my proposals on
the taxation of share opticns. I think this would give a
considerable boost to the expanding, innovative type of business
where risks may be high and enterprise needs to be rewarded.

Housing

19 Finally, I should like to return to the theme of my letter to
you on housing of %1 December. A revival of housebuilding has in
the past led industry out of recession and could on this occasion
also give a much needed stimulus. I hope you will consgider zll
possible measures in this direction.

Priorities

20 I suggest that we should be thinking of an "industrial
package" for 1981/82 totalling at least "£1 billion. This would
be in addition to the benefit to industry from any reduction in
interest rates and in addition to the benefits of the new stock
relief schemes and the measures to encourage enterprise (the
Aunt Agatha and loan guarantee schemes). My order of priorities
would be:

/ a ..;




Benefit to Industry
1981/82

&  approx

1% point reduction in NIS 800
Assistance to maintain™ Am—
discretionary expenditure = 25
Abolition of Heavy Fuel Cil,

Duty ox measure To give

equivalent relief 85
Abolition of RDG Deferment 100

£1 billion

21 If you are unable to accept my recommendation for a
significant reduction in NIS, I urge you to consider what other
way can be found to improve.corporate liquidity to an equal
extent. One possibility might be allowances exceeding 100% for
capital investment and R&D; but I consider a change in NIS far
preferable.

Financing the Package

22 A switch of resources on*the scale I suggest will clearly
require a substantial increase in the_burden on the personal
sector. In deciding how to impose this burden, I hope you will
bear in mind the importance of limiting the adverse effect on
industry (either through the dempening of demand or through
pressure for higher wage settlements, for example). I think we
must consider ‘the whole Budget this year from this point of view.

2% I am copying this letter to the Prime Minister, the Secretaries
of State for Employment, the Environment, Scotland, Wales, the
Social Services and Trade, and to Sir Robert Armstrong.

oy aShiLhLiAj
\GJ\.ZBLQi&u,h

KFITH JOSEFH

(approved by the Secretary
of State and signed in
his absence)




CONFIDENTIAL

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

PRIME MINISTER

CAPITAL TAX CHANGES IN THE 1981 BUDGET

We have made little progress so far towards our manifesto

aim of simplifying capital taxation and making it less
oppressive. Indeed except at the bottom of the scale
capital transfer tax (CTT) is now heavier in real terms than
when it was introduced in 1874 or ;;-F:B time of the last
election. Last year we finally decided, because of the

cost and balance of the Budget, to do less than we had
earlier intended: next year it may still be difficult, both
from a financial and political viewpoint, to make a very
large reduction. Hence I think that this year we must start
to reduce the burden in real terms if we are to stand much

chance of achieving our aims before the next election.

Capital Gains Tax

Zie The major concern of our supporters is that capital
gains tax is mostly a charge on inflationary gains. We

examined this very thoroughly last year and concluded that
indexation - however justified in principle - would reduce
the yield to about one-sixth while requiring considerable
additional staff. Instead we decided on an exempt allowance
of £3,000 (which will halve the number of assessments) and
removed_the double charge to CGT and CTT on lifetime gifts
b;—gntrnducing a CGT rollover; while I am looking again at

the charge on inflationary gains, I doubt if we shall find
any solution which eluded us last year.
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3 Whilst I do not suggest changes in the rate or
threshold of the tax I think this year we should extend to
settled property last year's removal of the double charge
(there is a good deal of pressure for this). It would

have a full year cost of £50-70 million (nil in 1981-82) but
would be balanced, in both financial and political terms,

by tackling some large scale and widespread avoidance
practices including the manufactore of wholly arti&}cial
capital losses. There is also a CGT counterpart to the

proposed Vestey legislation.

Capital Transfer Tax

4, I think that the major attack this year should be on
—_—

EiT. We cannot get the real burden back to anything .

—————— o . - . . 3 - 3
approaching what it was when we criticised it so heavily in

1974: to do so would, for example, require increasing the

top rate band, at which tax is chapged at 75 per cent, from
p ————— e

£2 million to £5 million. But we should increase all the
bands by a suE;Eantial figure: we can leave the final
decision until we can see the overall balance of the Budget
more clearly, but our minimum aim should be an increase of
20 per cent on all points, costing £90 million in a full
year (£40 million in 1981-82) and yfgiding an eventual staff
saving of 30. We might be able to go for a 50 per cent
increase all round costing £180 million and £80 million
—_—
respectively and eventually saving 200 staff. Such an
increase would rather more than recoup the ground lost since
the Election but still leave the tax much more onerous than
it was in 1974. To avoid sliding back in real terms in
future, we should extend to CTT last year's provisions for
indexing the higher income tax rate bands. The starting
rates are far too high - last year we concentrated on
increasing the starting threshold. The first rate should,
I think, be reduced from 30 per cent to 20 per cent and the
second from 35 per cent to 30 per cent at a full year cost
of £20 million (€10 million in 1981-82).

CONFIDENTIAL
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5 More needs to be done to encourage lifetime giving.

I would extend the lower rate of tax on gifts (which at
present tails away above £110,000 and runs out at £310,000)
all the way up the scale although not at the full half rate,
at a cost between £5 million and £10 million, and increase
the annual exemption from £2,000 to £3,000 at a cost of

£: million. I would certainly remove the cumulation of
gifts over life, substituting 10 years instead, so that the
tax no longer runs from the cradle to the grave: this is

an essential element in our plan to reduce the financial and
administrative burden of the tax, but would have no immediate

cost.

6. We should also make a start on dealing with the

problems of settled property, but more detailed consultation

———]
will be advisable before we finally tackle the technically

difficult issue of discretionary trusts.

Presentation of CTT proposals

7 I think that much of this programme can be properly -
and best - presented as part of our further enterprise
package along with whatever emerges from our studies in FASE.
As you know, the impact of capital taxation on businesses,
even after business relief, much concerns many of our
supporters. By concentrating on the increase in the real
burden on businesses in recent years we shall be able to
distinguish what we are doing here from the necessarily year

by year approach taken for income tax.

Investment income surcharge

Bl Apart from following any changes in the bands for the
higher rates of income tax, I do not propose any changes

to the investment income surcharge.

CONFIDENTIAL
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Agricultural Relief

9. I am also enquiring into the progress being made by
the farmers and landowners in their discussions on changes
in land tenure, as this could provide an occasion for
making the tax changes for let agricultural land we had
originally planned last year.

Development Land Tax

10. Finally I am conducting a further review of the
Development Land Tax, and will minute you if I have

proposals to make.

(G.H.)
2¢ January 1981




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

;?January 1881

The.Rt. Hon. William Whitelaw, CH MC MP
Secretary of State for the Home Department

TAX CONCESSIONS FOR CHARITIES

As you know we introduced in last year's Finance Act a package
of measures designed to help charities. The cost to the
Exchequer of these measures, which are descrifjed in the
attached sheet, is estimated to be some ESOlliun a ,year.
Laa)
I have the impression that we may not be making enough of the
value to Charities of last year's package. My current view
is that in present circumstances I shall be able to suggest
very little more, if indeed anything, in this area in my
forthcoming Budget. Certainly many of those who have been
making representations to us - e.g. on the subject of VAT and
Charities - are likely Lo be disappointed. This means it is
all the more important that we take steps to ensure that the
full benefit of last year's measures 1is being realised.

This is largely a matter of good and effective publicity. I
know that some colleagues have taken recent opportunities to
refer to the new henefits available to charities. The Prime
Minister made a special point of this in her speech to the
WRVS National Conference on 19 January. But there may be
more that we should be doing. I wonder if this would be an
appropriate matter for consideration by Timothy Raison's
Group on the Voluntary Sector?

I am sending copies of this letter to the Prime Minister,
Michael Heseltine, Patrick Jenkin, Mark Carlisle and to

Sir Robert Armstraong.

GEOFFREY HOWE




FINANCE ACT 1980 : TAX CONCESSIONS TO CHARITIES

Tax relief for businesses for expenditure of a charitable nature

incurred ''wholly and exclusively' for the purposes of their trade.

Minimum period for charitable Deeds of Covenant reduced from '"over
six years' to 'over three years'.

Higher rate tax relief for payments under Deeds of Covenant up to
a ceiling of relief on payments of £3,000 a year.

Increase from £100,000 to £200,000 in the capital transfer tax
exemption limit for transfers to charities on or within one year
of death.

Exemption of charities from development land tax on disposal of
land. '

Relief from the 50p stemp duty on Deeds of Covenant for unstaged
. or variable amounts.
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Telex 21332
Telegrams Cobustry London WC1

Confederation of British Industry From .
?;3111;153 Plggit. Tt Sir Raymond Pennock
ew Oxford Streel ;
London WC1A 1DU President
Telephone 01-379 7400

Confidential 27th January 1981
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I have pleasure in enclosing a copy of the
CBI Budget Representations, which we discussed with
the Chancellor of the Exchequer on Friday.

jam \u;--o-*‘(’ :

= R

The Rt. Hon. Margaret Thatcher, MP,
Prime Minister,

Downing Street,

London, SW 1.




Published Papers

The following published paper(s) enclosed on this file have been
removed and destroyed. Copies may be found elsewhere in The

National Archives.

Budget Representations to the Chancellor,
CBI Publications, 4 February 1981

Signedﬂ%ﬁm Date 29 Maretn Q0

PREM Records Team
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cc Mr Battishill
Mr White (SS)
Mr Flaxen (IR)

BURDEN OF PERSONAL TAXATTON

No 10 asked for briefing on the burden of personal taxation, in the light
of the exchange between the Prime Minister and the Leader of the Oprosition
on 15 January (copy attached).

2. Since the Government came to power, aggregate taxation has increased
as a proportion of GDP from 39.7% in 1978/79 to 44.6% this year. The figures

are as follows:=-

Total taxation as % of GDP

1978-79 397

1979-80 42.5

1980-81 44.6
L1 Within the totals, the taxes paid by individuals have also risen over
the past 3 years, though less rapidly than the growth in aggregate taxation.
The difference is mainly accounted for by the flow of North Sea revenue. The
main taxes paid by persons have moved as follows relative to GDP (expressed

pA——

as a : percentage) :-

Income Taxes on Total
Tax Final Expenditure (1+2)
(1) £ (2)

L0 O 10.7 23.6
12.3 12.5 .
12.8 13.0 25.8

4, However, the man on average manual earnings (or above) pays less in
income tax now as a proportion of his earnings than he did in 1978/79.

:(;or a single man on average manual earnings 23.5% against 23.7%; for a
married man, 19.8% against 20.5%, assuming no allowances other than perscnal

allowances. )




5% On the other hand, for persons on below average manual earnings

the proportion has usually increased, following the abolition of the lower
rate band; eg at three quarters average earnings, for a single man tax is
now 21.3% of earnings against 20.7%, for a married man, 16.4% against 16.3%.

6. Members may mention national insurance contributions in the context
of the burden of personal taxation. They have increased by %% since 1978/9
and are due to rise by a further 1% in April. But, as Government Ministers
have frequently pointed out, these contributions are nothing to do with
tax.

e This brief has been agreed with SS (paragraph 6 only) and the

Mﬂ%

Inland Revenue.

16 January 1981
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Cabinet / Cabinet Committee Document

The following document, which was enclosed on this file, has been
removed and destroyed. Such documents are the responsibility of the
Cabinet Office. When released they are available in the appropriate
CAB (CABINET OFFICE) CLASSES.

Reference:

cc(8) YA Meeting, Mirute !

s /5 January (161

Signed g 3;1&«4 Date 29 Mam. 20U

PREM Records Team




HANSARD 15 JANUARY 1981 VOLUME 996 OOLUMN 1529

Mr. Foot: ] have bad & chance 1o read the whole
speech.’ Does the right  hon. Lady agree wig, the
Proposition underlined ip that speech — j; has never
before been so candidly admined—unamcly that the
hon. Lady's Governmen hac ncreased the ea) burden of
laxaton? Is that pan of the policy thas the right hop Lady
18 50 determined 10 continue?

The Prime Minister: ] €annol in any way disagree
with tha highly intelligent speech. The person who made
1 is & lor more intellipen and perceptive than some of his
¢nitics, 1 do pop disagree that the 1014l burden of taxation, [
for the time being, bas increased. However, it ha r
lncreased on personal incomes.




10 DOWNING STREET

From the Private Secretary 2 January, 1981
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1981 Budget Arrangements

The Prime Minister has considered the
Chancellor of the Exchequer's minute of
. 30 December and is content with his proposals.

I am sending copies of this letter to
Robin Birch (Chancellor of the Duchy of
Lancaster's Office), Murdo Maclean (Chief Whip's
Office), and Brian Shillito (Office of the
First Parliamentary Counsel).

John Wiggins, Esq.,
HM Treasury.
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PRIME MINISTER

/‘/\( Y

At the beginning of November we discussed the date of the 1981
Budget and you endorsed 10 March as the planning date. I have

1981 BUDGET ARRANGEMENTS

now reviewed the position in the light of subsequent developments
and have concluded that 10 March should be confirmed as_Budget

Day and that this date should be announced during the first
Business Statement after the Recess - which will I understand

be Thursday, 15 January.

L

2 An announcement is not absolutely imperative then but it
will help those wanting to put Budget representations forward
and, more importantly, will also ease the task of publiec
presentation by reassuring everyone that within a couple of
months there will be a comprehensive statement about the

whole economic strategy.

3. I take this opportunity also to respond to the suggestion,

in your letter of 7 November, that we might publish the Public
Expenditure White Paper on the morning of Budget day, rather

as the old "Economic Survey" was handled. I have considered

this carefully but do not think it would in fact be an appropriate

way of responding to the complaints from the then Leader of the
Opposition about the way the 1980 White Paper was published
with, rather than before, the Budget. The White Paper is the
vehicle for publishing the detailed public spending plans as
they have emerged from Cabinet and it is essential to be able
to present these in the context of the medium term strategy

to be explained in the Budget Speech and documented in the Red
Book. (The Red Book rather than the White Paper is of course

/where we

CONFIDENTIAL
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where we now set out general economic background material of
the kind given in the old "Economic Survey".) There would be
scope for considerable practical complication and confusion
in presentation - leading for example to adverse newspaper
headlines - if the public spending plans were to be released
in isolation from the economic context.

4y, Some of the complaints about the publication of the 1980
White Paper on the afternoon of Budget Day (and without the

usual CFRs) probably reflected the novelty of the arrangement.

I have had no representations about 1981 publication arrangements
since the 24 November announcement that the White Paper will
again appear at the time of the Budget. I suggest that we let
the matter rest there for now, but be ready to consider

providing the Leader of the Opposition with a courtesy copy of
the White Paper a few hours before my Budget statement, if he
asks for this. (I should® add that if we were to issue CFRs of
the White Paper to journalists it would be appropriate to give
one to the Leader of the Opposition. In fact the balance of

argument seems to be against provision of CFRs, though a final

decision can be taken later.)

5. I am sending copies of this minute to the Chancellor of
the Duchy, the Chief Whip, and to First Parliamentary Counsel.
(Michael Jopling's people have confirmed to my officials that
10 March remains acceptable from their point of view.)

<
(G.H.)
30 December 1980

CONFIDENTIAL
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PRIME MINISTER

2|
The attached letter from Sir James

Goldsmith asks if he could come and talk

to you about Section 478 and 481 of the

Incomé and Co;porate Taxes Act 1970. He

asks that his letter should be for your

information only and is not passed down
- - H
thro&gﬁ official channels.

-—f—

I have had a word with Tim about it
and he says that it is so technical that
either you should tell him that you are
unable to see him or if you do see him then
the Chancellor should really be present.

Which course would you like to take?

[ i b bt =
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65-68, LEADENHALL STREET.
LONDON,

EC3A 2BA.

1st December 1980

Miss Caroline Stevens,
Appointments Secretary,
10 Downing Street,
London SW1

Dear Miss Stevens,

Sir James has asked me to send you the enclosed
letter for the Prime Minister's attention and he
would be most grateful if you would put it before
her yourself as it deals with a personal and confidential
matter.

Many thanks.

Yours sincerely,

( u%&w& ﬁ{f&f al é_

Catherine Lassalle (Miss)
Private Secretary to
Sir James Goldsmith




. James GOLDSMITH

27th of November, 1980

The Right Honourable Mrs. Margaret Thatcher MP
The Prime Minister

Strictly private and confidential

. ’ . i
g«wf /M M ¢ el
| have asked your appointments secretary, Caroline Stevens,
whether you might have quarter of an hour to spare. There is no urgency.
Caroline Stevens quite properly asked me to put something on paper
to describe the subject which | would like to discuss with you.
| understand that your Government is presently considering revising
section 478 and 481 of the Income and Corporate Taxes Act 1970,
That Act concerns the transfer of assets out of the United Kingdom
by UK residents so as to reduce the taxation which could be payable
by them in the United Kingdom. It gives the Inland Revenve totalitarian
powers of investigation which | believe some inspectors use with a
political as opposed to fiscal motive.
| attach hereto an extract of this month's A ccountant Magazine
and | would particularly refer you to the marked paragraph which
concerns the Vestey case.

| have personal experience which is also useful as an example.
| am not seeking any help because | am both willing and able to fight
my own battles.

| was born in France, | am domiciled in France and have
my principal place of residence in France. | benefit from dual
Anglo-French nationality. The domicile of both my mother and
father (before his death) is in France. | was educated at Eton but spent
my holidays at my home in France. | served in the British Army but
returned to France for my leave. My father's estate was taxed in France.

Vo




My original business was founded in France. My UK activities
stem from the companies with which | have been associated in France.
Funds to establish the business activities with which | have been associated
in Britain were invested from France. My worldwide income is reported
and heavily taxed in France (subject to appropriate bilateral tax agreements).
Despite the fact that it is clear that | have never transferred assets out
of the UK, certain inspectors of the Inland Revenue are using their unlimited
powers under section 478 to 481 to obtain information about my personal
and business affairs which | have reason to believe they might pass on
to the Sunday Times as in the Vestey case. No doubt they would much
like to fabricate a Vestey Mk 2 case which would be publicised in the
Sunday Times with the same impeccable sense of timing as with Vestey.

| bring this to your attention because | believe that it must be
wrong that inspectors of the Inland Revenue should be given totalitarian
powers to wage personal ideological battles. This is the representation
which | wish to make to you while your Government is considering
modifications to this section of the law.

[ bt b sy bt 9
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goodwill 1 Oré was nol in existence

belore 6 April 1965 and the “cost” was nil.

2) Vibroplant Limited v Holland (Inspec-
tor of Taxes), 16 July 1960

The Count decided that premises devoled
1o the repairing and refurbishing of plant
which is to be let out on hire are not
“industrial buildings or structures” for the
purpose of seclion 7, Capital Allowances
Acl 1968 and that as a result Industrial
Buildings Allowance is not available, The
company submilled that the premises
could fall within the definitions sel oul in
section 7 (1) (a) or (e) bul, supporting the
Commissioners, the Judge held that the
Cramses ooue o ha RSO A5 A
faclory or other similar premises” under
sub-section (1) (a) since they were nol
buiidings “whore anods are made” -

As regards sub-seclion (1) (e) the Special
Commissioners had decided the case
against lhe laxpayer company on Iwo
grounds. the first being that the trade of
plant hire operators was not carried on in
any of the buildings because the aclivities
laking place in those buildings were not
performed for Vibroplant's customers. The
Judge was not very convinced by this
argument but that did not do the laxpayer
any good as he supported the Special
Commussioners on their second ground,
which was thal the treatment provided in
the bulldings did nol involve the subjection
of lhe articles being treated 1o any “'pro-
cess”. They said, “Inthe coursa of cleaning,
maintenance and repair each item of plant
was gwen individual attention, the precise
nature of which depended on the exten!
the damage sullered, by contrast with/Ah,
lreatment applied *. The Judge agreed

this, saying that in his view, “process
connoled a subslantial measure of uni-
formity of ireatment or system of trealment
and he referred 1o the definition of the word
in Ihe Shorter Oxford English Dictionary
which 1s “'a conlinuous and regular aclion
or succession ol actions, laking place or
carried on in a definite manner: a con-
linuous (natural or artificial) operation or
series of operations”. Ha went on 1o say
that 1l seemed lo him thal an ordinary
garage where cars are serviced and re-
paired according 1o their particular require-
ments did not invouve subjecting goods or
malenals to any process and, similarly, the
doclor's surgery where individuals are
lreated for their indwvidual ailments does nol
nvolve the subjection ol people to any
process'

The appeal therefore lailed.

(3) Clark (Inspector of Taxes) v Oceanic
Contractors Inc, 29 July 1980

This case has decided that an overseas
employer 15 bound fo apply the PAYE
procedure laid down in section 294, ICTA
1970 whenever the duties of the employ-
ment are carried out—or deemed to be
carnied out —in the United Kingdom. This
applies whalever manner 15 adopted for
Paying the emoluments for those dulies
and the Judge said “‘an employer who
comes lo this counlry and carries on a
The & ¢ ot

S MLGaTe NGt VRRD

business here musi comply with domestic
lax law requirements such as section 204",

In this paricular case the employee con-
cemed was employed by lhe North Sea
Division of the employer, which was based
al Anlwerp, and was employed in pipe-
laying from vessels which, while working
oul of Anlwerp, operated in the part of the
North Sea which i1s defined as a “desig-
naled area” in lerms ol section 38 ol the
Finance Acl 1973. This being so, the dulies
ol lhe employment are deemed to be
carried oul within the United Kingdom and
are subject lo United Kingdom tax on that
basis whether or not the MGy s

TESIORNT N the UN or not 1See Sub-sechon
(6)). Dilon, J, said thai the direction in

seclion 38 (6), FA 1973 thal these emoly.

/Yh_’/fclg
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IKOR
pledge by the Chancelior of the Excheque
1o do something about the situation “ac
S0on as we have the right answer”. It ic
devoully to be hoped that the redraltec
seclion will not only prevent the lega
avoidance ol large sums of United Kingdom
lax by the creation of a simple overseas
trust, but will limit the present Draconian
powaers in the section, so that a UK residen!
will not be legally liable 1o tax on income lo
which he could not Ppossibly have any actual
enlillement. The courns have already indi-
caled thal ataxpayer could be held liable 1o
UK ftax on the entire income of a non.
resident company (lor example) even
though he may have § very 30 s
hat company. There 15 no doubl that a
complete revisal of Ihis section 1s long
overdue and the sooner the beterd

ments are 1o be treated lor the purpose o
income lax as emoluments in respecl of
duties performed in the United Kingdom
appeared lo him lo include the purposes of
collection, and not merely assessment, of
income tax and thus o underline that
section 204, ICTA 1970 did apply to those
emoluments.

He therelore allowed the appeal by the
Inland Revenue againsl the decision by the
Special Commissioners. |1 will be interes!-
ing to see whether the company lakes the
matler lurther—no doubt with the support of
other non-residen| employers in the oil
induslry—although one cannol  help
wondering how the Inland Revenup are
aclually going to enlorce the court decision
in i

!

The Vestey affalr
Readers can scarcelyhave been unaware

he “stushie” whwh arose lollowing the
article in"The Sunday Times of § Oclober
1980 (the first in a series) which relerred to
the decision of the House of Lords in the
case of Vestey v CIR, which was handed
down as long ago as 22 November 1979,
The aricle gave rise 1o considerable com-
ment in various organs of the press—nol lo
menlion a slightly hysterical reaction by one
Scottish newspaper which managed to
conluse the question ol the avoidance ol
UK tax by means of overseas trusts with the
perlectly legitimate and fair group relief
available {o lhe family companies in the UK
(a completely irrelevant maller which was
raised in a "box" by The Sunday Times).

In the report on this case in The Accoun-
lant’s Magazine of January 1980 (pp
39:40) this writer referred lo lhe exlreme
likelihood that the Revenua would not take
the decision complelely lying down and that
legislation would be introduced very shorlly
lo negale, at leasl parly, the House ol
Lords decision for the future; no one was
more surprised when the Finance [l
1980~ or rather, the *'Finance No 2 Bill'—
appeared withoul any 1clerence to section
478, ICTA 1970. While recognising the
complexity of the matter, ona would have
thought thal someone would have been
able to completely redrall the section in the
space of lour months or more but, at leasl,
The Sunday Times article did resull in a

However, what s really ¢MOSTdSIurbing

question ol allis how it came about that The
Sunday Times was apparently able to
publish the precise wording ol correspond-
ence between the Inland Revenue and the
dccountant acting for the Vesley family!
One has always been under the impression
up lo now thal such correspondence is
slrictly confidential and one would like a
statemenl from the Board of Inland Re-
Venue as lo whal steps they are laking as a

alter ol urgency to trace the “'mole" in this
articular inslance, Perhaps this is another
ase lor Mr Bingham?
]
e ] /!

— e

-
The author apolagises for a mental aberration
(temporary, he hopes!) whin he was wniling the
Inal paragraph of the reparton Prestv Detinson
inlastmonth's Magazine. Thy last sentence only
applies, of course, alter ulihsing ihe exemphons
avaiable (o the personal representalives, under
paragraph 4, Schedule 1, CGTA 1979, 1

-
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Taxes Act 1970

= an annual payment made,
out of a source other thyy,
b income tax.

shall not apply where the
1t deduction of tax or whers,
s governing the transactio;

respect of the interest is

eduction of tax.

he liability to tax of a jobbe:
the footing that any exce..
erest on securities over hi,
payments made or receipu
for the sale or purchase ¢
all the purposes of the Tay
by him, then as respects tha:
this section shall not appl.
the ordinary course of h:
er.

in the United Kingdom and
than through a broker) from
araph (b) of subsection (1) of
after the word “say” there
nd as if for the words from
ragraph there were insericd
r of the securities or that -
5, directly or indirectly, froz
he payment ”.

a contrect as is mentioned i
is section is not resident it
is effected through a broker.
nless the broker shows eithe:
payment of interest as tp:
br that the seller acquired the
from a person who was &
ection 53(2) of this Act sha!!
» broker of the amount of th
payment by the broker made.
y out of such a source as ¥
section.

of a stock exchange in B¢
an a jobber,
bn ‘to any sale of securiil;;

tock exchange in the Umb‘
London Stock Exchange, 5

Income and Corporation Taxes Act 1970 c. 10

is recognised by the committee of his exchange as
carrying on the business of a dealer and authorised
by them to deal in those securities,

‘% “ jobber ” means a member of the London Stock Exchange
bl who is recognised by the committee thereof as carry-
ing on the business of a jobber,

~ “securities " includes shares and stock,

~ and references to a periodical payment of interest include refer-
“lences to a dividend.

= (7) Where it appears to the Board that by reason of any
~yransaction or transactions a person may by virtue of this section
“pave incurred any liability to tax, the Board may by notice
- in writing served on him require him, within such time not less
than twenty-eight days as may be specified in the notice, to
" furnish information in his possession with respect to the trans-
~action or any of the transactions, being information as to matters,
specified in the notice, which are relevant to the question whether

uf

~ bz has incurred such a liability as aforesaid.

CHAPTER III

TRANSFER OF ASSETS ABROAD

478, Yor the purpose of preventing the avoiding by individuals
~odinarily resident in the United Kingdom of liability to income

~tax by means of transfers of assets by virtue or in consequence 2V

“whereof, either alone or in conjunction with associated opera-
{ions, income becomes payable to persons resident or domiciled
ut of the United Kingdoni, it is hereby enacted as follows: —

1) Where by virtue or in consequence of any such transfer,
her alone or in conjunction with associated operations, such
individual has, within the meaning of this section, power to
y, whether forthwith or in the future, any income of a person
ent or domiciled out of the United Kingdom which, if it
ere income of that individual received by him in the United
Alngdom, would be chargeable to income tax by deduction or
herwise, that income shall, whether it would or would not
¥t been chargeable to income tax apart from the provisions
s section, be deemed to be income of that individual for
tipurposes of the Income Tax Acts.

here, whether before or after any such transfer, such
dindividual receives or is entitled to receive any capital sum
payment whereof is in any way connected with the transfer
_associated operation, any income which, by virtue or in

PArRT XVII
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consequence of the transfer, either alone or in conjuﬁ.cuon with
associated operations, has become the income of a person neg.
dent or domiciled out of the United Kingdom shall, whether j
would or would not have been chargeable to income tax apar
from the provisions of this section, be deemed to be the income
of that individual for all the purposes of the Income Tax Acts.
In this subsection, “ capital sum ” means— - Sioe
(@) any sum paid or payable by way of loan or repayment

of a loan, and AR
(b) any other sum paid or payable otherwise than as incoms,
being a sum which is not paid or payable for full

consideration in money or money's worth. 31:3
(3) Subsections (1) and (2) of this section shall not apply if the
individual shows in writing or otherwise to the satisfaction of

the Board either— [ DR
(a) that the purpose of avoiding liability to taxation was
not the purpose or one of the purposes for which the
transfer or associated operations or any of them were

effected ; or pg
(b) that the transfer and any associated operations wese
bona fide commercial transactions and were not
designed for the purpose of avoiding liability to taxa-

tion. L%

The jurisdiction of the Special Commissioners on any appeai
shall include jurisdiction to review any relevant decision taken
by the Board in exercise of their functions under this subsection-

(4) For the purposes of this section, *an associated opers
tion ” means, in relation to any transfer, an operation of any
kind effected by any person in relation to any of the assets trans
ferred or any assets representing, whether directly or indirectly.
any of the assets transferred, or to the income arising from any
such assets, or to any assets representing, whether directly of
indirectly, the accumulations of income arising from any suct
assets.

(5) An individual shall, for the purposes of this section, be
deemed to have power to enjoy income of a person resident o
domiciled out of the United Kingdom if—

(@) the income is in fact so dealt with by any person as @
be calculated, at some point of time, and whether 12
the form of income or not, to enure for the benefit o
the individual, or

(b) the receipt or accrual of the income operates to incre*
the value to the individual of any assets held by him ¢
for his benefit, or
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(c) the individual receives or is entitled to receive, at any

: time, any benefit provided or to be provided out of

that income or out of moneys which are or will be

available for the purpose by reason of the effect or

successive effects of the associated operations on that

income and on any assets which directly or indirectly
represent that income, or

(@) the individual has power, by means of the exercise of
any power of appointment or power of revocation or
otherwise, to obtain for himself, whether with or with-
out the consent of any other person, the beneficial
enjoyment of the income, or may, in the event of the
exercise of any power vested in any other person,
become entitled to the beneficial enjoyment of the
income, or

(e) the individual is able in any manner whatsoever, and
whether directly or indirectly, to control the application
of the income.

(6) In determining whether an individual has power to enjoy
income within the meaning of this section, regard shall be had
to the substantial result and effect of the transfer and any
associated operations, and all benefits which may at any time
accrue to the individual (whether or not he has rights at law or
in equity in or to those benefits) as a result of the transfer and
any associated operations shall be taken into account irrespective
of the nature or form of the benefits.

_' W)For the purposes .of this section, any body corporate
mneorporated outside the United Kingdom shall be freated as if
it were resident out of the United Kingdom whether it is so

resident or not.

'@}'For the purposes of this section—

“assets” includes property or rights of any kind

and “ transfer ¥, in relation to rights, includes the

_creation of those rights,

.m.:‘- benefit ” includes a payment of any kind,

- (@) references to income of a person resident or domiciled

; ~out of the United Kingdom shall, where the amount of
the income of a company for any year or period has
been apportioned under section 296 of this Act, include
references to so much of the income of the company

~~ for that year or period as is equal to the amount so
apportioned to that person,
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; y
(e) references to assets representing any assets, income o
accumulations of income include references to Sharesy
or obligations of any company to which, or obligationg
of any other person to whom, those assets, that income
or those accumulations are or have been transferred

and for the purpose of applying this Chapter in relation {0 Cage
VII of Schedule D references to income in this Chapter shay
apply in the case of gains accruing from the acquisition and
disposal of chargeable assets as they would apply if the gaing - i
were profits from a trade of dealing in the assets, and any such
gains shall be treated as payable in the first instance to the persog
to whom they accrue. i
- R
Persons 479. In relation to amounts which by virtue of any provisios
%“’d‘-‘gé Yo Of section 80, 81 or 82 of this Act’ (taxation as income of
ot O premiums on leases, etc.) would, in the case of a person resident
application of in the Republic of Ireland and not resident in the United Ki
Chapter Il dom, be included in his income if he were not resident in the
to premiums  Republic of Ireland, this Chapter shall apply— R
ox Icases, icte, (@) as if his income included those amounts, and R
(b) as if references to an individual included references to
any person (and so that in accordance with section 250
of this Act this Chapter then applies for corporation
tax as well as for income tax), G
but shall so apply as if subsection (3) of section 478 above were
omitted. b1
Vavae
Supplemental 480,—(1) Income tax at the standard rate shall not be charged
Provisions. by victue of the preceding provisions of this Chapter in respect
of income which has borne tax at the standard rate by deductica
or otherwise but, save as aforesaid, income tax chargeable at
the standard rate by virtue of those provisions shall be charged
under Case VI of Schedule D. P

.(2) In computing the liability to income tax of an individual
chargeable by virtue of the said provisions of this Chapter, the
same deductions and reliefs shall be allowed as would have
been allowed if the income deemed to be his by virtue of those
provisions had actually been received by him, dien

(3) Where an individual has been charged to income tax 02
any income deemed to be his by virtue of the said provisions of
this Chapter and that income is subsequently received by him, #
shall be deemed not to form part of his income again for b
purposes of the Income Tax Acts. :

o

(4) In any case where an individual has for the purposes o
the said provisions of this Chapter power to enjoy income of 3

person abroad by reason of his receiving any such benefit 35___“
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referred to in section 478(5)(c) above, then notwithstanding any-
thing in subsection (1) of this section, the individual shall be
chargeable to income tax by virtue of the said provisions of this
Chapter for the year of assessment in which the benefit is
received on the whole of the amount or value of that benefit
except in so far as it is shown that the benefit-derives directly
or indirectly from income on which he has already been charged
to tax for that or a previous year of assessment,

481.—(1) The Board or, for the purpose of charging tax at Power to
the standard rate, an inspector may by notice in writing require Pn‘}‘m .
any person to furnish them within such time as they may direct ‘2formation.
(not being less than twenty-eight days) with such particulars as
they think necessary for the purposes of this Chapter.

(2) The particulars which a person must furnish under this
section, if he is required by such a notice so to do, include
particulars— ;

(a) as to transactions with respect to which he is or was
acting on behalf of others, and :

(b) as to transactions which in the opinion of the Board or,
for the purpose of charging tax at the standard rate, an
inspector it is proper that they should investigate for
the purposes of this Chapter notwithstanding that, in
the opinion of the person to whom the notice is given,
no liability to tax arises under this Chapter, and

(c) as to whether the person to whom the notice is given
has taken or is taking any, and if so what, part in
any, and if so what, transactions of a description
specified in the notice.

(3) Notwithstanding anything in subsection (2) of this section,
a solicitor shall not be deemed for the purposes of paragraph
'c) thereof to have taken part in a transaction by reason only
that he has given professional advice to a client in connection
with that transaction, and shall not, in relation to anything
done by him on behalf of a client, be compellable under this
‘ection, except with the consent of his client, to do more than
“late that he is or was acting on behalf of a client, and give the
name and address of his client and also—

(@) in the case of anything done by the solicitor in connec-
tion with the transfer of any asset by or to an individual
ordinarily resident in the United Kingdom to or by any
such body corporate as is hereinafter mentioned, or
in connection with any associated operation in rela-
tion to any such transfer, the names and addresses of
the transferor and the transferee or of the persons con-
cerned in the associated operations, as the case may
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PART XVII (b) in the case of anything done by the solicitor in co; - -
[Craprer IIT tion with the formation or management of any
body corporate as is hereinafter mentioned, the .

and address of the body corporate ;

(c) in the case of anything done by the solicitor in co--
tion with the creation, or with the execution o
trusts, of any settlement by virtue or in consequ.
whereof income becomes payable to a person re. -
or domiciled out of the United Kingdom, the .-

- and addresses of the settlor and of that person.

The bodies corporate mentioned in the preceding provic
of this section are bodies corporate resident or incorporated .
side the United Kingdom which are, or if resident in the U: -
Kingdom would be, close companies, but not trading compu:
(as defined in section 292(1) of this Act). r

(4) Nothing in this section shall impose on any bank
obliation to furnish any particulars of any ordinary ban}
transactions between the bank and a customer carried out in :
ordinary course of banking business, unless the bank has u.-
or is acting on behalf of the customer in connection with t -
formation or management of any such body corporate s
mentioned in paragraph (b) of subsection (3) of this section -
in connection with the creation, or with the execution of i
trusts.fot‘ any such settlement as is mentioned in paragraph &>
‘thereof.

() In this section “settlement” and “settlor” have -
meanings assigned thereto by section 454(3) of this Act.

CHAPTER IV
MISCELLANEOUS
Companies

Migration, 482,—(1) Subject to the provisions of this section, all trar:
etc., of actions of the following classes shall be unlawful unless carr
companies.  out with the consent of the Treasury, that is to say— ;
(@) for a body corporate resident in the United Kingde:
to cease to be so resident ; or
(b) for the trade or business or any part of the trade o
business of a body corporate so resident to be trars
ferred from that body corporate to a person not
resident ; or
(c) for 2 body corporate so resident to cause or per:::
a body corporate not so resident over which it !
control to create or issue any shares or debenturc: .
or




10 DOWNING STREET

From the Private Secretary 10 November 1980

CORPORATION TAX: THE REFORM OF STOCK
RELIEF

The Prime Minister has read your letter
of 7 November, and is content that the
proposed consultation paper be issued provided
the transfer and Lord Cockfield are content
with it.

Copies of this letter go to Ian Ellison
(Department of Industry), Stuart Hampson
(Department of Trade), Richard Prescott
(Paymaster General's Office), Robin Ibbs
(Central Policy Review Staff) and David Wright
(Cabinet Office).

T. P. CANKESTER

A.J. Wiggins, Esq.,
HM Treasury.
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T P Lankester Esg
Private Secretary

Prime Minister's Office
No.10 Downing Street
LONDON Swl

QJu ’ﬁhm,

CORPORATION TAX: THE REFORM OF STOCK RELIEF (R

A Ux Ueo ctiou

The Prime Minister has, as you know, agreed to the i
issue of a consultatiyve paper setting out the At (b
Government'S proposals for the reform of stock relief. o

I now attach a copy of the draft. In general, it
is in a _form agreed with Lord Cockfleld ~although he L >

3
the draft over the weekend fﬁ; ;;ng ciearance on Monday .
The anc oI’ 18 proposing to 1lssue e paper on
Friday, 14 November and I am afraid it will, therefore,
have to be with the printers by close of play on Monday.

I should perhaps add that Lord Cockfield has discussed
with the Secretary of State for Trade the reservations
expressed in his letter of 5 November to the Chancellor
and I understand that Mr Nott is now satisfied with
what is proposed.

I am copying this- to the PSs to the Secretaries of

State for Industry and Trade, the Paymaster General
and Robin Ibbs.

Ybuf’

gﬁhmﬂlqhkuol
-/_..‘.

R I TOLKIEN
Private Secretary
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STOCK RELIEF - A CONSULTATIVE PAPER

"It is important that the tax system should take account of
the effects of inflation on businesses, and do so in a way
that is reasonably obiective, equitable and simple to
administer. The Government will therefore be reviewing this
matter along with the accountancy profession's latest
proposals for current cost accounting."

- Chancellor of the Exchequer - Budget Speech 1979
(Official Report, 12 June 1979; col 257)

"There is criticism that the present stock relief may confer
an unjustifiable advantage in certain circumstances. This

is a complex matter on which detailed consultation will be
needed, but my intention is to legislate next year in respect
of accounts on which tax will generally be pavable on

1 January 1982."

- Chancellor of the Exchequer - Budget Speech 1980
(Official Report 26 March 1980; col 1468)




SECTION 1 - THE PROPOSED REFORM

1.1 The present stock relief was introduced as a temporary
measure in 1975. It suffers from important defects which have
been widely publicised. But what has added great urgency to
the introduction of a new scheme on a sounder long term basis
is the fact that the present recession bringing with it large
reductions in stock would face manufacturing industry in
particular with a very heavy burden of tax resulting from the
"clawback" provisions. The new scheme removes the need for
clawback (save in exceptional "terminal" conditions) and it
does this by relating the relief directly to the effects of
inflation on stocks thus removing from taxable profit the
element which represents the appreciation in stock value due
to inflation. Because the relief does not extend - as the
present relief does - to increases in the physical volume of
stock, the need for clawback largely disappears. At the same
time an adjustment will be made for stocks financed by credit
or other borrowings where the burden of inflation does not in
practice fall on the business holding the stocks.

1.2 The scheme represents an important step forward in 'the
direction of ensuring that taxation of business profits take
account of the effects of inflation as stated by the Chancellor
in his Budget Speech last year. The new Statement of Standard
Accounting Practice on Current Cost Accounting (SSAP 16)
published by the Accountancy Bodies on 31 March of this year
shares the same broad opjective. The scheme set out in this
paper would involve a significant cost to the Excheguer and
result in an equivalent benefit to industry by way of tax
reductions. In present circumstances it will not be easy to
find the sums required; nevertheless in the light of the
financial pressures on industry the Government think it right
to do so. But by the same token it is essential to keep the
cost within the bounds of what the Government can afford.

This means that the scheme needs to be looked at as a whole.
Inevitably it entails restricting relief given hitherto where
this cannot be justified. But this is the price which has to
be paid to enable a more ample measure of relief to be given
where it can be justified. Moreover the virtual disappearance
of clawback flows from the other proposals and is integral
with them. While therefore the detail of the scheme and
particularly the precise rules to be followed may need modifica-
tion in the light of comment and discussion, the main fabric
of the scheme stands or falls as a whole. The Government
firmly believe that apart from being sounder in principle, the
scheme is much to the advantage of industry as a whole.

1.3 In view of the urgency of the matter comments on these
proposals should be sent, in the first instance, to the Board
of Inland Revenue, if at all possible by the end of December.
In the light of these comments the Government intend to
introduce the new scheme in the Finance Bill 1981. It will
apply to all accounting periods straddling or ending on the.
date of publication of this document (14 November 1980), and in
particular to accounting periods ending on 31 December 1980: .
but the credit restriction will apply only to accounting periods
commencing on or after 14 November. :




SECTION 2 - THE NATURE OF THE PROBLEM AND THE APPROACH TO
THE SOLUTION

2.1 Stock relief was originally conceived as a "temporary
measure" in the Finance Act 1975. It was introduced in some
hurry at a time when companies were suffering from severe and
urgent pressures on profits and liquidity. It was designed,
very broadly, to relieve a business from tax on that part

of its profits which it used to finance the higher costs of
holding stocks when prices were rising.

2.2 The stock relief scheme served its original purpose.
But it has now remained in (broadly) its present form for
far longer than could reasonably have been foreseen in 1975.
With the passage of time, certain weaknesses have become
increasingly apparent: moreover the present recession has
greatly exacerbated the problem of 'clawback' which faces a
large number of businesses which have been compelled for
reasons of financial prudence or good stock management to
reduce their stocks sharply. The defects of the present
scheme are explained in greater detail in the following
paragraphs.

2.3 First, the present stock relief scheme extends relief,
subject to certain conditions,* not only in respect of higher
prices of stocks, but also in respect of higher physicdl
volumes of stock held. The effect of this may well be that
the present scheme:

a. induces businesses to build up stocks to a level
higher than they would otherwise have chosen to do on
a broad commercial judgment, and

b. in the more extreme cases, can offer scope for
businesses to build up their stocks artificially, at
the accounting year-end, for the sake of a tax
advantage.

There are provisions in the tax code which seek to counter
any artificial manipulation of stock levels; but it is common
knowledge that these have not been particularly effective

nor in the nature of things could have been.

2.4 Second, relief is given under the present scheme without
regard to whether stock is being financed out of credit or
other borrowings. Large amounts of relief have been available
to businesses which have in practice financed their stocks

by trade credit, including businesses in the retail trade
which in some instances will even have sold their stocks before
payment for them becomes due. In cases of this kind,
businesses have been receiving relief for inflationary costs
that they themselves have not had to bear.

*See in particular the discussion on the profit restriction,
paragraph 3.2 below.




2.5 Third, just as the present scheme gives relief when
stock levels rise, so it withdraws relief - imposes a charge
to tax (commonly known as "clawback") - when the value of
stocks held falls. This follows necessarily from the form
of the relief as it stands at present. However, it means
that when a company wishes to reduce its stocks - perhaps in
the course of a drive for greater efficiency, perhaps in
order to improve its liquidity and reduce bank borrowings -
it may be deterred by the prospect of the "clawback" charge.
And if it nevertheless goes ahead or indeed is forced by
financial pressure to go ahead something like half the cash
benefit from stock reduction may be drawn off by the higher
charge to tax. This clawback charge is now presenting real
difficulties for businesses which in current trading
conditions are having to reduce stock levels. The Government
introduced provisions in the 1980 Finance Act temporarily to
mitigate these damaging effects, but a permanent solution can
be found only in a radical change in the basic nature of the
relief.

2.6 So much for the drawbacks of the present form of stock
relief. 1In his Budget Speech in 1979 the Chancellor said:

"Tt is important that the tax system should take account
of the effects of inflation on businesses, and do so in
a way that is reasonably obiective, equitable and simple
to administer."

It is in this spirit that the Government have approached

the reform of stock relief. The immediate task is to ensure
that the proposals on stock are much more closely related

to the effects of inflation than is the present relief. But
it is equally important to ensure that the solution adopted
in the case of stocks is consistent with the longer term
development of the corporation tax to take account of the
effects of inflation. In other words the new stock relief
ought to represent a clear step forward along the path we
would want to tread. This is of particular importance in view
of the need to maintain stability in the taxation of business
profits.

2.7 The requirements of the tax system inevitably diverge
from those of accountancy. In particular it is necessary for
the tax system to lay down rules which are both certain and
objective and which leave little to subjective judgement.
Moreover it has to pass severe tests of practical application
in a wide range of very different types of case. Subiject to
this, the Government have taken fully into account the
Statement of Standard Accounting Practice on Current Cost
Accounting (SSAP 16). It is the Government's intention in
due course to publish a wide-ranging Green Paper on the
structure of corporation tax and the implications of possible
further changes to reflect more generally the effect of
inflation on the calculation of business profits. It may well
be that in the context of that Green Paper and in the light
of experience both within the tax system itself and of the
practical operation of current cost accounting generally some




modification or refinement of the present proposals may be
needed. Meantime the Government see the scheme proposed in
this Consultative Document as consistent with the direction in
which they would hope to see the corporation tax itself
develop.

2.8 The cost of the present stock relief varies from year to
year but for 1979 (tax payable generally in 1980) the cost

will be about £2 billion. This compares with a yield of
mainstream corporation tax for the same year of some £3 pillion.
Of the total relief some 45 per cent goes to manufacturing
industry, the balance going to commerce, distribution,

finance etc. As already explained, it is estimated that in
present circumstances the new scheme will be significantly

more generous than the present scheme. Manufacturing industry's
share of the total relief is likely to increase from its
present level of around 45 per cent to perhaps something in

the region of 50 per cent. As between individual companies

the relief will be distributed more appropriately: that is it
will be directed primarily to the companies which have actually
borne the costs imposed by inflation and in proportion to

those costs.

2.9 The figures in the preceding paragraph relate to the
relief which is effective. There is in addition a large
amount of tax relief of all kinds - for losses and capital
allowances as well as for stock - which is ineffective because
the level of profits is not sufficient to absorb the full
amount of the relief. The present total of these unrelieved
losses etc being carried forward to set off against future

profits now amounts tc some £30 billion and the figure is
increasing at the rate of £5 billion a year.

2.10 A detailed statistical analysis of the present yield of
corporation tax, of the cost and distribution of the present
stock relief, with the best available indicators of the broad
effect of the proposed new relief, is included in Appendix 2.
2.11 The remainder of this paper contains first a more

detailed description of the present system and then a discussion
of the main aspects of the new proposals. It is arranged as
follows -

Section 3 A description of the present scheme of stock
~relief

Section Outline of the Government's proposals
Section The effects of inflation on stock holdings
Section Credit and other borrowings

Section Groups of companies

Section Unincorporated and smaller businesses
Section Transitional arrangements

Section Summary of proposals




SECTION 3 - THE PRESENT SCHEME OF STOCK RELIEF

Outline of the present stock relief

3.1 The present system allows relief to a business for the
increase in the value of its trading stock over a period of
account. No distinction is made between increases in the
price of stocks and increases in the volume of stocks held;
both qualify for the relief.

3.2 The amount of relief is restricted by a percentage of
the businesses's profits.* This restriction was designed as

a rough and ready means of excluding the effects of the normal
annual average increase in stock volumes looking at the
business sector as a whole. It was not intended to reflect
changes in the volume of stocks held by any individual
business, or indeed by the business sector as a whole in

any individual year. The percentage ("profit restriction") is
15 per cent for companies and 10 per cent for others.**

3.3 For companies the relief allowable is treated as a'
trading expense in arriving at the trading profit or loss of
the business. A trading loss is available, under the normal
rules, for set-off against other income, or for allowance as
group relief. Where necessary, relief can be carried, forward
to be allowed against the profits of the trade in a later year.

3.5 For unincorporated businesses relief is given as a
deduction in charging the profits of the business. There is
provision for unused relief to create or augment a loss.
Again, where necessary, unused relief can be carried forward
and allowed against the profits of the trade in a later year.

3.5 For periods of account ending in or after 1979/80 a
business may elect to claim part rather than the whole of the

relief to which it is entitled.
Clawback

3.6 Where there is a decrease in stock value over a period
of account, there is in principle a recovery ("clawback") of
relief previously claimed. This is subiect to the recently
introduced provisions for write off (3.11 below) and for the
deferral of recovery charges (the "dips" scheme) (3.9 below).

3.7 Where a business ceases, the whole of any outstanding
past relief is recovered by a charge.

* After deducting capital allowances.

**See paragraph 8.2 below.




3.8 Special provisions apply to prevent a "clawback" where
there is a change in the persons carrying on the trade but
the trade itself continues - for example, on a company
reconstruction or a partnership change.

Deferral of clawback ("dips" relief)

3.9 The 1980 Finance Act provides that, in certain
circumstances, part* of any recovery charge can be deferred.
This arrangement applies only to "temporary dips" in stocks
(so that a recovery charge cannot be deferred when stocks
have already fallen in the previous year). The arrangement
is limited to one year's deferral of the charge to tax; it
affects the timing, but not the amount, of the tax payable.

3.10 Where the charge to be deferred exceeds £100,000, the
deferral is subject to a further restriction, to the extent
that the business may be in net receipt of trade credit.

Write-off

3.11 Provision was made in the Finance (No 2) Act 1979 to
write off relief for the first 2 years of the scheme (normally
for periods of account ending in 1973/74 and 1974/75) so that
it cannot be subject to "clawback". Subsequent years' relief
will be similarly excluded and will not be recoverable in

any period of account ending more than 6 years after the period
to which it relates. |

*The amount to be deferred is limited to the excess over
5 per cent of opening stocks.




SECTION 4 - OUTLINE OF THE NEW PROPOSALS

Outline

4.1 The new scheme of stock relief the Government propose will
provide for relief to be related much more directly to the
effect of price changes.

4.2 The main differences between the new proposals and the
existing scheme are:

a. Relief will be given, not by reference to increases
(or decreases) in the value of stock, but by reference

to the effect of price rises on stockholdings, irrespec-
tive of whether they are increasing or decreasing in value.

b. The relief will be given by reference to a measure
of inflation as it affects stocks.

C. There will be no profit restriction.

d. "Clawback" will disappear save in exceptional
circumstances, eq where a business is discontinued or
there is a permanent and substantial reduction in the
level of trading.

e. Relief will be restricted to the extent that stock
is financed by borrowing where stocks exceed £ml.

Summary

4.3 The main features of the new scheme are discussed in the
immediately following sections of this consultative paper.
They are:

a. Relief will be given by reference to the value of
stocks at the beginning of a business's period of
accounts ("opening stocks"), subject to a de minimis
threshold of £2,000. (Section 5)

b. The measure of relief will be by reference to
movements in an index, prepared by the CGovernment
Statistical Service, of the movements in the prices of
business stocks (the "all stocks" index). (Section 5)

(o5 Relief will not be withdrawn except where a business
ceases, or when (for other than temporary reasons) total
stocks are reduced and held at a level which may come
close to or indeed be tantamount to cessation. (Section 5)

ds Relief will be restricted to the extent that stocks
may be regarded as financed by credit or other borrowings
(the "credit restriction"). This will be based on a
ratio of total borrowings to total assets, directly
derived from the business's balance sheet. This
restriction will only apply where the value of stocks
exceeds £ml. (Section 6)




e. Where a company is a member of a group, the credit
restriction will be on a group basis; but the arrangements
will be designed so far as possible not to disturb the
present well-tried arrangements for settling company tax
matters generally between the individual company and the
local Inspector who normally deals with its affairs.

(Section 7)

£y The arrangements for unincorporated businesses will
broadly follow those for companies. (Section 8)

g. In general the new scheme will be applied to periods
of account straddling or ending on 14 November. But the
credit restriction will take effect only from periods of
account commencing on or after 14 November. There will
be transitional arrangements for businesses which would
otherwise lose substantial amounts of relief in respect
of increases in stock values which took place before

14 November. (Section 9)

4.4 Examples illustrating the operation of these proposals
are given in Appendix 3.




SECTION 5 - THE EFFECTS OF INFLATION ON STOCKS

General

5.1 The present scheme broadly gives tax relief for increases
in the value of stock held, and imposes a charge to tax when
the value of stock held falls. The proposed new scheme is
designed to reflect more directly the actual effect of price
inflation on the cost of holding stock.

The basis for relief

5.2 In theory, the right way to provide inflation relief for
stock might be to identify the effect of price changes on each
individual item of stock between the moment it is bought and
the moment it is sold.

5.3 For tax purposes that would in practical terms be impossible.
It is of the essence of taxation rules that they should be
capable of being applied, reasonably simply and cheaply, by
businesses of all sizes, companies and unincorporated businesses
alike. 1In this respect there is a clear distinction between
taxation and accountancy practice. Accountancy practice can

be tailored to the needs of the individual business. Taxation
rules cannot. For tax purposes therefore it is necesgsary to
settle for some more workable approximation, treating stocks

in the aggregate.

5.4 For practical purposes, the choice appears to be between:

a. stocks measured at a single point in time - which
would be taken at the beginning of the accounting year

(opening stocks); or

b. an average figure for stocks during the year, in
which case the simplest form would be an average of
opening and closing stocks, but it could in principle be
the average of quarterly, monthly or even more frequent
figures.

The difference between the various systems is largely one of
degree (of approximation), and to some extent of timing.

- Opening stocks

5.5 This is obviously the simplest and the most easily
understood basis. The main argument against it is that it
would tend to give an unrepresentative picture of stock levels
in a particular year when stock levels are falling or rising.

- Average stocks

5.6 A relief based on an average would tend to give more
representative figures when stock volume are changing over the
year. But the advantage should not perhaps be overstated.
Thus:




a. A relief based on the simple average of opening and
closing stocks may not necessarily be much, if any, more
accurate than a relief based on opening stocks alone,

when there is an uneven rate of change or indeed there are
large fluctuations within the year. (To deal with this,
one would need to go to the - administratively very
onerous - schemes which require stocks to be valued at
quarterly, monthly or even more frequent rests.)

b. Any relief based merely on average stocks may not
give an accurate result, when the rate of price increase
itself is not constant.

- Practical aspects

5.7 A relief based on opening stocks would be simpler and
quicker to operate.

5.8 1In part, this is because an averaging approach is
intrinsically more complex, as well as requiring more
arithmetical steps in the computation.

5.9 A further possible advantage of basing the relief on

opening stocks, is that figures for the base would be available

with effect from the close of the previous accounting period.

This could be particularly helpful to businesses in assessing
their possible tax liabilities and administratively in

gperating the relief for groups of companies (see Seg¢tion 7
elow) .

- New businesses

5.10 The use of opening stocks for the calculation of relief
for the first year of a new business would in many cases be
inappropriate. A simple average of opening and closing stocks
could also be unsatisfactory, particularly where the business
started with little or no stocks but quickly built up to its
normal trading level after the first few weeks. The Government
have reached no conclusion on how the relief might be calculated
for new businesses but subject to views expressed in representa-
tions, they believe that the answer might be to adopt a notional
value of opening stocks which would reflect, so far as possible,
the normal level of stockholding through the first year.

- Conclusion

5.11 There is no single method which is both administratively
practicable, and also capable of yielding an unambiguously
correct measure of the effects of price changes in all
situations.* 1In each case, it is a question of degree - on
the one hand of approximation of measurement, on the other
hand of complexity and subjectivity. The system used for tax
purposes must be capable of being worked in practice by

*cf The guidance Notes on SSAP 16: Current Cost Accounting,
paragraph 73; published by the Accounting Standards Committee,

1980.




businesses of all types and sizes, including not only the

half million active companies within the charge to corporation
tax but also the 2 million or so self-employed within the
charge to Schedule D income tax. The Government believe that
these considerations point to a system which is as simple and
easy to operate as possible. They propose therefore that,
except in the case of new businesses, the relief should be
based on opening stocks.

The measure of inflation

5.12 Having considered the stock figures to be used for
calculating the relief, the next question is how the change
in prices is to be measured. There are 3 main options:

a. Adopting for tax whatever measure of price changes
individual businesses themselves use for the cost of
sale adjustment (COSA), where they provide current cost
accounts in accordance with the principles of SSAP 16.

b. Adopting the 90-odd official indices measuring
changes in the price of stocks for particular industries
which have been prepared by official sources for use by
businesses for the purposes of current cost accounting
(the PINCCA indices);* these would be supplemented by a
general index for those industries where specific
indices are not available. /

o] Using a single index, measuring the general rate of
inflation affecting stocks,**

- Adopting whatever figures individual companies use for
purposes of current cost accounting

5.13 The general approach in SSAP 16 is to give businesses

a wide measure of discretion to adopt whatever measure of
price changes appears to be appropriate in their particular
circumstances. Thus, they may use one or more of the official
indices, or an index published by non-Government sources; they
may construct their own internal index; or they may use the
actual replacement cost of particular items of stock.

* Price Index Numbers for Current Cost Accounting: published
by HMSO on behalf of the Government Statistical Service.

**The term 'inflation' is commonly used to express a number of
different, if related, meanings. It is used here for
convenience to mean the rate of price changes over the
business sector as a whole, as they affect stocks.




5.14 This would not be a practical basis for tax relief. It
would introduce an unacceptable degree of subjectivity into

the calculation of tax.* The application of price measurements
of this kind could not in practice be monitored by tax offices.
And there is, finally, the difficulty that many businesses -
perhaps, in the short-term, a majority by number - will not be
preparing accounts on a current cost basis.**

5.15 For practical purposes, therefore, the choice is between:

a. the industry-specific indices prepared by official
sources - substituting these, where necessary, for the
particular price movements used by individual businesses
in their current cost accounts, and

* cf The recognition of the need for reasonable certainty in
tax matters in a consultative document on accounting standards
published by the Accountancy Bodies in 1978.

"It is helpful to distinguish between users [of company
accounts] objectives which are:

- legally orientated, in which certainty of calculation
is the main aim: and

- those needs which are orientated more towards economic
factors in which judgment may be more important than
certainty ...

Vhere ... tax is involved, the less subjectivity the better.
Figures derived for these purposes must be capable of
calculation without undue difficulty, and they must readily
be verifiable by audit."

(Setting Accounting Standards: a consultative document
issued by the Accounting Standards Committee, 1978;

paragraphs 7.3 and 7.4)
**SSAP 16 does not apply to:

a. entities which do not have any class of share of
loan capital listed on the Stock Exchange and satisfy
at least 2 of the following 3 criteria:

1 they have a turnover of less than £€m5 per annum

130 their balance sheet total at the commencement of
the relevant accounting period is less than Em2k,
as shown in the historical cost accounts, and

e by the average number of their employees in the
United Kingdom is less than 250

or to certain other specialised institutions. The
Accounting Standard Committee has issued guidance notes
for small and medium-sized businesses "CCA the easy way";
but for other businesses CCA is optional, not mandatory.




b. a single index, measuring the general rate of
inflation affecting stocks.

- General considerations

5.16 The cost of sales adjustment (COSA) in SSAP 16 is the
difference between the value to the business and the historical
cost of the stock consumed in the period. It is of the
essence of this approach that each individual business should
have regard to the particular price changes which it itself
has experienced. Thus, for example, when a manufacturing
business decides a price at which it will sell its products,
and the amount of its profits which it will reinvest in the
business or distribute as dividends, it will have regard to
the replacement cost of the materials used - rather than to a
generalised index.

5.17 Nevertheless it is well established that the requirements
of the tax system and of accountancy practice do differ in
important respects. 1In a period of rising prices, most price
increases reflect no more than the fall in the value of money.
But other price increases reflect increases in stock value.
Thus in the past decade, after allowing for inflation, the
real price of oil has increased many times. The same is true
of precious metals and products incorporating them; and in
other areas as well. It is not self-evident that profits due
to real price increases of this kind should be exempted from
tax. . '

- Practical aspects

5.18 The practical aspects are also necessarily important,
for a scheme that must be applied, in a consistent way, by up
to 2% million incorporated and unincorporated bhusinesses.

5.19 First, it must necessarily be more complex to operate a
scheme of relief employing 90 or so separate industry-specific
indices, than a scheme employing a single index. The former
approach would require each business to identify which index
was appropriate to its particular line of operations; and in
some cases a business might need to apply different indices to
different categories of stock. This task would naturally be
most onerous during the initial setting up of the new scheme -
and in particular for less sophisticated businesses that would
not necessarily be conversant with PINCCA and the rules for
choosing an individual index out of the 90-odd indices
available to them. Thereafter, rules would also be needed to
determine the circumstances in which a business could change
from one index to another. All these matters would provide
areas of doubt and dispute.

5.20 There are some industries for which it has not been
possible to construct any industry-specific index. For these
industries, there is no escape from adopting a general index.




5.21 Second, the use of a single index could have advantages,
in handling 2 particular problems which could otherwise pose
practical problems:

a. Dealing profits: A business buys (say) copper,
anticipating a rise in the market price, and subsequently
sells that copper at a profit. It would be indefensible
to apply for tax purposes the current cost index for
copper to a transaction of that kind, and say that the
business had made no "real" or taxable profit. This is
recognised in the Statement of Standard Accountancy
Practice.* 1In practice, however, it would often be very
difficult, if not impossible, for a tax office to segregate
dealing and other activities within a single business,
and apply different principles or indices to each. By
contrast a single index would give relief only for the
general rise in prices.

b. Price reductions: Even at a time of rapid general
inflation - for example, even during 1975 - it is usual
to find some individual prices falling. It is entirely
consistent with the principle of CCA, that the accounts
of a business should calculate a "real" profit, by
comparing current selling prices of stocks with the
current (lower) replacement costs, even where current
replacement costs are lower than historical cost. It is
conceivable that this could result in a CCA profit being
shown even though in historical cost terms an actual
loss has resulted from the transaction. However, it is
not altogether easy to see how these principles could

be interpreted for the practical purposes of tax
administration. A business which is having to sell
stocks at less than their original purchase price, at a
time when prices generally are rising rapidly, might
perhaps find some difficulty in generating cash flow to
pay a tax bill based on the assumption that in CCA terms
1t is making a "real" profit.

- Conclusion

5.22 The Government believe that the general arguments in
paragraph 5.17 above and the more practical arguments in
paragraphs 5.18 to 5.21 - including, in particular, the practical
constraints that are inevitably involved in setting up a new
scheme of this kind - point conclusively towards the use of a
single index for the purposes of the new scheme to be introduced
in the 1981 Finance Bill.

Choice of index

5.23 The Government do not believe that the retail price
index would be a relevant or appropriate measure of inflation
for the purposes of the new relief. The GDP deflator is a
broader measure of inflation, but is ruled out for practical
purposes py the fact that it is not available quickly and is
subject to frequent revision.

*Guidance notes on SSAP 16: Current Cost Accounting,
paragraphs 78 and 79.




5.24 The Government propose to use a general index, measuring
movements in the prices of business stocks, which has been

prepared for this purpose by the Government Statistical Service.
This is essentially derived from the PINCCA series. Further

details are given in Appendix 1.

Claims for relief in respect of small holdings of stocks

5.25 One effect of the profit restriction in the present
scheme of stock relief is to exclude many claims where the
amount of stock at question is small in relation to the total
size of the business.

5.26 At present some 300,000 companies can be entitled to
stock relief. The existence of the profit restriction,
coupled with the fact that in any year some companies' stocks
decline in value, reduces the number who can actually claim to
200,000. With the disappearance of the restriction and the
granting of relief even where stock values fall, it is necessary
to incorporate some alternative test which would exclude those
cases where the tax involved is relatively small. It is
therefore proposed that there should be a threshold to the
scheme of £2,000 of stock: where stocks exceed £2,000 relief
will be given on the excess. Despite this threshold some
250,000 companies will qualify for relief compared with the
present figure of about 200,000. For the self-employed, where
the numbers are much greater, the substitution of the proposed
threshold of £2,000 for the profit restriction will again
entitle substantially more cases to relief than at present and
will be proportionately more generous.

Clawback

5.27 Relief under the new scheme will be calculated on the
total stock held at the beginning of the year. It will not be
related to changes in the level of stocks during the year and
consequently will be available whether stocks increase or
decrease.

5.28 It follows that, for the normal continuing business*
there will be no question of a charge to tax by way of
clawback** as a result of any fall in stock levels.

5.29 However, the considerations which apply to "the
maintenance of the net operating assets and thus the operating
capability of the business"*** are not relevant when a business
ceases, and its assets become available for distribution.
Moreover, the distribution to the proprietors of a tax-free
investment reserve, in circumstances of that kind, would raise

SSAP 16 emphasises that CCA is based on the normal
"fundamental accounting concepts", including in particular
the concept that the accounts of a business should be
prepared on the assumption that it is a "going concern"
SSAP 16, paragraph 30.

** See paragraphs 1.1 and 2.5 above.

***Guidance Notes on SSAP 16, paragraph 8.




questions of equity, as between the business proprietor and
other individuals who, in the absence of any general adjustment
for the effects of inflation in the tax system, cannot claim
any special fiscal relief, allowing them to maintain out of
their pre-tax income the real value of their capital. This
problem of equity would be most obvious in the case of the
short-term trading adventure, undertaken largely in the hope

of capital gain, and maturing within one or two years.

5.30 The Government believe therefore that there should

remain provisions for the clawback of past relief in the
special situation in which a business ceases; and for practical
reasons, the same rules would apply where a business which is
not actually wound up falls to a very low level.

5.31 The Government propose therefore that there should be a
charge to recover relief where and to the extent that the
value of the closing stock of a period falls below the total
relief given for that and previous periods. Relief previously
recovered will be excluded from the total for this purpose, as
will amounts written off (on an extension of the existing
scheme which provides for write off of relief after a 6 year
period where not recovered in the interim). On a cessation,
the whole of the outstanding relief will be recovered. On a
substantial reduction in business activity the recovery will
be limited to the excess of outstanding relief over the value
of the closing stock. .
5.32 To ensure that a genuinely continuing business is not at
risk from this residual form of clawback, merely by the fact

that it experiences a very sharp fall in stock levels at a
particular point in time as a result of vicissitudes of trade,
there will be no recovery charge if the Inspector - or on
appeal the Appeal Commissioners - are satisfied that, despite
the fall in stock, there has been no permanent reduction in
the scale of operations.

Cancellation of Unused Relief

5.33 To prevent a continued build-up of significant amounts
of unused relief, with its implications for the future yield
of tax, the Government propose to limit the carryforward of
unused losses attributable to stock relief. At the six year
point, when the balance of any unrecovered relief is being
written off, any unused stock relief for the same period of
account will be cancelled and will thus no longer be available
for relief against future profits.

Periods of account shorter or longer than 12 months

5.34 For periods of account of less than 12 months, the

new relief will be allowed by reference to the change in
index over the relevant period. And the same basic rule will
apply where the period of account exceeds 12 months, subiject
however to special rules for the period beyond the 12 months
point.




SECTION 6 - THE CREDIT RESTRICTION

Outline
6.1 The Government propose that the new stock relief should

be abated to take account of the extent to which stocks are
financed by trade credit or other borrowing.*

General considerations

6.2 The new stock relief is intended to adjust the taxation
of business profits so that it takes more direct account of
the cost of replacing stock at a time of inflation. The
Government believe that, for two reasons, this approach
requires relief to be reduced where stocks are financed by
trade credit or other borrowings.

6.3 First, to the extent that a business finances its stocks
by trade credit or some other form of borrowing it does not
itself directly bear the effects of inflation on the value of
those stocks. On the contrary, it benefits from the falling
real burden of its debt.

6.4 Second, there is an important link between the tax treatment
of the effects of inflation on stocks (and other assets) and
on interest. Under present tax rules, a business is allowed a
deduction for the full cost of its interest payments, including
not only the element which might be said to represent a "real"
rate of interest, but also the excess which is attributable to
inflation. It would be quite wrong in principle to allow the
full amount of all interest as a deduction for corporation tax
purposes while at the same time giving relief for the effects
of inflation on stocks without any adjustment for credit or
other borrowings. To do so would be to give relief twice for
what in effect was the same inflationary cost.**

6.5 This link between the effects of inflation on stocks (and
other assets), on borrowings and on interest is recognised in
the provisions in SSAP 16 for a monetary working capital
adjustment (MWCA) and a gearing adjustment.

This term will be used throughout the rest of this Section to
include all forms of borrowing, trade and other credit
obtained, bills, overdrafts, normal loans and debentures
whether short or long-term and provisions to the extent that
they represent estimates of known liabilities. It excludes
ordinary and preference capital, deferred tax and other
provisions and reserves and proposed dividends. The
treatment of leasing will require special consideration.

**Broadly the same principle applies, where the interest costs
are effectively reflected in the price of goods obtained on
extended credit.




Form of the credit restriction

- General

6.6 The credit restriction needs to meet the following
criteria:

a. It should be effective in restricting the amount of
relief where stocks are wholly or partly financed by
borrowing.

b. It should be certain and offer no tax advantage to a
business switching from one form of borrowing to another.

Gl It should be objective and therefore in a form which
can readily be monitored.

d. It should, so far as possible, be simple and straight-
forward in order to keep the administrative costs of the
scheme, for the Revenue and business alike, to the
necessary minimum.

- The approach in SSAP 16

6.7 The inflation adjustment in SSAP 16 in respect of monetary
liabilities is in two parts:

a. The monetary working capital adjustment (MWCA) This,
in particular, operates to reduce the cost of sales
adjustment in respect of stock where, broadly speaking,
the business is a net recipient of trade credit. The
adjustment also takes account of bank balances, cash
holdings and overdrafts to the extent that these are used
to finance stock and trade debtors. In other words, the
effect of the MWCA is broadly to limit the inflation
adjustment for stocks to the amount by which the value of
stocks exceeds net trade credit received plus other net
borrowings included in working capital.*

b. The gearing adjustment This further reduces all the
ccA adjustments (including the COSA) by the ratio that

all other net borrowings of the business, ie excluding
those included in the MWCA, bear to the total net operating
assets.

6.8 The approach adopted in SSAP 16 leaves businesses with a
wide measure of discretion to allocate borrowings between the
two monetary adjustments, in whatever form they consider
appropriate to their particular circumstances. For tax
purposes, however, the Government believe that a basis of this
kind would be unacceptably subjective. For example, there is
no objective basis on which a tax system can distinguish
whether part or all of a bank overdraft is being used to
finance stocks, or to finance some other asset or operation.

*See also paragraph 6.19 below.




6.9 Even where a particular tranche of borrowings is formally
linked with a particular obiect of expenditure - goods bought

on credit, or property bought on a mortgage - the result may

be, on a broader view, to release internal funds for other
business purposes which otherwise would have had to be

financed from bank overdraft or other general purpose borrowings.
Thus any attempt to hypothecate particular items of finance

to particular items of expenditure tends to be not only
subjective but, in the last resort, very often artificial.

6.10 To draw a distinction of this kind between different
forms of borrowing would inevitably create a fiscal incentive
for businesses to channel their finances away from the less
favoured form of borrowing towards the more favoured form.

For example, if one sought to distinguish between the tax
treatment of trade credit and bank overdraft, businesses would
have an incentive either to pay off their trade creditors and
increase their borrowings from the banks or (at least) to
interpose a financial intermediary between themselves and
their trade suppliers. In the result, not only would a credit
restriction itself be ineffective, but the consequent distur-
bance in the normal patterns of business financing would
create serious new problems of monetary management.

- The Government's proposals

6.11 The Government believe that for tax purposes the right
approach is one which avoids any attempt to hypothecate
particular sources of finance to particular items of expenditure.
They therefore propose ‘that for the purpose of the credit

restriction total borrowings as defined should be pro-rated as
between stocks and other assets. The restriction could therefore

be expressed as:

borrowings as defined in the footnote to

paragraph 6.1 above

stocks

total assets of the business. These would generally
be derived directly from the appropriate balance
sheet of the business, after such adjustments as
might be necessary to bring that total into line with
a standard presentation. In a normal case where
current cost balance sheet figures are available,
these will be taken.

6.12 The credit restriction would thus proceed on the basis
that the total assets of the business are financed, pro rata,
from a general pool of borrowings. The Government see this as
an essentially neutral approach which, whilst making no
attempt to relate particular borrowings to particular assets
for which they were, or were claimed to have been, incurred,
provides no artificial incentive for businesses to route their
finance through one channel, rather than through another.




- Practical aspects and implications for smaller businesses

6.13 The Government have framed their proposals in

paragraph 6.11 above with the intention of reducing to a
necessary minimum the administrative effort and cost which

will be involved in operating the credit restriction, both for
businesses and for the Revenue. The credit restriction will

so far as possible be based on information already available

in businesses' balance sheets, with a necessary minimum of
special adaptation and avoiding, so far as possible, special
rules for setting particular liabilities off against particular
assets.

6.14 No form of credit restriction can be simple or easy to
operate. The Government are concerned to reduce the administra-
tive burden on businesses, and in particular on smaller
businesses. This points to applying the restriction only in
those cases where the amount of tax at issue is significant.

6.15 The Government therefore propose to apply the credit
restriction only to those businesses in which the value of
trading stocks exceeds a reasonably high threshold. For this
purpose, the threshold might in the first instance be set at a
figure of stocks of not less than €ml. The figure would need
to be reviewed periodically in the light of changes in the
general price level.

6.16 On this basis, the detailed rule might be that, where
stocks qualifying for relief* exceed £ml, relief will be
given on the value of qualifying stock as reduced by the
credit restriction, or on £ml, whichever is the greater.

Thus there will be no restriction of relief for smaller
businesses; in the largest cases, however, the credit restric-
tion will apply to the total value of qualifying stocks,
except that relief will always be due on a minimum figure of
€ml where stocks exceed that level.

6.17 It is estimated that the threshold of gml will exclude
virtually all unincorporated businesses from the scope of the
credit restriction - with the possible exception of a few of

the largest partnerships. It will also exclude a high proportion
of all companies, whilst still retaining the effect of the
restriction for something of the order of 90 per cent of the
total amount of stock relief.

Groups of companies

6.18 Special provisions will be necessary in applying the
credit restriction to companies within groups and this and
the application of the scheme generally to such companies is
considered in more detail in Section 7.

*That is, the amount in excess of the "de minimis" threshold
of £2,000 - see paragraph 5.26 above.




Net monetary assets

6.19 This paper does not discuss the possibility of providing

a tax relief for businesses in respect of net trade debtors or
for the clearing banks and other institutions holding net
monetary assets. This issue raises major questions of principle
and falls more properly to be considered in the wider-ranging
Green Paper referred to in paragraph 2.7 above.




SECTION 7 - THE TREATMENT OF COMPANIES IN GROUPS

Outline

7.1 Special provisions will be necessary to determine a
company's entitlement to stock relief where it is a member of
a group. In particular (see 7.8 below) the credit restriction
will need to be calculated by reference to the circumstances
of the group as a whole.

7.2 The provisions will be designed so far as possible not to
disturb the existing well-tried arrangements under which
corporation tax on company profits (other than for the purposes
of the new stock relief) is assessed and paid at the individual
company level.

Relief in respect of stock holdings

7.3 It is the stocks held by each company within a group
which will attract stock relief. The amount of the relief will
however be subject to the operation of the credit restriction
which can be determined only by reference to the group as a
whole. The Government propose that, where a company is a
member of a group, title to the new stock relief should formally
depend on the claim being made by one company, normally the
parent in a United Kingdom group, on behalf of the group as a
whole. This company will formally be responsible for
identifying itself and all members of its group to the local
Inspector of Taxes who normally deals with its affairs, and

for providing any necessary information about the total stock
holdings and borrowings etc of the group.

7.4 1In practice, the great majority of company groups will

have total stock values of less than €ml, and will not therefore
be affected by the credit restriction. In these cases it will
be possible to arrange that the computations for the individual
member companies should proceed independently. Thus the

relief will be calculated by reference to the value of each
individual company's stocks in excess of £2,000 at the beginning
of the relevant period of account. Consequently, the full

basic relief will be allowed and the corporation tax liability
for the individual company will be settled in much the same

way as at present.

7.5 In other cases - where the total value of the stocks held
by the group exceeds £ml = calculation of the net amount of
relief will not be possible until the credit restriction and
any other adjustments have been agreed by the Inspector
dealing with the top or helding company of the group. In
other respects, however, any questions relating to the relief
will be dealt with directly between the individual company and
the local Inspector.




7.6 Where there are inter-company sales, relief will be given
by reference to the value of the stocks in the balance sheets
of the individual companies, not by reference to the lower
value shown in the consolidated balance sheet of the group
(which will as a rule exclude the profit element in inter-
company sales).

7.7 The arrangements will involve close liaison between those
handling the affairs of the top or holding company and of the
other members of the group. What will be required for a
particular group will depend on its own circumstances. The
objective will be to simplify procedures so far as possible.

The credit restriction

7.8 It is proposed that the credit restriction should be
applied by reference to the borrowings of the group as a whole,
This accords with the realities of a situation in which groups
of companies commonly arrange their financing on a group

basis - sometimes arranging for one company within the group

to act as "banker" for other member companies. Any other
approach would leave scope for avoidance of the credit restric-
tion within groups of companies. ‘

7.9 This approach is consistent with the general principle in
SSAP 16 that current cost accounts should be prepared on a
group basis and that the gearing adjustemnt should normally be
calculated on this basis "in order to avoid anomalies which
could occur where the pattern of inter-company financing does
not mirror the external® group financing arrangements".*

7.10 Once the credit restriction has been determined at the
group level, it will then be applied to the stockholdings of
the individual companies and in their tax computations.

Definition of the group

7.11 For the purposes of the new relief it will be necessary
to bring within the group all subsidiary companies over which
the parent exercises effective control, directly or indirectly.
It is proposed therefore that the group should comprise all
resident companies in which a top or holding company resident
in the United Kingdom either owns more than 50 per cent of the
shares or has voting control whether or not they hold stocks
and whether or not they are trading companies. A group of
United Kingdom companies with a non-resident parent will also
be treated as a group for this purpose.

'7.12 Special rules will be necessary to deal with overlapping
groups. For example: company A owns 33 per cent of company B
and 33 per cent of company C. Company B owns 60 per cent of
company C: The groups could be AC and BC but not AB. There
will need to be a rule to determine to which group company C
should be attached.

*Guidance Notes on SSAP 16: paragraph 142.




Companies joining and leaving groups

7.13 The basic rule will be that the group's credit restriction
will be calculated by reference to circumstances at the
beginning of the top or holding company's period of account

and will not be altered by companies joining or leaving the
group during the course of that period. This will mean that:

a. An "incoming" company will retain any entitlement to
stock relief which it previously enjoyed, up to the
beginning of the new group's next period of account.
Where that date is less than 12 months from the beginning
of the subsidiary's last period of account, then the
subsidiary's stock relief will be calculated by the
increase in the index over that shorter period.

b. The new group's credit restriction will not be
recalculated until the beginning of its next period of
account.

A subsidiary will normally have the same period of account as
its parent; but rules may be needed to take care of the case
where accounting periods do not coincide.

7.14 By the same token, where a company leaves a group, oOr is
dissolved, after the beginning of the group's period of
account, it will, for the accounting period then current, have
a title to stock relief based on its own stock holding at the
beginning of that period and the group's credit restriction as
established at that time. The departure of the company will
have no effect on the relief available to the other group
members for the accounting period and the departing company
will carry with it its established title for the period then
current. The basis for the calculation of the relief will in
general be the increase in the index from the commencement of
the company's period of account until it ceases trading or
starts a new period of account. Special arrangements may be
required in cases where the accounting periods exceed 12 months.

Reconstructions

7.15 The general principles in the previous paragraphs will
be followed where the whole or part of a trade is transferred
on the reconstruction of the group. Relief will again be
calculated on a time basis by reference to the growth in

index over the relevant periods of account, and apportionments
made where necessary.

New businesses in groups

7.16 The treatment of new businesses formed (as distinct from
acquired) during the course of the parent company's period of
account presents a special problem. To allow relief as for new
businesses generally (paragraph 5.10) could provide scope for
manipulation of stocks within the group. One approach might

be to provide that the stocks held by the new business would
qualify for relief only from the beginning of the group's next




period of account - leaving it to the group to decide whether
it should start a new period of account at the time when the
new business started. If this were not felt to be acceptable
and it were considered that relief should be given on the same
basis as for other new businesses, then it would be necessary
to provide that relief should only be available if the stocks
held by the new business were not matched by a fall in the
value of stocks of other member companies. Where necessary,
the group would need to provide details of stock levels in the
companies throughout the group before and after the commencement
of the new business.

7.17 If relief were to be given to the new business, the
credit restriction to be applied would be that for the group
as a whole at the beginning of the period of account in which
the new business was set up.

Overseas companies

7.18 In many cases the consolidated balance sheet of a group
will include entries in respect of overseas subsidiaries.

7.19 One approach might nevertheless be to base the credit
restriction on the consolidated balance sheet. This approach
would require a definition of the group which included non-
resident companies, although of course only the qualifying
stocks of group companies resident in the United Kingdom would
be eligible for relief. This would have the advantage that it
‘would require a minimum adaptation of the consolidated'balance
sheet for the purposes of the new relief.

7.20 The alternative approach would be to base the credit
restriction on the assets and liabilities of the group as
defined in paragraph 7.11 for the main stock relief provisions.
However, it would require the group to compile a special
consolidated balance sheet consistent with its published
balance sheet but limited to the United Kingdom elements in
the group and thus counting credit and other borrowings
obtained from the overseas subsidiary as United Kingdom group
borrowing.

Anti-avoidance provisions

7.21 There will be a general rule to deny relief in circum-
stances where it appears that the group structure has been
manipulated to avoid or minimise the credit restriction.

Interaction between the tax affairs of the group and the
individual company

7.22 The claim for the new stock relief will be made at the
group level. In some cases, it will not be possible to
finalise the relief to be made available to an individual
company until the accounts of the group as a whole have been
agreed. The scheme of relief and credit restriction envisaged
does however leave entitlement to turn on the group entity,
its stock holdings and its credit ratio at the commencement of




the accounting period. The underlying computations required
need not therefore be left until after the accounting period
ends and it should often be possible to produce and agree such
figures as are necessary at group level before the individual
companies are ready to move on to their own computations.

7.23 These arrangements for the new relief will be separate
from the arrangements for determining the tax liability of the
individual company on its conventional profits. These will
continue to be determined direct between the company itself
and the Inspector of Taxes with which it normally deals. For
example, there will be no question of delaying the computation
of the individual company's profits, or delaying payment of
the tax involved, where for one reason or another there is
delay in establishing the stock relief available to the group
as a whole or its allocation between the various member
companies within the group.

7.24 However, where it is clear that relief will be due,
Inspectors of Taxes will make allowance for stock relief on a
provisional basis, in determining the tax liability of an
individual company. Any balance will be given by way of
repayment if it cannot be determined before the tax becomes
due and payable.




SECTION 8 - UNINCORPORATED AND SMALLER BUSINESSES

8.1 The arrangements for unincorporated businesses will

follow those for companies. Relief will be computed by

applying the percentage change in the "all stocks" index to

the value of opening stocks after deducting the first £2,000.

In the very few cases where this figure exceeds £ml, a credit
restriction will apply, on the same broad lines as for companies.
As with the present scheme, relief will be given as a deduction
in charging the profits of the trade. There will be no clawback
of past relief where stock values fall, except in the case :
where a business ceases or is reduced to a very low level.

8.2 On balance the Government's proposals will tend to provide
more generocus relief for the small business sector. Although
the £2,000 "threshold" will have a relatively greater effect
on unincorporated businesses, this will be more than outweighed
by the abolition of the present profit restriction, which has
weighed heavily on many smaller businesses.* Small businesses
will also be untouched by the credit restriction. And, like
other businesses they will benefit from the absence of clawback
when the book value of stocks falls; there are some indications
that small businesses have been reluctant to claim stock

relief because of fears that subsequent clawback charges might
pose liquidity problems.

8.3 The amount of extra relief which the proposals will give
the unincorporated sector will vary from year to year. The
cost to the Exchequer of the present scheme of stock relief
for unincorporated businesses has risen from some £€m10 in
1975/76 to some £ml125 in 1980/81. At present the new relief
will be worth significantly more than that.

Partnerships

8.4 The same general rules will apply to partnerships as to
other businesses. The credit restriction will be based on

the partnership balance sheet, with loans from individual
partners (but not their capital accounts) counting as borrowing.

*The profit restriction tends to fall more heavily on
unincorporated businesses than on companies. The former have
stock relief restricted by a percentage of all their profits;
the latter have relief restricted by a percentage of the
company's profit after taking out the proprietors'
remuneration. This effect is partly - but almost certainly
not wholly - mitigated by the fact that the profit restriction
is set at a lower percentage (10 per cent, compared with
15 per cent) for unincorporated businesses.




SECTION 9 - COMMENCEMENT AND TRANSITIONAL ARRANGEMENTS

Summary

9.1 It is proposed that the new scheme should take effect in
2 stages:

a. For periods of account straddling or ending on

14 November - the date of publication of this document -

the new scheme should come into effect, giving relief for
the effects of inflation on stocks, but without a credit

restriction.

b. For periods of account beginning on or after
14 November, the new scheme will have full effect,
including the credit restriction.

There will be special arrangements for businesses which would
otherwise be substantially worse off during the transitional
period.

General considerations

9.2 1In present circumstances the new system will on the whole
be more favourable to businesses than the existing scheme of
stock relief. In particular, it will relieve from the threat
of clawback many companies which have had to reduce stock
levels in response to pressures on profits and liquidity. It
will also distribute the relief more fairly and put an end to
the unjustified advantage which certain businesses derive from
the existing arrangements.

9.3 For all these reasons, the Government believe that the
new scheme should be brought in from the earliest possible
date.

9.4 There would also be a formidable avoidance problem if the
relief were brought into effect from a future date. Thus it
would provide scope for a business to build up the volume of
its stocks after the date of publication of this document and
claim stock relief under the old rules in respect of that
volume increase, in the knowledge that there could be no
"clawback" of that relief if it subsequently ran down its
stock volumes to a more normal level. 1In theory, it would be
possible to frustrate avoidance of this kind by providing for
clawback to continue under broadly the existing rules in
respect of any stock relief given under those rules. But that
would not only be a formidable further complication of an
already complex scheme; it would also frustrate one of the
Government's main objectives in introducing the new scheme.
Clearly it would be much better to ensure that the transitional
arrangements themselves avoid giving opportunity for abuse.




The Government's proposals

9.5 A possible approach would be to divide all periods of
account which straddled the date of publication of this paper.
Under this approach, relief would be given under the existing
scheme for periods up to the date of publication; and under
the new scheme for periods after the date of publication.
However, the Government believe that the special stock-taking
which businesses would be required to undertake for the
purposes of this approach would present an unacceptable
administrative burden. It would also leave in place the
threat of "clawback" in respect of all reductions in stock
that have already taken place during periods of account now
current.

9.6 Another possible approach would be to apportion (on a
time basis) all periods of account straddling the date of
publication of this document. This would avoid the need for a
special stock taking, which would be required under the
approach in paragraph 9.5 above. However, it would do little
if anything to relieve the problem of "clawback" in respect of
reductions in stocks during the current year. And it would
also be open to the same avoidance arrangements as those
described in paragraph 9.4 above.

9.7 It is therefore proposed that the new relief (other than
for the purposes of the credit restriction) will be brought in
for the whole of the periods of account straddling or ending
on 14 November - the date when this consultative document is
published. The credit restriction will take effect only for
periods of account beginning on or after 14 November.

Periods of account over 12 months

9.8 There will be special arrangements when an accounting
period straddling 14 November exceeds 12 months.

Increases in stocks before 14 November

9.9 1In general, most businesses are likely to benefit from

the new arrangements. However, there will be some businesses
which could be worse off under the new scheme. These will
include in particular businesses which have been restoring
their depleted holdings of stocks following, for example, major
disruption in supplies during 1979/80.

9.10 It is therefore proposed that there should be special
transitional arrangements for periods of account straddling
14 November. Under these arrangements - and subject to the
provisions in paragraph 9.12 below - businesses will be able
to choose for periods of account straddling 14 November
whichever is the more favourable of:

a. relief calculated under the new rules, or
b. relief based on the old rules, except that no

account will be taken for this purpose of any increase in
the value of stocks after the date of publication.




9,11 For the reasons already explained - paragraph 9.5 above -
these arrangements will not require businesses wishing to
benefit from them to provide a formal audited valuation of
stocks at 14 November. Where a business has such figures,

the Revenue will of course accept them. In other cases, the
Revenue will accept reasonable estimates, supported where
necessary by such documentary evidence as may be available,

for instance records of purchases and sales.

9.12 To avoid placing on either businesses or tax offices a
disproportionate administrative burden where the balance of
advantage between the old and the new schemes may be no more
than marginal, the Government propose that the option at
paragraph 9.10 above should be available only where the amount
of relief due under the old rules as modified in

paragraph 9.10.b. would be at least 25 per cent more than the
relief due under the new scheme. The additional relief
available under the option would then be limited to the amount
in excess of 25 per cent of the new relief.




SECTION 10 - CONCLUSION

Summary of Proposals

10.1

It is proposed that:-

a. the present system of stock relief should be replaced
by one which is confined to the effects of inflation on
stocks, broadly without regard to fluctuations in stock
levels (paragraphs 5.2 to 5.11);

b. the relief should be calculated on the basis of
stocks at the beginning of the period of account, subject
to special provisions for new businesses (paragraphs 5.2
to. 5l

. relief should be given by reference to percentage
movements in a single index over the period of account
(paragraphs 5.12 to 5.22);

d. the index used should be the "all stocks" index
(paragraphs 5.23 to 5.24);

e. the first £2,000 of stocks held by a business should
not qualify for relief (paragraphs 5.25 to 5.26);

£3 the present profit restriction should disappear
(paragraph 4.2);

g. there should be no clawback of relief when stock
values fall except in cases of cessation or near-cessation
(paragraphs 5.27 to 5.32);

h. the new scheme should include a credit restriction
under which total borrowings (as defined) would be pro-
rated between stocks and other assets (paragraphs 6.1 to
6.12);

1. the credit restriction should apply only where
stocks exceed £ml, when relief would be on the greater
of €ml or stocks as reduced by the credit restriction
(paragraphs 6.13 to 6.17);

Jis for groups, the relief, as reduced by the credit
restriction should be computed by reference to the
circumstances of the group rather than the individual
company (paragraphs 7.1 to 7.24);

k. the new scheme should (except for the credit restric-
tion) apply for periods of account ending on or after

14 November 1980 - the date of publication of this document
(paragraphs 9.1 to 9.7);

15 the credit restriction should apply for periods of
account starting on or after 14 November - the date of
publication of this document (paragraphs 9.1 and 9.7).




m. there will be special rules to ensure that
businesses are not substantially disadvantaged during
the transitional period (paragraphs 9.9 to 9.12).

Comments

10.2 The Government invite comments on these proposals. They
should be made in writing to the Secretary, Board of Inland
Revenue, Room 69, New Wing, Somerset House, London WC2R 1LB,
if possible by the end of December 1980.

10.3 Further copies of this document are available on applica-
tion, in person or in writing, to the Public Enquiry Room,
New Wing, Somerset House, Strand, London WC2R 1LB.




APPENDIX ONE

THE "ALL STOCKS" INDEX

e The Department of Industry in collaboration with the
Central Statistical Office and other Departments is developing
an index to reflect the price changes in stocks (of materials
and fuel, work in progress and finished goods) held by all
corporate and unincorporated businesses. The index is a
weighted average of price indices for stocks published in
"Price Index Numbers for Current Cost Accounting" (PINCCA).

e The figures for this "all stocks" index will be published
month by month with the PINCCA figures in Business Monitor MM17,
"Price Index Numbers for Current Cost Accounting (Monthly
Supplement)". The monthly figures will be brought together

in an annual PINCCA booklet. In addition the Inland Revenue
propose to issue regular press notices giving the "all stocks"
index numbers.

3% Work is still proceeding on constructing the index.
Publication is expected to commence in the Spring of 1981
when figures for past months will be made available in ah
Inland Revenue press release to provide information relevant
to periods of account straddling or ending on the date of
publication of the present document. Thereafter updated
figures will be published monthly, within some three months
of the end of the month to which they relate.

4. For illustrative purposes, some provisional values of the
index are given below showing the trends over the period
December 1972-79. These are based on preliminary work undertaken
by the Central Statistical Office and the Department of Industry
and they are subject to revision when the definitive version of
the index is available in the Spring.

Price Index for Stocks held by all Corporate and
Unincorporated Businesses

Provisional series for December (Average 1975 = 100)

1972 1973 1974 1975 1976 1T 1978 1979

619 ¢ '73%5 1% 89.9' 1 10657 “128.6 ~142%00 185,90 1795

% increase on
previous year 18.7 22.3 18.7 2075 L 8.7 15.4

S Provisional quarterly figures for [1979] and [1980] are
as follows:-

1979 1980




APPENDIX TWO
INCIDENCE AND YIELD OF CORPORATION TAX: EFFECT OF THE
GOVERNMENT'S PROPOSALS
A. YIELD AND DISTRIBUTION OF CORPORATION TAX

Yield and distribution of corporation tax

i The yield of corporation tax is normally dependent, above
all, on the development of company profits. It has in general
recently been less buoyant than (in particular) income tax
collected under PAYE; but it remains a very significant source
of revenue - in 1980/81 the third largest after income tax
itself and VAT.

TABLE 1

Corporation tax: receipts Ebhidlton

1974/75 1980/81

(estimated)

Mainstream corporation tax (MCT)* 19057

—_— —_—

Sfil
Advance corporation tax (ACT)** 1.2%%% Sise
4.9

Total 2419
* net of all repayments

** gross of repayments

**%¥% including ACT addition of Em0.4
2 Consistently over this period, the manufacturing sector
of industry has made the biggest single contribution to
corporation tax; the revenue from distribution and the
financial sector has also been important:
TABLE 2

Percentage distribution of corporation tax receipts

Average 1974/75 to 1979/80

MCT ACT Total
% % %

Manufacturing 34 39 36

Distribution 19 15 A7

Other home* industrial 18 9 15
and commercial

Financial 24 il 28

Other (including 5 4 4
North Sea)

100 100 100

* other than those trading mainly overseas
** including payments by holding companies of groups in
respect of dividends earned by the group as a whole.

More detailed figures are given in the tables at the end of
this Appendix.




Incidence of corporation tax

35 Figures of the absolute yield of corporation tax throw
little light upon whether the tax is effective or appropriate,
unless they can be related to the underlying level of business
profits, on which the tax is levied.

4. There are several ways in which it is, in principle,
possible to approach this question of the burden of tax in
relation to the level of profits - that is, the effective
rate of tax. None of them is exclusively right for all uses.
Different concepts are appropriate for different purposes.

5% The available estimates are related to home industrial
and commercial companies. They take two alternative measures
of tax on these companies' income:-

i. the total yield of tax on company income,* and

ii. the yield after deducting payments of ACT (which
serve to frank the tax credit payable to the shareholders)
- predominantly 'mainstream' corporation tax.

and two alternative measures of profits (each of which 'is
itself different from the definition of gross trading profits
for tax purposes):

iii. historical cost profit, as conventionally measured
in company accounts, and

iv. real profits after adjustment for the effects of
inflation (for the purposes of this illustrative
calculation, this has been taken to be profits attributable
+o the shareholder as calculated in accordance with the
current cost accounting principles in SSAP 16).

6. There would be a significantly different result if the
calculations were based on the total burden of corporation tax

on the net profits of the corporate sector as a whole (net of
losses by those companies that are making current losses), or

if one looked at the effective rate of tax on the profits of
those companies that are currently earning profits. The
difference is likely to depend greatly on whether the comparison
is made in terms of historical-cost or inflation-adjusted profits.

7. The estimates are tentative at present. Very broadly,
however, they suggest that the effective rate of United Kingdom
taxes on the income (net of losses) of the aggregate of home
industrial and commercial companies excluding the North Sea has
recently been of the order of a quarter on the basis of
historical cost profits and of the order of two-thirds on the
basis of inflation-adjusted profits. If ACT is excluded,

these figures become very approximately a sixth and

two-fifths respectively.

* This is the accrual of United Kingdom taxes (including income
tax borne on investment income but excluding tax on capital
gains), with double taxation relief added back but otherwise
excluding overseas tax.




8. These estimates suggest that the effective rate of UK tax
on "real" profits after adjusting for inflation is slightly
higher than the rate on taxable profits (allowing for the fact
that the latter are not always high enough to set-off all ACT).
The estimates. are also broadly consistent _with othexr estimates
suggesting that the proportion of home industrial and commercial
companies having taxable profits and the proportion having "real"
profits have been of the same order - perhaps two-fifths.

Cost of present scheme of stock relief

9. Relief under the present scheme 'varies substantially from
year to year, depending on the extent of stock building and
de-stocking. For example, net relief for 1975 was less than

€2 billion as, in real terms, industry de-stocked. While for
1979, with book values rising by 21 per cent, relief is expected
to exceed £8 billion.

10. In practice, at a time when business profits have been
under severe pressure, many individual businesses and indeed
many groups of companies have not been able to make full use
of all the tax allowances and reliefs available to them. In
consequence, the marginal Exchequer cost of stock relief in
terms of tax forgone* is much less than the total amounts quoted
above multiplied by the marginal rates of tax (for example 52%
for companies). The direct effect of stock relief on accruals
of mainstream corporation tax has ranged from under £1 billion
to £1.5 billion between 1973 and 1978, and is expected to be
about £2 billion for 1979. In each case, the costs largely
affect tax receipts in the following financial year.

11. The unused portion of the various allowances and reliefs -
in amounts now approaching £5 billion a year - has gone to swell
the amounts of tax losses which businesses cannot immediately
use, but carry forward to set against profits which they may
earn in a future year. The cumulative total of such losses

is now estimated to be in the region of £30 billion, of which
approximately one-third - still treating stock relief as the
marginal relief - may be accounted for by stock relief.

12. It is estimated that the value of stock relief is
distributed between the main industrial sectors broadly in
the following proportions:

3

Manufacturing 45
Distribution 25
Othexr HIC 20
Financial, property etc 10

B. EFFECT OF GOVERNMENT'S PROPOSALS ON THE YIELD AND
INCIDENCE OF CORPORATION TAX

General

13. The Government's proposals are likely to affect the yield
of tax on business profits in 2 main ways, as compared with
the present scheme of stock relief.

14, First, the new scheme will:

* derived as the difference between tax yields with and without
stock relief :




a. tend to provide more relief to the business sector
(yield less tax for the Exchequer) when total stock
values are increasing slowly, relative to the increase in
prices; and this effect may be particularly sharply felt
when the business sector is reducing stock values and
would otherwise incur a charge to clawback under the
present system;

and conversely

b. tend to provide less relief to the business sector
(vield more tax) to the extent that businesses are
increasing the volume of their holdings of stock;

in each case, subject to

(= the ending of the profit restriction which tends,
naturally, to be most onerous when profits are highest.
For the reasons already explained, this will be of
particular benefit to unincorporated businesses.

15. It follows that the effect of the proposed changes on the
total yield of corporation tax will vary significantly from year
to year, depending on the underlying economic conditions. On
balance, the new scheme does not seem likely to have the
"pro-cyclical" effect of the present scheme which tends to give
relief for net investment, and to charge tax on net disinvestment.

16. Second, the new scheme will tend to spread the available
stock relief more widely, amongst more businesses (whereas by
contrast, the "volume effect" and the profit restriction in the
present scheme tend to concentrate the available relief into

the hands of fewer businesses). It follows that, of any given
amount of stock relief, a larger proportion is under the new
scheme likely in practice to be effective in relieving tax
currently payable by businesses, and is less likely to be
carried forward to swell the total of unused losses.

Effect of proposed changes

17. An exercise has been undertaken to compare how the

broad yield of corporation tax and income tax under Schedule D
could have been affected, if the new scheme had been in force,
rather than the existing scheme, for accounting periods ending
in and after 1973-74. Any exercise of this kind must be subject
to a very sizeable margin of error. In particular, businesses
would in practice have behaved differently, if the tax regime
had been different; and no attempt has been made to allow for
such changes.¥*

* The general approach adopted was to assume that the only

change in the basic information in the corporation tax assessment
for individual companies was that the existing form of stock
relief was replaced by the new scheme. Levels of profits, capital
allowances due, and non-trading income were unaltered, but other
factors such as the use of group relief and losses brought
forward were adjusted in line with expected utilisation under

the new scheme. The mainstream corporation tax accrual under

the new scheme was then estimated and compared with the accrual
under the existing stock relief scheme. The exercise was based
on a representative sample of some 5,000 companies to assess the
aggregate effects on the corporate sector.




'18. Subject to these important reservations, it is estimated
that, over the period as a whole, the new scheme would on
average have:

a. reduced the tax payable by businesses by substantially
the same amounts as the present scheme, or perhaps slightly
more; but also

b. produced a smaller contribution to the accumulated
amount of unused reliefs and losses being carried forward
at the end of accounting periods ending in 1979-80.

Within these broad generalisations there would have been
significant fluctuations from year to year. The effect on
individual businesses and sectors would also have varied.

Effect of change in present conditions

19. In present conditions, where many businesses have been
reducing their stocks, the proposed changes will in general tend
to increase the benefit of stock relief to the business sector,
and correspondingly reduce the yield of corporation tax and
Schedule D income tax to the Exchequer. The precise amounts
of the net benefit to businesses - and indeed the underlying
yield of corporation tax - will depend on the out-turn for
business profits, which themselves are under pressure, and
also on the speed with which inflation is reduced. On any
likely basis, however, it is clear that both the additional
amount of total relief, and the reduction in tax currently
pavable will be significant.

Effect on the distribution of tax

20. Estimates of the effects of the proposed change on the
distribution of tax between the main industrial sectors are
necessarily particularly tentative, and will for example be
highly sensitive to any differences in stock building or
profitability, as between the main sectors. It is estimated,
however, that the effect of the proposed changes will probably
be to increase the share of the total relief going to
manufacturing industry from some 45% to perhaps 50%, and the
share of other sectors, in particular distribution will
consequently fall. It is emphasised again that these are
broad generalisations, and there will be a wide dispersion
of experience for individual businesses within each sector.




. CORPORATION TAX RECEIPTS BY INDUSTRIAL SECTOR

£m

1974/75 1975/76 | 1976/77 1977/78 | 1978/79 1979/80

Mainstream Corporation Tax
(net of all repayments)

Manufacturing

Distribution

Other Home Industrial and
Commercial (HIC)

Total HIC
Financial

Overseas

North Sea

Public Corporations

All companies

Advance Corporation Tax%
(gross; including ACT Addition) **

Manufacturing
Distribution
Other HIC

Total HIC
Financial**¥*
Overseas

All companies

Total Corporation Tax

Manufacturing
Distribution
Other HIC

Total HIC
Financial

Overseas

North Sea MCT
Public Corporations

All companies

* Less than Em5.

7 ACT ultimately due in respect of distributions made by North Sea Companies are not
distinguishable from payments by their parent companies. For the period covered, ACT
payments on account of North Sea Companies' distributions can be assumed to be zero.

** This was an additional payment of 50 per cent of ACT imposed for the financial year
1974.

***Tncluding payments by holding companies on behalf of groups' activities.
Estimates as at October 1980.




NUMBER OF COMPANIES PAYING CORPORATION TAX
(AS IN 1977)

Companies paying:

All live companies
Mainstream CT ACT

Manufacturing 50,000 8,000 120,000
Distribution 40,000 5,000 120,000
Other HIC 90,000 5,000 220,000

Total HIC - 180,000 18,000 460,000
Financial 50,000 7,000 140,000

All Companies 230,000 25,000 600,000

1. Figures are to nearest 10,000. There are also
some 1,000 (out of 3,000) overseas companies and
some 150 (out of 350) North Sea companies paying '
mainstream CT. In addition there are about 50
principal public corporations or groups of public

corporations (eg Passenger Transport Executives),
of which only a few pay mainstream CT.

2. "Other Home Industrial and Commercial Companies"
comprises agriculture, forestry and fishing, mining,
construction, water, transport and services.




APPENDIX THREE

Examples

1. In the examples which follow the provisional values of the
All Stocks Index (see Appendix 1) for December 1976, 1977, 1978
and 1979 are taken as the opening and closing values for years
l, 2 and 3 respectively as follows -

Opening Value Closing Vaiue

Year 1 128.6 142.9
Year 2 142.9 15553
Year 3 : 155.3 179.2

2. The examples show what the measure of relief would be
under -

a the existing provisions for stock relief in
Section 37 and Schedule 5 FA 1976

(as amended by S.13 and Schedule 3 F(No 2)A 1979
and S.40 and Schedule 7 FA 1980); and

the new scheme proposals.




This example illustrates for a company -

(i) the computation of the basic relief; and
(ii) the elimination of the "profit restriction".

Company A, carrying on an established trade has the following
(rounded to nearest £100). ¢

Period of Profit Opening Closing
Account Stock Value Stock Value

Year 3 172,000 280,000 340,000

a. Existing Stock Relief Provisions

Computation -

Year 3
Profit 172,000

Stock Relief
Closing Stock £340,000
Opening Stock £280,000

7 £ 60,000
- Profit restriction .
£172,000 x 15% g 25,800

£ 34,200 (34,200)

Trading income chargeable to
corporation tax 137,800

b. New Scheme

Computation

Year 3
Profit 172,000

Stock Relief
(Opening stock - £2,000) x index growth
(280,000 - £2,000) x 179.2 - 155.3 (42,800)

155%3

Trading Income chargeable to
corporation tax 129,200




Example 2

This example illustrates for an individual trader the computation
of the basic relief.

Individual S, carrying on an established, continuing trade, has
the following for year 1.

Profit arising in year 1 was £17,000.

Year 1 opening stock £30,000, closing stock £34,000.

Taking year 1 as the year to 31 December 1980 the assessment is -

a. Existing Stock Relief Provisions

Assessment for 1981/82
Profit of preceding year £17,000

Stock relief
Closing Stock £34,000
Opening Stock £30,000
Increase € 4,000
- Profit restriction
£17,000 x 10% £ 1,700
a £92,300 (g 2,300)
Net Income £14,700

b. New Scheme

Assessment for 1981/82
Profit of preceding year £17,000

Stock relief

(Opening stock - £2,000) x index growth

(E30,000 - £2,000) x 142.9 - 128.6
128.6

Net Income




Example 3

This example illustrates for a company -
(i) the computation of the basic relief;

(ii) the elimination of "clawback" for the continuing business;
and

(iii) the elimination of the "profit restriction".

Company B, carrying on an established, continuing trade, has the
following for years 1, 2 and 3 (rounded to nearest £100).

£
Period of Profit Opening Closing
Account (Loss) Stock Value Stock Value

Year 1 (120,000) 400,000 350,000
Year 2 55,000 350,000 490,000
Year 3 220,000 490,000 530,000
There are no other income or gains.
Unrecovered past relief at the beginning of year 1 was £160,000, none
of which is eligible for write-off in year 1, 2 or 3.

a. Existing Stock Relief Provisions

Computation
Year 1

Profit (Loss) (120,000)

Stock Relief
Closing Stock £350,000
Opening Stock £400,000

Decrease £ 50,000%
Recovery in year 1 £ 20,000 20,000
(5% opening stock)

Defer to year 2 £ 30,000

Trading Income ~ (Loss) (100,000)

Chargeable to Corporation Tax NIL
Loss carried forward (100,000)
Unrecovered past relief £160,000 - £50,000 110,000

#¥ There is an election for deferment under S.40 and Schedule 7
FA 1980.




Example 3 (continued)

Year 2
Profit 55,000
Recovery charge (deferred from year 1) 30,000
Stock Relief

Closing Stock £490,000

Opening Stock £350,000

£140,000

- Profit restriction

£55,000 x 15% £ 8,250 (131,750)
Trading Income (Loss) (46 ,750)
Chargeable to Corporation Tax NIL
Trading Losses £100,000 + £46,750 (146,750) carried forward

Unrecovered past relief £110,000 +
£131,750 = 241,750

Year 3

Profit 220,000
Stock Relief

Closing Stock £530,000

Opening Stock £490,000

Increase £ 40,000
- Profit Restriction
= £220,000 x 15% g 33,000
000 (7,000)
Trading Income 213,000
- Loss brought forward (146,750)
Chargeable to Corporation Tax 66,250

Unrecovered Past Relief £241,750 + £7,000 248,750




Example 3 (continued)

e New Scheme

There is no credit restriction because the opening stock value in
each period of account does not exceed [Eml].

Computation
Year 1

Profit (Loss)

Stock Relief

(Opening stock = £2,000) x index growth

(£400,000 - £2,000) x 142.9 - 128.6
128.6

Trading Income (Loss)

Chargeable to Corporation Tax

Loss carried forward

Unrecovered past relief £160,000 + £44,300

Year 2
Profit

Stock Relief

(Opening stock - £2,000) x* index growth

(£350,000 - £2,000) x 155.3 - 142.9
142.9

Trading Income (Loss)
- Loss brought forward (£164,300)

Chargeable to Corporation Tax

Loss carried forward
Unrecovered past relief £204,300 + £30,200

Year 3
Profit

Stock Relief

(Opening stock - £2,000) x index growth

(£490,000 = £2,000) x 179.2 = 155,3
LHbER

Trading Income (Loss)
- Loss brought forward (£139,500)

Chargeable to Corporation Tax
Loss carried forward
Unrecovered Past Relief £234,500 + £75,100

(120,000)

( 44,300)

(164,300)
NIL
(164,300)

204,300

( 30,200)

24,800
( 24,800)

NIL

(139,500)
234,500

220,000

( 75,100)
144,900
(139,500)

5,400
NIL
309,600




Example 4
This example illustrates the operation of the credit restriction.

Company C, carrying on an established, continuing trade and not a
member of a group of companies, has the following for year 2
(rounded to nearest £100). ¢

Period of Profit Opening Closing
Account (Loss) Stock Value Stock Value

Year 2 6,000,000 20,000,000 22,000,000

a. Existing Stock Relief Provisions

Computation g
Trading Profit 6 000,000

Stock Relief

Closing Stock £22,000,000

Opening Stock £20,000,000

Increase £ 2,000,000

- Profit Restriction g 900,000 )
£6,000,000 x 15% -

£ 1,100,000 ( 1,100,000)

Trading Income (Loss) 4,900,000
chargeable to corporation tax

b. New Scheme

As the opening stock value exceeds £ml the credit restriction applies.
The Balance Sheet at the end of year 1 is as follows -

Balance Sheet £ £

Share capital . 20,000,000 Fixed assets 34,000,000
Reserves 14,000,000 Investments 1,750,000
Loans (a) 22,000,000 Stock (b) 20,000,000
Creditors (a) 18,000,000 Debtors 19,000,000
Dividends proposed 1,000,000 Bank 250,000

75,000,000 75,000,000

Notes (a) Loans £m22 and Creditors €ml8 count as 'Borrowing' £m40.
(b) All stocks qualify for relief.




Example 4 (continued)

Computation £
Trading profit 6,000,000
Stock relief is the greater of

a. £1,000,000 x index growth
= £1,.000,000 x 155.3 = 142.9

142.9

OR

[ (Opening stock - £2,000) x index growth]

% []_ K ﬁBorrowingll
Total Assets

e 155.3 - 142.9 _ 40,000,000
= [£19,998,000 x 559 JamulL ?Efﬁﬁﬁfﬁﬁﬁl

= £809,800 809,800
Trading Income

chargeable to Corporation Tax

5,190,200




Example 5

This example illustrates, for a company, the operation of the
"clawback" provision on the cessation of the company's business.

Company D has the same figures as Company B in Example 3 down to
the end of year 1, but it ceases to trade in year 2. In the period
to the date of cessation it has a loss of £35,000 (rounded to
nearest £100).

a. Existing Stock Relief Provisions

Computation
Year 2

Profit/(Loss) . : (35,000)

Deferred Recovery Charge 30,000
"Clawback" on cessation 110,000%*

Trading Income/ (Loss) 105,000
Loss brought forward (100,000)

Chargeable to Corporation Tax 5,000

* This is the whole of the unrecovered past relief at the beginning
of year 2.

b. New Scheme

Computation
Year 2

Profit (Loss) (35,000)
"Clawback" on cessation 204,300%*

Trading Income (Loss) 169,300
- Loss brought forward (164,300)
Chargeable to Corporation Tax 5,000

* This is the whole of the unrecovered past relief at the beginning
of year 2.




Example 6
This example illustrates the operation of the transitional provisions.

The new scheme of relief is to apply to periods of account straddling
or ending on the date of publication of the consultative document, but
there are provisions to ease the transition to the new scheme. For
the purpose of this example the date of publication is taken to be

1 November 1980. Company D, carrying on an established, continuing
trade, has the following All Stocks Index Values (assumed) for the
year to 31 December 1980 - )

Opening value 1553
Closing value 179.2

Company D also has the following (rounded to nearest £100) -
£

Opening 1 Nov 1980 Closing
Profit Stock Value Stock Value Stock Value

140,000 400,000 480,000 485,000

Year to 31.12.80

£
Profit 140,000

Stock relief is the greater.of:

(a) (Opening stock - £2,000) x index growth

(£400,000 - £2,000) x 179'§5g_§55'3 = (£61,300)

(b) Increase in stock'value 1571+ 80 =21 .11.80

Stock value 1.11.80 £480,000
Stock value 1.1.80 £400,000

£ 80,000

* - £140,000 x 10 x £ 17,500
- 12 ' £ 62,500

- £61,300 x 25% SS155300
(£47,200)
Therefore relief is due on (a) (61,300)

Trading Income (Loss) 78,700
chargeable to corporation tax . _

*Relevant income for the year apportioned to the period 1.1.80
toR Ll 805
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From the Private Secretary 7 November 1980

1981 Budget and Public Expenditure White Paper

The Chancellor minuted the Prime Minister yesterday
on the above subject - too late for them to discuss it at
their morning meeting.

The Prime Minister has now read the minute. She agrees
that the Treasury should start planning for a Budget Day of
Tuesday 10 March, and that the public expenditure White
Paper should be published on Budget Day as it was this'year.
But she has suggested that it would be better if it could be
issued on the wmorning of the Budget as the Economic Survey
used to be, rather than at tne end of the Budget speech.

The Prime Minister is not disposed to the idea of a
delayed Budget debate unless the Opposition press for it.

A.J. Wiggins, Esqg.,
- 1M Treasury.
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1981 BUDGET AND PUBLIC EXPENDITURE WHITE PAPER

In my minute of 4 November I set out my thinking

on the handling of policy announcements on public
spending, monetary policy and so on over the next month
or so. Before we meet on 6 November T thought you
might like to know also cf the timetable I have in mind

for the 1981 Budget and publication of the public
espenditure White Paper with details of our plans to
1983-84, Perhaps we can then have a word about this
aspect at the same time as we discuss the handling of
things over the next few weeks.

The White Paper

2is We need to present the spending figures for all

programmes, not only for 1981-82 but for later years, in
s LSS .

a medium term fiscal context, showing how they relate to

our financial and monetary strategy. The best time to

. do this is with the 1981 Budget next spring - hence

John Biffen's proposal in €(80)58, which I endorse, for
publishing the public expenditure White Paper on Budget

Day again next year. This year's simultaneous publication

was of course welcomed by many outside commentators and
by the Treasury Committee as helpful in giving a more

= 1t 7=
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CONFIDENTIAL

coherent presentation of economic strategy. It proved
too to be very much in line with one recommendation of
the Armstrong Report, published subsequently.

B I take this opportunity of mentioning that I am
having further work done on the possibility of including
in the White Paper itself some information in terms of

planned or forecast cash spending, rather than just volume

figures. I cannot be definite at this stage about how

much progress we shall be able to make on that for the

coming year, but I will keep you informed.

i, TFor the moment I should be grateful to know whether
you would be content with publication of the White'Paper
at Budget time. I would propose %o make clear our
intentions on this in any announcement on 1981-82 spending
generally, of the kind foreshadowed in my minute of

4 November.

5te There is one aspact of simultaneous publication of
the White Paper and the Budget to which we may need to
. e . -_ 3
give further consideration. Mr. Callaghan remarked this
year about the case for the House having the Whice Paper
(and by implication the traditional Budget documents)
10 days or so "before the Budget®, I doc not think this
“request can be met in the terms in which it was put.

one possibility for going some way to give the House more
time to consider the Budget proposals before debating them
would be to release the documents and announce our proposal§
on the Tuesday, as is traditional practice, but tec resume
the Budget Debate not the next day but on the Monday of

the following week. There would be some disadvantages in

this - e.g. more time for the Opposition to marshal their

CONFIDENTIAL
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attack - but by the same token it would give us more time
to influence the climate of opinion and on balance I think
the idea worth considering further. But before I do -
which would involve talking to Norman St. John Stevas and
Michael Jopling - I should be grateful for any views you
may have.

Date for 1981 Budget and White Paper
6. I have considered this in the light of last year's

experience and I am asking my Departments to plan for
the time being for a Budget Day of Tuesday 10 March. An

early Budget has important revenue advantages - especially
next year when we shall need all we can get. The 'earliest

date we can manage is to be preferred if simultaneous
publication of the White Paper is nct to mean undue delay

in telling the country (including suppliers to the public
sector) of our detailed plans. (Departments will of course
be able to do their own budgeting for 1981-82 as soon as

' programme figures are decided and without waiting for the
White Paper.) 10 March will also enable us to get the
Finance Bill second reading through before Easter.

T Of course no final decision on the Budget date is
needed until the New Year and it is best to hold options
open until then in case unroreseen'developments change
the balance of advantages. But it would be helpful to

know that you are content with a planning date of 10 March.

(G.H.)

6 November 1980

CONFIDEN?IAL
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CORFORATTON TAX: THE RETORM OF STOCK RELIEF

I have read your minute Lo the Prime Minister of 31 October, and I
vholly agree with the main objectives of the scheme which you listed
at (ig, %ii) and. (iii) of paragraph 3. /

Mowever, point (iv) seems to me Lo be wholly irrelevant to the main
isgue. TbL does not matter how companies finance their stock; in
general terms it is none ofi the Government's business. I 'suspect
that the proposal is directed fio potential or actual tax avoidance,
but: T an opposed to cluttering up the Statute Book with complicated
provisions to plug every loophole. AL best they confuse, and they
possibly negate, the very purpose we have set oult to achieve,

o doubt this point will be discugsed by our officials, but I should
like an opportunity to discuss this proposal with you if it is to
remain a part of the scheme. : .

T an copying this letter to the ,Prime Minister, Xeith Joseph and
Robin Ibbs. - :

CONPIDENTTAL

JOHIT NODT
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Blind cc:- David Wright
(Cab, Office)

3 November, 1980

Corporation Tax: The Reform of Stock Relief

The Prime Minister has read the Chancellor's
minute of 31 October on the above subject, and
is content for you to issue a consultative paper
on the basis proposed, .

I am sending copies of this letter to Ian
Ellison (Department of Industry), Stuart
Hampson (Department of Trade) and to Robin Ibbs
(CPRS),

AN OTER
II Pv & [ WIS e b l‘—-h
L)

A J Wiggins, Esq
HM Treasury ]
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CORPORATION TAX: THE REFORM OF STOCK RELIEF

As you know, Arthur Cockfield has been working with my
officials on the much needed reform of the present rules
for stock relief.

——
2l We have now reached the point where we are ready to
bring forward our proposals for the consultation with
outside industry and the accountancy profession, which I
promised in my Budget Statement last March,

B I do not think that I need to trouble you with the
details at this stage. The main objectives of the new
scheme will be:

i To place the stock relief on a more rational
basis, by adjustigg_taxable profits much more
precisely by reference to the effects of inflation on
the holding of stock; and thus to move, even if
tentativel;j_in'the direction indicated by the new
accounting standard SSAP16,

ii. To reduce the present incentive for a company
artificially to build up its level of stocks, simply
for the sake of a tax advantage.

iii. To remove the damaging effects of stock relief
recovery (or "clawback"), when companies reduce
their stocks - for example, in an attempt to ease




liquidity probelms in the current recession.

iv. To deny relief, to the extent that stocks
G . Oy A =
are financed by credit or other borrowing.

b, A scheme on these lines would effectively deal with

the abuses of the present stock relief, but the restructuring
would-zﬁ-present circumstances have the additional

advantage of giving more relief for business as a whole,

and in particular for manufacturing indsutry. Depending on
the eventual detials of the changes, there could perhaps be
something of the order of £2-300m extra injected into the
business sector in 1981/82, and this obviously has certain
- i . e i, i
implications for my 1981 Budget. However, I believe ,

- . 4 __ ~ 5 =
that this is something to whiech it is right to give a
high priority, given the present pressures on business
._ - " .
profits and liquidity. And these proposals go a long way -
much more effectively than other proposals we have had from,
for example, the CBI - to give most help where it is most

———

needed.

54 My officials have kept their opposite numbers in

other departments informed about the general nature of

the reforms which we hawve been considering; and have now
circulated in the official consultative group a full series
of papers, which set out our detailed proposals, as they
now stand, the reasons for them and our best estimates of
their effects on the yield and incidence of tax.

6. If you and other colleagues are content, the next
e o

step will be to issue the consultative paper. This will

need to be done quite soon, if we are to give industry

and the accountancy profession reasonable time to consider
our proposals, and be ready for legislation in the 1981
Finance Bill. The scheme is complex and the paper will need




careful presentation., Some points in it will be controversial,
and there are bound - both becasue of the eredit restriction
and other changes - to be losers as well as gainers. I

will of course consult interested colleagues again.

I am sending copies of this minute to the Secretaries of

State for Industry and Trade and to Robin Ibbs.

(G.H.)
3] October 1980







