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

PRIME MINISTER

PUBLIC EXPENDITURE AND TAXATION IN THE LONGER TERM

Following the Cabinet discussion on 9 February, Peter Rees

and I have, as you know, been working on the text of a Green Paper
on the longer term prospects for public expenditure and taxation.

The plan is to publish it on Budget Day.

2 I attach the latest version of the text. Work on it is still
proceeding, and some passages referring to particular Departmental
programmes are still being cleared informally with Principal
Finance Officers. But the work is, I believe, sufficiently far

advanced to be worth showing to colleagues.

3% We agreed on 9 February that those colleagues who wish to
see the text should let me know; and I have had some half dozen
requests. But, given the potential interest of the Green Paper,
I am in fact copying this minute and the draft to all Cabinet
colleagues, the Chief Whip, the Attorney General, and Sir Robert
Armstrong. Given the risk of leaks, I should be grateful if all
concerned would respect the CMO classification. Given the
printers deadlines, I have to ask that any comments on the text

should reach me by 5 March.

N.L.
29 February 1984
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Treasury Chambers, Parliament Street, SWIP 3AG
01-233 3000

28 February 1984

Andrew Turnbull Esqg
10 Downing Street

3@4 Pnclrecd ,

As you know, we have since the 9 February Cabinet been pressing
ahead with the preparation of a text of the proposed Green
Paper on the prospects for public expenditure and taxation in
the longer term, with a view to its publication on Budget day.
The Chancellor has now asked me to send you the enclosed copy
of the latest version of the text, as it has emerged from a
series of meetings taken by him, and which he would like to
discuss with the Prime Minister at their meeting tomorrow.

You will see that it follows the form agreed by Cabinet - ie
concentrating on aggregate public expenditure figures, and
avoiding detailed figures for individual programmes. Nevertheless,
some inter-departmental clearance clearly is required, and the
process is now starting, with officials in spending Departments
being shown in confidence the paragraphs dealing with their
departmental programmes. The Chancellor will wish to discuss
with the Prime Minister how best to handle clearance with
Cabinet colleagues.

The enclosed text is still very much a working draft. The graphs
are being re-done, and Michael Scholar is still working on the

annexes. But the Chancellor would like to be sure at this stage
that the Prime Minister is content with the way in which the text

is coming out.

s,
d_ e

KERR
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DRAFT GREEN PAPER

PUBLIC EXPENDITURE AND TAXATION INTO THE 1990's

Introduction

]2 This Green Paper is the government's contribution to the

current debate on public expenditure and taxation in the longer term.

2. Each year the government reviews and carries forward its

public expenditure plans in the Public Expenditure Survey, and

publishes the results in a White Paper. The latest in this series, The

Government's Expenditure Plans 1984-85 to 1986-87, (Cmnd 9143),

was published last month. As a decision-making process which
produces detailed control totals for public spending, and later Supply
Estimates for Parliamentary approval, the Public Expenditure Survey
is inevitably concerned with the relatively near future - on current
practice the next three years. But the government takes these
decisions within a longer-term strategic framework: thus, in the
latest account of the government's Medium Term Financial Strategy
(MTFS) in Part 2 of the Financial Statement and Budget Report
(FSBR), assumptions about public spending, borrowing and taxation
are set out for the next five years. Beyond this, the government
thinks it valuable from time to time to look to the more distant
future, to form a view both of the likely pressures for public spending
much further ahead and of the economic and fiscal prospect which

will govern what public expenditure can be afforded.

3, This Green Paper is concerned with the longer-term fiscal
prospect, for the years up to 1993-94, It does not record decisions by
the government either on public expenditure programmes or on
taxation. It attempts, rather, to set out reasonable and defensible
assumptions about how the economy as a whole might develop and to
derive from them a framework within which to conduct the discussion

of expenditure and taxation.
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4, The government believes that the public debate on this issue is
of the first importance. As this Green Paper will argue, the growth
of public spending has, over the past twenty years, been the motive
force which has driven ever upwards the burden of taxation, on
individuals and companies alike. The government believes that it is
necessary to reverse this process, to decide first what can be
afforded, then to set expenditure plans for individual programmes

consistently with that decision.

Public Expenditure - past trends

He Over the last twenty years public expenditure has risen both in
real terms and as a proportion of total national output. Changes in
definition and coverage over the years complicate the figures. But in
broad terms, public expenditure* has risen in cash from around £10
billion in 1963-64 to some £126 billion in 1984-85, In real terms the
rise has been from around £64 billion** in 1963-64 to getting on for

double that figure, in 1984-85,

6. The real annual average rate of growth of public expenditure
over this period was 3 per cent; GDP growth averaged 2 per cent a
year. Thus over these twenty years real public spending has risen by

91 per cent, while real national income has risen by 49 per cent.

Te As a proportion of GDP, general government expenditure rose
from around 36 per cent in 1963 to a peak of 48 per cent in 1975-76.
After the cuts imposed after the crisis of 1976 the proportion

declined to an estimated 42 per cent in 1977-78. But since then the

proportion rose again up to 1982-83, since when it has fallen

somewhat.* ¥ *

Charts 1 and 2 illustrates these changes.

on the general government expenditure definition. This and
other definitions are explained in Annex 1.

in 1983-84 cost terms. 'Cost terms', 'real terms', and other
related concepts are explained in Annex 1.

Changes in definition mean that the published figures in the
past have risen as high as 60 per cent in 1976 before the
treatment of nationalised industries and certain other
components of expenditure was changed.

2
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Public service manpower, too, grew rapidly over these years:

Table 1

Public Service Manpower, excluding the armed forces, since 1960

(thousands, numbers unemployed)
1960 1965 1970 1975 1980 1985
Civil Service 640 655 702 708 700 [649]
National health service 543 [600] 648 869 952 [997]
Local Government 1,821 2,154 2,559 2,993 3,027 [2,931]
Total 3,006 [3,411] 3,911 4,569 4,681 [4,578]

10. Powerful forces were at work driving public expenditure
upwards over this period. Rising expectations about the help which
the government should give to the more disadvantaged sections of the
community led, in Britain as in many other countries, to a steep rise
in spending on the social programmes. Public spending was also
increased for economic reasons, either as a general stimulus to
demand, in the hope that this would encourage economic growth and
employment, or to secure more specific economic objectives - for
example in regional or industrial development. At the same time,
there has all too often been over-optimism about the prospective
growth in total national output, so that spending plans have been set

at a level unsustainable for anything but the very short-term.

11. During the 1970's there was a major deterioration in the
economic background. A series of shocks to the international
trading and monetary system - in particular, the oil price increases
of 1973 and 1979 - created conditions of deep recession and rapid
inflation, which imposed severe strains on the budgetary position of

countries world-wide. Higher inflation was itself a cause of higher

public expenditure. Recession-induced expenditures climbed steeply,

and at the same time rising expectations of public services continued
unabated, notwithstanding the greatly increased difficulty of

financing higher spending.

12. Chart 3 shows how rapid the growth of public spending has been

in the seven major OECD countries:-
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An analysis, by member country, of these totals, together with

their GDP growth rates, is set out at Annex 2.

More recent trends

13. Since 1978-79 public expenditure has grown by just over
7 per cent in real terms. Tables 1A and 2 show how different

expenditure programmes have changed over the past five years,

both in cash and after allowing for inflation as measured by the

GDP deflator.
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Table 2 Public expenditure in cost terms by programme £ million base year 1982-83
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1978-79 197980  1980-81  1981-82  1982-83  1983-84

Defence 12,183 12,835 13,092 13,442 14,408 14,968

Overseas 2id and other overseas services

Overseas aid 1,162 1,090 1,037 1,022 965 988
Yet payments to EC institutions 1,220 1,167 259 163 580 476
Other overseas services 615 631 603 611 619 T21

Agriculture, fisheries, food and forestry 1,320 1,400 1,576 1,473 1,861 1,987
Trade and Industry 3,305 3,139 3,214 3,463 2,269 1,714
Energy 893 780 730 1,191 892 1,124
Enmployment 1,698 1,721 2,266 2,389 2,359 2,178
Arts and Libraries 553 562 560 558 616 595
Transport 4,342 4,559 4,687 4,561 4,395 4,343
Housing 5,803 6,286 5,228 3,336 2,640 2,629
Cther environmental services 3,611 3,672 3,598 3,314 3,554 3,607
Law order and protective services 3,306 3,585 3,703 3,979 4,174 4,459
Education and Science 12,602 12,438 12,769 12,627 12,682 12,720
Health and perscnal social services 12,067 12,377 13,313 13,568 13,817 13,988
Social 3ecurity 26,713 27,006 27,453 30,463 32,445 33,642
Other public servicee 1,570 1,608 1,658 1,640 1,631 1,587
Common services 1,386 1,403 1,286 1,550 1,560 5
Scotland 6,034 6,324 6,279 6,217 6,242 6,445
Wales 2,419 2,460 2,475 2,366 2,386 2,464
Northern Ireland 3,464 3,402 3,397 3,429 3,618
Other slanning totel items

Special sales of assets -1,389 =417 84 -488 1,143
Reserve 25
Local authority current expenditure not
allocated to programmes (Englend)
General allowance for shortfall 286

Planninetotaltz) 106,857 106,989 108,588 111,624 113,377 114,598

(1) Cash figures as in Table 1.3 adjusted for general inflation as measured by the GDP deflator at market prices,
The GDP deflator is assumed to increese by some 5 per cent in 1983-84 and in 1984-85 as stated in the Autumn Statement
1983, paregrarph 1.48,

(2) Totals dc not always sdd becsuse of rounding.
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14, Chart 4 below illustrates these changes.
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15. The principal reasons for this increase in public expenditure are

given below:-

(i)

Provision for defence expenditure has increased by

£8.2 billion over the last five years, 23 per cent in real
terms. This is primarily a reflection of the Government's
commitment to meet the NATO aim of real increases in
defence expenditure of 3 per cent per annum in full up to
1985-86. In addition, all defence Falklands costs have
been met out of monies additional to the 3 per cent

annual rate of real growth.

Agriculture, fisheries, food and forestry expenditure has

grown 40 per cent in real terms. This is mainly due to the
high cost of market support under the Common
Agricultural Policy which now accounts for more than
half of this programme. Market support for products
covered by the CAP involves public expenditure (mainly
by the Intervention Board for Agricultural Produce) on
purchases into intervention, export refunds and production
and consumption subsidies. This expenditure has
increased because CAP pricing policy has increased
agricultural production in the UK. Most of this
expenditure is prefunded or reimbursed from the
Community budget: receipts from this source are taken
into account in assessing our net contribution to EC

institutions (recorded in programme 2.7).

Expenditure on the law and order programme has grown

by 33 per cent in real terms since 1978-79 to reach
£4.7 billion in 1983-84. More than half of this is on
police, and has permitted an increase in the authorised
establishment from 118,663 to 121,500, a greater increase
in actual strength within these limits, and substantial
increases in pay. The priority the Government attaches
to law and order has also led to measures to relieve the
pressures on the prison service, which accounts for 12 per
cent of the programme. The number of prison staff has
risen by 1,300, and the programme of prison building,

refurbishment and maintenance has been expanded.




The health and personal social services programme has

grown about 16 per cent in real terms since 1978-79,
continuing a pattern of sustained growth over and above
that attributable to demographic pressures, which has
seen expenditure on the Natonal Health Service roughly
triple in cost terms since the early 1950s. Expenditure on

services mainly for elderly people (who now occupy 2 in

every 5 occupied hospital beds) has increased rapidly, at

over 3 per cent per year in real terms over the past eight
years. There has been considerable expansion to meet
rising expectations: more treatments, new treatments
and higher levels of staffing. More patients have had
hospital treatment: in 1982 there were nearly 8% per cent
more in-patient and day cases than in 1978. Spending on
drugs was [12 per cent] higher in real terms in 1982-83
than in 1978-79. The average GP had some 7 per cent
fewer patients on his list in 1982 than in 1978: this in
itself should permit a higher standard of health care for
the mentally ill in hospital; and the nursing staff/patient
ratio has improved by 17 per cent since 1978-79. But
pressures for additional expenditure continue to be
intense, and there appears to have been little, if any,

effect on the gap between services and expectations.

Social security spending has grown 26 per cent in real

terms over the period 1978-79 to 1983-84. In 1983-84 it

is estimated at £35.3 billion, 29 per cent of the public
expenditure planning total¥*. About half of the
programme represents expenditure on the elderly; over
the period the retirement pension and linked long-term
benefits, such as supplementary pension, have more than
kept pace with the rise in prices, and the number of
pensioners has increased by around 650,000. There have
also been significant increases in the numbers receiving
disability benefits; for instance mobility allowance
recipients rose from 95,000 in 1978-79 to 315,000 in

1983-84, and the numbers in receipt of attendance

* This is defined in Annex 1.
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allowance went up by over two thirds. The programme
has also been affected by the recession, leading to
significant increases in spending on unemployment benefit
and supplementary benefits; in total, expenditure on the
unemployed has increased in real terms since 1978-79
from £2.4 billion to £6.2 billion and now represents about
18 per cent of the social security programme, or 5 per

cent of the public expenditure planning total.

Interest on government borrowing, although not in the

planning total, also has to be paid for. Since 1978-79 the
cumulative public sector borrowing requirement has
totalled around £60 billion. As a result the stock of public
sector debt held outside the public sector has risen by
57 per cent and gross debt interest (now running at about
£15% billion a year) has increased by 86 per cent. In the
past, high inflation progressively reduced the burden of
public debt. Now, to reduce this burden, government

borrowing has to be reduced.

Local authorities

Responsibility for spending on many services lies with
local authorities not central government. They account

for about a quarter of public expenditure. While central

government grants finance over half of local authorities'

current expenditure, local authorities are free to
determine both levels of spending and their own priorities.
Despite continuing calls from the government for
restraint, and changes to the grant system to make it act
as a disincentive to high spending, local authority current
spending has risen since 1978-79 by 9 per cent in real
terms in England, and 15 per cent in Scotland. The
consequence has been a heavy and rising rate burden,

despite large cash increases in Exchequer grants.

16. The Government has contained the effect of these increases on
total public expenditure by reducing expenditure on other

programmes:

(i) the cost of central government administration has been

sharply reduced. Since May 1979 the size of the Civil

=8
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Service has been reduced by 99,700 - from 732,300 in
April 1979 to 632,600 in January 1984. It is now smaller
than at any time since 1945. This reduction represents

savings approaching £600 million a year.

net payments to the European Communities institutions

have been reduced by budget refunds amounting to some

£2,600 million in the three years to December 1983,

expenditure on trade and industry has fallen by 29 per

cent in real terms over the last five years. Support for

BL and the aviation industry has fallen sharply since

1981-82. The 1979 changes in regional policy contributed

to declining regional development grant payments from
1982-83; and steel redundancy payments fell off from
their 1981-82 peak. These falls were offset in part by

large increases in spending on science and technology.

the public sector housing programme has been reduced by

34 per cent in real terms over the last five years, before
taking account of the effect of public sector housing
sales. Such sales count as negative public expenditure, so
that the net reduction in the public sector programme is
larger than this. New starts in the private sector are now

at their highest level for ten years.

17. The overall picture is, thus, one of a considerable shift in the
composition of public expenditure since 1978-79, reflecting in large
measure the government's priorities and commitments. Four years
ago, for example, the net public sector housing programme was
almost twice the size of the law and order programme - yet by next
year it will be no more than half its size; and the trade and industry
programme fell from being about one quarter of the size of the
health and education programmes in 1978-79 to being about

one-eighth of those programmes by 1983-84,
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18. These figures do not include what are sometimes called "tax

expenditures”, such as relief for mortgage interest and life assurance

premium relief. These two amounted to a little under £1% billion

(cash) in 1978-79 and to about £3% billion in 1983-84 - a real terms

increase of about 50 per cent.¥

I Taxation - past trends

19. The rise in public expenditure over the past twenty years has
necessarily led to a corresponding rise in taxation. Taxes and rates,
plus national insurance contributions, were some 29 per cent of GDP
in 1963-64. They rose to over 37 per cent by the end of the 1960's.
The proportion fluctuated during the 1970's. By 1978-79 non-North
Sea taxes plus national insurance contributions and rates represented

34.7 per cent of non-North Sea GDP.

20. Because of the upward pressures on public expenditure and the
need to reduce an excessive and unsustainable level of borrowing, the
non-North Sea burden has increased further since 1978-79 - from
34.7 per cent to 38.6 per cent in 1983-84., This increased burden was
necessary despite the contribution made by the North Sea to total
government revenue: North Sea taxes rose in cash terms from
£% billion in 1978-79 to £8% billion in 1983-84., Chart 4A illustrates
the total change in the tax burden throughout the period since

1963-64.

* Information on direct tax allowances and reliefs, and on the
difficulties of quantifying their costs, is published in the annual
Public Expenditure White Papers (most recently on pp 164-5 of
Cmnd 9143-10)
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21. The shares of the different taxes in the total burden have also
changed over this period. The following table shows this for the

period since 1963-64,

Tax and other payments in real terms
£ billion (1982-83 prices)

1963-64 1978-79 1983-84 %Change %Change
1963-4 to 1978-79 to
1983-4 1983-84

Income Tax . . +80 -2
Corporation Tax

Mainstream . ‘ . -26 -14
ACT - . i - -25

North Sea Taxes

Capital taxes & stamp duty
Taxes on expenditure

NIS

LA rates

Total Central
Government taxes
and rates

NICs - employees
NICs - employers

Total, taxes, rates & NICs

Memorandum items:

Income Tax and

employees' NICs 2151 : . +90 +7

NIS and employers' NICs 3.9 N A +210 =9

Employees' and Employers' NICs 8.3 0 +140 +25
Over the period as a whole, the increasing tax burden has led to a
substantial increase in income tax. There has however been a small
fall since 1978-79, helped by the new revenue from North Sea taxes
and the policy of shifting the burden from direct to indirect taxation.
There has been a big increase in national insurance contributions, as
the real value of benefits generally has been maintained or even
increased while their volume has grown. Rates, reflecting higher

expenditure by local authorities, have grown throughout the period.

The yield of Corporation Tax has risen very little, because of

declining company profitability.

=313~
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22. One important result of these trends has been that many people
on low incomes are now paying tax. The tax threshold for a married
man fell from 45 per cent of average earnings in 1963-64 to 31 per
cent in 1983-84, Chart 5 illustrates this change. The low
starting-point for tax means not only that large numbers of low-paid

people have been brought into tax for the first time, but also that the

average rate of tax paid by those above the threshold, who may be on

average earnings or less, has increased. A married man without
children at average earnings paid about 13.1 per cent of his income in
income tax in 1963-64. He pays over 20 per cent today. Chart 6

shows how this proportion has varied throughout the period.
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23. The burden of tax on the lower paid has therefore risen
substantially, At the same time, the level of social security benefits
has, over the period as a whole, been raised broadly in line with
earnings. The result has been that increasing numbers of people have
come to be simultaneously subject to tax and entitled to
means-tested benefits. If their income rises, they therefore suffer
both an increase in tax and a withdrawal of benefits and the marginal
rate of deduction for them, taking those two effects together, can be
higher than the tax rate at the top of the income scale. This is the
"poverty trap”. Another effect of raising taxation on low incomes,
while maintaining or increasing the value of benefits, has been to
change the ratio between net pay in work and benefit income in

unemployment. Income in unemployment can therefore become a

high proportion of, and can even equal, net income in work: the

"unemployment trap".

I Public expenditure - future prospects

(a) Medium term

24. The government's policies for public expenditure up to 1986-87
were set out in the Public Expenditure White Paper published on
16 February. Total public expenditure is planned to grow in cash in
the three years 1984-85 to 1986-87 by 5 per cent, 4} per cent and
3% per cent respectively, from £126.4 billion to £136.7 billion. Given
the likely prospect for inflation over that period, the government
expects the level of public expenditure to remain broadly constant in
real terms up to 1986-87, Further, the assumption in the
government's Medium Term Financial Strategy, set out in Part 2 of
the FSBR, is that total public expenditure will remain constant at its
1986-87 level in real terms for a further two years, up to 1988-89,

although decisions have yet to be taken for these years.

(b) Longer term pressures

25. Beyond 1988-89, the prospects are necessarily a good deal less
clear, both for public expenditure totals and for individual
programmes. There will be some who will argue that it makes little
sense to consider, still less to decide upon, public spending totals

without a clear idea of the implications for individual programmes.
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The government believes that such thinking has been largely
responsible for the upward drift of public expenditure over many
years. It is necessary to turn the argument round the other way, to
decide first what can and should be afforded, then to set expenditure
plans for individual programmes consistently with that decision. This
Green Paper is primarily concerned with this major fiscal issue. It
does not, accordingly, attempt to make detailed projections of
individual expenditure programmes so far ahead in the future. But it
is possible now to discern some of the pressures for still higher public

spending.

26, It is in the nature of the public services that demands are

literally limitless, because they are not restrained by the price
mechanism which forces those making demands to balance them
against costs. Where possible, the government is seeking to transfer
the provision of services into the market sector. In other areas it
may be possible to use charges as a more direct way of testing
demand, even within the public sector. There may, too, be a case for
hypothecating revenues to individual expenditure programmes,
particularly in the social field, in order to bring home the costs of
benefit improvements. But over a wide range of services the only
means of limiting the burden on the economy is for the government

to control the supply.

27. Over the next decade there are reasons to expect continuing
pressures for more spending, and insistent demands for
improvements. One is demography - especially, the effect of
increasing numbers of the very elderly. Another is rising
expectations, as incomes of the working population increase. In those
services which depend on personal contact, there will be less scope
for reducing costs by the use of new technology, so that the relative
cost of providing these services will tend to increase over time. In
other areas technological advance will yield substantial cost savings;
but it can also open up new possibilities for improved levels of

service, and therefore new demands.

28, The following paragraphs indicate the main pressures on

individual expenditure programmes.
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29. Since there is no clear 'right' level for any particular social
security benefit, there are constant demands both for real increases
in the level of benefits and for extension of benefit coverage to those

who do not at present qualify.

30. Because about half of present expenditure goes on the elderly,
the numbers of those above pension age is the main demographic
influence on the programme. Between now and 1995-6 the projection
is for very little increase in this number - from about 9.9 million to
10.2 million. But, in the early years of the next century numbers will
rise rapidly as the 'baby boom' of the 1950's and early 1960's comes to
retirement age and by 2025-6 the Iaté'st projections suggest a total of
12.3 million.

31. Moreover, against this background the programme will also
have to cope with the rapidly - growing pension entitlement under
the 1975 Social Security Act. More people - particularly married
women - will be entitled to a pension in their own right, and between
now and 1993 steady growth in the number of pensioners is expected.
By 1993 there will be 600,000 more pensioners than in 1983-84. On
average each 100,000 pensioners represents about £160 million of the
total provision for the basic state pension. More significantly, the
earnings-related pension element of the 1975 State Earnings-Related
Pension Scheme (SERPS) scheme is now beginning to increase
expenditure, and the effect will be appreciable from the early 1990's.
Unless there are changes to the 1975 scheme it will be reaching
maturity from the turn of the century; anyone retiring after 1998 will
be potentially entitled to a full earnings-related pension and this will
have its full impact at the same time as demographic factors begin to
exert their maximum pressure. There will be more pensioners; and
they will, in general, be a lot better-off, even relative to those in

work, than they are now.

32. Until then however, most pensioners will be reliant on the basic
state retirement pension; and there will continue to be substantial
dependence on supplementary pension. The government is committed
to raising these benefits in line with inflation. But, as the recovery
progresses, there is likely to be strong pressure for benefits to rise

faster than this. Lastly, there is growing support for equalisation of

LRl
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pension age as between men and women - although whether this
would increase or reduce public expenditure would depend upon the

age at which equalisation was set.

33. Such pressures are not confined to expenditure on the elderly.
As noted in paragraph 15(v), expenditure on disability benefits has
been growing rapidly. To meet the calls for a comprehensive
disability benefit would cost about £3 billion a year. Increases in
child benefit are often advocated not only to alleviate family
poverty, but also to reduce the poverty and unemployment traps. But
significant increases in this universal benefit are very expensive:

each £1 on child benefit costs £500 million in a full year.

34. Nevertheless, as the economic recovery progresses and the

number of those unemployed falls over the next decade, the
recession-induced pressures on the social security programme will
abate: for each 100,000 fewer unemployed there should be a fall in

the cost of benefits to the unemployed of around £185 million.

35. It is difficult to be confident of a reduction in international
tension or in external threats to UK interests. Pressures for
increases in defence spending may also be fuelled by the growing
sophistication of defence equipment. The government will seek to
offset these factors by pursuing greater value for money within the
defence programme, and a more equitable division of the common
defence effort among the European Allies. But there will continue to

be strong arguments for more expenditure on defence.
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36. The demographic projections referred to in the following

paragraphs are summarised in the table below:

Demographic projections for the United Kingdom

Under 15
(as % total)

millions

1981 1984 2001

11.6 11.0 12.2
(20.1) (19.5) (21.0)

15 to pensionable age 34.5 35.1 35.5

(as % total)
Pensionable age
(as % total)
Total

of which over 75
(as % total)

(61.4) (62.3) (61.2)
10.1 10.2 10.3
(18.0) (18.1) {17.7)
56,2 56.3 58.0
ity 3.5 4.2
(5.7) (6.2) {7:2)

Source: Office of Population, Censuses and Surveys (OPCS).

Health and
Personal Social
Service

37. As with social security, demographic changes constitute a
major influence on this programme. Health care costs are dependent
on age. The costs in the 0-4 age group are about twice as much per
head as for those of working age; for the 65-75 age group about four
times as much, and for the 75 and over age group about nine times as
much. Until the early 1990's, and again from the early years of the
next century, the proportion of the elderly and very elderly in the
population is forecast to rise. In particular the numbers of those
over 75 are forecast to rise from 3.5 million in 1984 to 3.9 million
in 1991. 1If current levels of gross health expenditure per head of
population in different age groups were to remain constant over time,
spending would need to rise about 1 per cent a year between 1983-84

and 1993-94 simply to keep pace with demographic changes.

38. Medical advances may prove a major further pressure. Where
these lead to simpler or non-hospital treatments, they may in fact
reduce costs. But where they involve expensive equipment, expensive
surgical techniques or new drugs they can lead to powerful demands
for increased funds. Even where unit costs are relatively small
(eg hip replacement surgery) widespread demand for such treatment

may strain the resources available.
39. Changes in social attitudes and patterns of treatment may also
pose problems for expenditure control in this programme.

Increasingly, on both medical and social grounds, the aim is to keep
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the elderly and the mentally ill and mentally handicapped in the
community. Although treatment in hospital is expensive, keeping
people in the community requires heavy investment in support
services - the medical professions, social workers and domiciliary
support. This affects both the family practitioner services and the
local authority personal social services, both of which are highly

labour-intensive.

40. Finally, evidence from other countries suggests that increased
affluence will lead to pressures for a greater proportion of spending
on health care. Here as elsewhere, demographic pressures and
increasing demands are not the whole story. The scope for cost
reductions flowing from new technology has already been mentioned.
Beyond this the Health Service needs to achieve continuing efficiency
improvements, from higher productivity and better management,
following the example of private industry in recent years. As
standards of living grow it would be reasonable to expect people to
make a larger direct contribution to the costs of their medical
treatments, through higher charges; and many have chosen to make
provision for their health needs outside the State system, whilst
continuing to contribute towards Health Service costs through their
taxes. As living standards continue to rise, some further increase
may be expected in the numbers who so choose. These developments
will moderate the pressures for an increased contribution from the

taxpayer, but such pressures will still continue.

41. Demographic changes affecting education over the next decade
are such that, if current levels of provision per pupil and per student
were broadly maintained, education's share of GDP could be expected
to decline significantly. The number of pupils in maintained schools
is expected to fall from over 8.9 million in 1984 to a trough of some
8.05 million in 1991, rising thereafter to around 8.2 million by 1994.

If the cost per pupil were maintained at existing levels every

100,000 fewer pupils would lead on average to savings of around

£90 million a year - although there are diseconomies of scale which
will erode such savings. The number of students in higher education
is projected to fall from 580,000 in 1984 to around 465,000 in 1994.
A number of factors, however, are likely to work in the opposite

direction. There will be the usual pressures for increased expenditure
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per pupil. Moreover the number of primary school children is
forecast to rise steadily from 1986, with under fives projected to
increase from 1988, As more married women take up paid
employment the pressures for increased nursery provision seem likely
to grow, although these pressures could be met by employers or by
private individuals rather than the public authorities. Technological
advance in industry may, too, result in extra demand for relatively
expensive courses in science and technology within further and higher
education - although there may be scope for involving employers in

the financing of such courses.

42. Table 1.13 of the latest Public Expenditure White Paper shows

that total public sector capital“-spending has remained broadly

constant in real terms since 1978-79. The government believes that

there is no self-evidently correct level of capital spending in
aggregate, but that each capital project should be proceeded with
when justified by a searching investment appraisal. Without a
rigorous case-by-case assessment of this kind scarce resources will
be wasted, as has all too often happened in the past. Nevertheless, in
the longer term, with sustained economic growth and more demand
(in the case of roads, for example, heavier traffic) there will be
pressures to spend more on maintaining and improving the stock of

capital assets in the public sector.

43. Public service pay accounts for about one-third of public
expenditure - some £381% billion in 1983-84 - or about 13 per cent of
GDP. Each extra 1 per cent on the pay bill adds around £1/3 billion
to public expenditure, with particularly heavy effects on the law and
order programme (of which 73 per cent is pay), education (62 per
cent) health and personal social services (56 per cent) and defence
(37 per cent). Increases in pay also lead to increases in public service
pension costs. To the extent that real incomes in the private sector
rise there are likely to be upward pressures on public service pay
which would have direct implications for the level of service which
could be provided within a constant level of public expenditure,

unless offsetting improvements in efficiency can be made.
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International Comparisons

44. Other countries face similar pressures on spending. In the
United States a Report by a National Commission on Social Security
Reform was published last year. The Commission estimated that the
two main social security trust funds which provide Old Age and
Survivors Insurance and Disability Insurance faced a shortfall of
between $150-$200 billion between 1983-89 unless benefits were
restrained and taxes increased. The Commission expected that the
Health Insurance Fund would also run into financial problems at the
end of the decade. In each case the difficulties were expected to

grow in the first half of the next century.

45, The Japanese government has also recently produced a report
on social expenditure looking ahead to the year 2000. The report,

'Japan in the Year 2000, found that:

(i) In the year 2000 16 per cent of the Japanese population
was expected to be over 65, compared to 9 per cent at

present.

Partly as a result, the proportion of the population at a
productive age was expected to fall from 60 per cent

today to 55 per cent by 2015.

46. [Paragraph on European experience - to follow.]

47. The OECD Secretariat's recent survey of the prospects for
social expenditure concluded it was difficult to foresee increases in
the scope or coverage of any of the main social programmes in the
major OECD countries, despite the likely pressures to do so. Beyond
1990 the Secretariat expected the principal challenge facing social
welfare systems might be to accommodate the demands of an ageing
population which required both higher provision for pensions and
heavy demands on the health system. The disappearance of the
extended family meant that older people had come to rely more on
the state. The Secretariat concluded that if these trends were not
reversed the demands on public welfare programmes would be likely

to increase.
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V. Future prospects for the tax burden

48. As the economic recovery has gained pace from mid-1981
onwards, and with the benefit of the rapid fall in the rate of
inflation, public spending has been held in successive Public
Expenditure Surveys to the cash plans announced in the 1982 White
Paper. It will be vital to maintain this firm control of public
expenditure in the years ahead; without it there will be little
prospect of alleviation of the excessive levels of taxation of recent

years.

49, In the process of debating and determining public spending it is
clearly right that decisions about the level of total spending should
reflect in some degree the purposes and needs of particular
programmes. But, as experience. over many years and in many
countries has shown, the reality of spending decisions has been that
their effect has been to raise total expenditure to a level which bears
no relation to what taxpayers will tolerate or to the consequences for
incentives and growth. This process cannot be allowed to continue

indefinitely.

50, The size of the tax burden over the next decade will depend
upon a large number of factors. The two most important are the rate

of economic growth and the level of public expenditure.

51. It is the government's policy to continue the sustained reduction
in inflation of recent years so that, with appropriate micro-economic
policies - the encouragement of enterprise, efficiency and
flexibility - conditions are created for continuing economic growth

and higher employment. The growth rate over the next decade will

depend on how quickly costs and prices adjust to the Government's

financial framework. More rapid adjustment, particularly in the
labour market, will mean faster growth. The growth rate will also
depend on how successfully public expenditure is controlled so that

the burden of taxation can be reduced and incentives improved.
52. For the purposes of this Green Paper it has been assumed that
the economy will grow on average 2% per cent a year for the five

years until 1988-89. For this period, the projections are in line with
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those of the Medium Term Financial Strategy, as set out in the Part 2
of the FSBR. Thereafter there are two factors pointing to some
slow-down in the growth rate: in the North Sea sector output may by

then be in gradual decline, exerting a contractionary influence, of

perhaps 1 per cent a year, to GDP; and the labour supply will hardly

be increasing. Two alternative growth paths after 1988-89 are
considered. In the first GDP grows by 2 per cent a year, equivalent
to about 2% per cent a year for the non-North Sea sector. This is
about average for the period since 1951 and significantly better than
in the last decade. In the second case GDP grows at 1% per cent a
year, equivalent to about 1% per cent for the non-North Sea

economy.*

53. It is important to avoid over-optimistic growth assumptions
since it is never difficult, if the economy grows faster than expected,
either to increase public expenditure or to reduce taxes. It is very
much more difficult, when the growth rate is disappointing, to cut

expenditure; and damaging to raise taxes.

54. The path of North Sea tax revenues has an important bearing on
the composition of the overall tax burden. The profile of production,
the behaviour of real oil prices and the level of tax-deductible
expenditure by oil companies are important in this context.
Production is expected to be close to its peak level in 1984-85, and
may fall steadily after that. In the years to 1988-89 the projections
are at the centre of the ranges [announced in Parliament on 1 March.]
Thereafter, production is assumed to fall by an average 5 million
tonnes a year so that by 1993-94 it may be little more than half of its
peak level. It is assumed here that after falling over the next two
years or so in real terms, oil prices flatten off and then start to rise
again as the balance of supply and demand becomes progressively
tighter. From 1988-89 they may be rising by 2-3 per cent a year.
Inspite of this North Sea revenues fall in the projections from about
3 per cent of GDP in 1983-84 to about 1 per cent of GDP in 1993-94
as North Sea oil and gas production falls. The calculations are set

out in Annex 4.

* The background to the growth assumptions is set out in Annex 3.
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55. Another important feature of the projections is the prospect for
net debt interest payments. This reflects the course of public sector
borrowing and interest rates. Some fall in real interest rates from
present high levels is to be expected, with the path depending on the
course of the PSBR and world interest rates. Falling inflation also
points to lower nominal rates. With stable prices by the end of the
period real interest rates will have come down to more normal levels,
and net debt interest may have fallen from about 3 per cent of GDP
in 1983-84 to about 2 per cent in 1993-94. The calculations are set

out in Annex 5.

56. Falling inflation and interest rates require a further reduction

in the PSBR as a percentage of GDP. If the PSBR did not fall,
achievement of lower inflation would require unacceptably high real
interest rates. Such a situation would be unlikely to be sustainable

indefinitely.

57. In the period to 1988-89, the PSBR is assumed to follow the
illustrative path set out in the MTFS. Thereafter it is assumed to fall
further as a share of GDP, from 1% per cent in 1988-89 to 1 per cent
in 1993-94. On this basis, the ratio of public sector debt to GDP

should be broadly stable by the end of the period. There is inevitably

some uncertainty about the precise PSBR path which would be
consistent with the government's aims on inflation. But given the
aim of stable prices, the scope for varying the PSBR as a share of
GDP is relatively limited. If a higher path were followed, a good deal
of the apparent scope for increased spending or lower taxes would be

pre-empted in the event by higher debt interest payments.

58. The fall in the PSBR as a share of GDP after 1984-85 broadly
matches the fall in net debt interest payments. Both reflect the fall
in inflation in the projections, and the accompanying fall in nominal
interest rates. Net of debt interest little or no underlying change in
the PSBR is assumed. On this basis, the tax burden for the non-North
Sea sector can be reduced to the extent that public expenditure falls

more than North Sea tax revenues as a share of GDP.
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Public expenditure 59. In assessing the effect on the tax burden of different
and the tax burden

assumptions about the growth of public expenditure this Green Paper
concentrates on changes in non-North Sea taxes. Accordingly, and
for consistency, changes in the level of non-North Sea taxes are
expressed in the following paragraphs as a proportion of non-North
Sea GDP. This treatment reflects the natural focus of public interest
in these issues - which is on the level and burden of personal and

corporate taxation in the non-North Sea sector.

60. If the public expenditure planning total is held flat in real terms

up to 1988-89 as in the MTFS, the non-North Sea tax burden would be
lower than in 1983-84 but still slightly above its level in 1978-79.

The figures are shown in Table 5 below.

Table 5: The Burden of Taxation in the MTFS period

(per cent)

1973-74 1978-79 1983-84 1988-89

Non-North Sea Tax* 33 34.7 381% 35%
Total Taxes* * 33 34,1 39 36

* As a proportion of non-North Sea GDP (at market prices)

*%* As a proportion of GDP (at market prices)

61. Thereafter, the extent of the further reduction in the tax
burden will depend on the growth of public expenditure. The
government intends to continue to hold public expenditure firmly in
check. But part III of this Green Paper describes the pressures which
are likely to build up for more spending. Therefore, rather than carry
forward a single projection beyond 1988-89, this Paper explores the
implications of two alternative projections - that the public
expenditure planning total either stays flat or grows by 1 per cent a
year in real terms over the following five years. The figures in
Table 6 illustrate what the burden of taxation in 1993-94 would be on
the two different projections for GDP and on the two different

assumptions about public expenditure growth after 1988-89,
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Table 6: The Burden of Non-North Sea Taxation in 1993-94
(per cent of non-North Sea GDP at market prices)

Public Expenditure Growth after 1988-89 (per annum)

GDP growth (per annum Zero 1%
after 1988-89)

13 % 33 35

2% 32 34

62. If the public expenditure planning total is held flat, the burden
of non-North Sea tax could be brought down to well below its
1978-79 level of 34.7 per cent by 1993-94. This further reduction in
tax and improvement in incentives.should lead to a better economic

performance and thus make it more likely that the higher growth

path is achieved. But, even so, the tax burden would be only about 1

per cent lower than it was in 1973-74 and still some way above the
level of the early 1960's. With 1 per cent growth of public
expenditure the picture would be worse: after a decade the tax
burden would be little different from what it was in 1978-79. With
2 per cent growth of expenditure - ie still below the growth rate of
the last twenty years - the burden of taxation would be 36-37 per
cent, well above the 1978-79 level.

63. Such a reduction in the burden of taxation will allow a reversal
of the trends of the last twenty years - the bringing into tax of the
lower paid and the increase in the tax paid by those on average
earnings - which have been described earlier in this paper. The
proportion of income taken by income tax for those on average
earnings is now 20 per cent. In the worst case shown in Table 6 this
percentage would fall to 18 per cent. This reduction would, to those
on present average earnings, be worth £3.50 a week. In the best case,
it would fall to 13% per cent (worth an extra £11 a week to those on
present average earnings), still not quite down to the levels of the
early 1960's. These calculations* are made on the extreme
assumption that the benefits of tax reductions are concentrated

exclusively on personal allowances.

*which allow for Budget changes, including those on company taxes
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VII Conclusion

64. Public expenditure, in Britain as in other countries, has risen
over many years, both in real terms and as a share of national
income. It is difficult to escape the conclusion that there is an
inbuilt tendency for spending to rise; and an inbuilt resistance to
expenditure reductions. The inevitable consequence has been that
the taxes required to pay for this spending - taxes on people and on
the firms they work for, - have risen in step, unless, for a limited
period, governments increased their borrowing. Such borrowing,
however, has to be repaid, and might more properly be described as a

tax on future generations.

65. These increases in taxation have, in the government's view, had
a serious impact on Britain's economic performance over many years.
Since lower growth has not led to lower demands for public services,
the outcome, year after year, has been still higher taxation to

finance ever higher public expenditure,

66. As public spending takes a larger and larger share of GDP, so

the public sector steadily encroaches on the rest of the economy.
This is a process which cannot go on indefinitely. Last month's Public
Expenditure White Paper documented the government's determination
to hold its spending at broadly its present level in real terms for the
next three years; and the revised medium term financial strategy,
presented in the Budget, projects this unchanged level of public
spending forward for two more years. These plans, like those in the
1982 and 1983 White Papers, represent a major change in direction

for this country.

67. This Green Paper shows how difficult it will be to stick to these
intentions. There will be demands on all sides - in the fields of
defence, social security, health and education, to name but a few - to
improve public services, and there will also be arguments that
additional spending is required in some cases simply to stand still and
prevent these services from deteriorating. Some of this will, no
doubt, be special pleading; but in some cases programmes will need to

be increased, and the increases financed by reductions in programmes
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of lower priority, or by further efficiency savings across programmes

as a whole.

68. Without firm control over public spending, however, there can
be no prospect of bringing the burden of tax back to tolerable levels.
On the illustrative framework set out in this Paper the tax burden
will be reduced to the levels of the early 1970's only if public
expenditure is held at its present level in real terms right up to

1993-94.

69. If, on the other hand, we assume what by historical standards is
a very modest rate of public expenditure growth - 1 per cent a year
in real terms after 1988-89, compared with the average 3 per cent

growth of the last twenty years - the tax burden would be scarcely

back to its 1978-79 level even after ten years of growth at about

2 per cent a year: still less to its level in the 1960's and early 1970's.

70. In order to underline the inescapable connection - so often
overlooked in public debate on these issues - between public spending
and the taxes required to finance it, the projections in this Green
Paper have concentrated upon quantifying the reduction in the tax
burden which different combinations of circumstances might produce.
But it would, of course, always be open to the government to decide,
once the virtuous circle of lower taxes and higher growth had been
established, to devote some of these resources to improved public
services rather than reduced taxation. There should, however, be no
general presumption that higher public spending is inevitable if
provision in these areas is to be improved, given the scope for
switching from public to private sectors, and for improved efficiency

within the public sector.

71. All these projections are of course, subject to a wide range of
uncertainty. But on one issue there can be no room for doubt:
Parliament and the government must reach its judgement about what
public expenditure in total can be afforded, then contain individual
programmes within that total. If the public discussion of these
important issues leads to a wider understanding of this fact - that
finance must determine expenditure, not expenditure finance - the

discussion will have served a useful purpose.

" o
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72. The government looks forward to a continuing debate on the
fiscal prospects in the longer term. There will, no doubt, be much
discussion of the validity and realism of the broad economic
assumptions made in this Green Paper; of the conclusions to be drawn
for individual programmes from the consideration of future pressures
on public spending; and of whether the additional resources created
by continuing economic growth should go to reducing the present
unacceptably high level of taxation, or to further improvements in
the public services, or to both in some degree. But the government
hopes that the main theme of this Green Paper will remain at the
centre of the debate: that to break away - as at some stage, on any
view, we must - from the pattern of the past in which public spending

and taxation took an ever-larger share of our national product, we

must establish a clear view of what can be afforded; set our spending

plans accordingly; then stick to those plans.




. ANNEX 1

DEFINITIONS

Units for measuring public expenditure

i Three units of measurement have been used in recent and past public expenditure

White Papers. These are

(i) Cash: This is the amount of cash paid or received during the year. The

Government's public expenditure plans are now made in cash terms.

Real (or cost) terms: This is equal to cash expenditure, excluding the effects of

any rise in average GDP prices. (If cash expenditure were £100m in year A and
£106m in year B, and the GDP price level had risen by 5 per cent between the

two years, expenditure in year B would be about £101m in "year A cost terms".)

Cost terms is a useful measure of expenditure for comparisons over time, and for

medium and longer term public expenditure projéttions.

(iii) Input volume: This is the physical quantity of input.

2. None of these units measures the amount of service delivered by a programme.
Growth in input volume over time is usually less than growth in the amount of service
delivered, because of increases in the efficiency with which the inputs are used. Changes in
cost terms expenditure may be more or less than changes in the amount of service delivered,
depending upon both relative price changes and efficiency gains. The difference between
growth in cost terms expenditure and growth in input volume, for a whole programme or

part of a programme (eg pay), is usually called the relative price effect.

3. Sometimes the term level of service or level of provision is used to describe changes in

the amount of service delivered adjusted for, especially, demography. Neither the amount

of service delivered nor levels of service can usually be measured precisely.
4, It is important when describing the growth or contraction of public expenditure
programmes to distinguish between changes in cash expenditure, real (or cost) terms

expenditure, input volume and levels of service.

Glossary of other terms

Cash limits: Cash limits set a limit on the amount of cash the Government proposes to
spend or authorise on certain services or blocks of services during one financial year. The
nationalised industries' contribution to public expenditure is controlled by means of external

financing limits, which are a form of cash limit for individual industries.




Cash plans: Planned cash expenditure for each programme over the next few years are

published annually as a White Paper called The Government's Expenditure Plans.

Debt interest: "gross debt interest payments" by the public sector are as defined in the

national income accounts. "Net debt interest" is broadly that part of gross debt interest
that has to be financed from taxation or further government borrowing (see Cmnd 9143 for

further details).

Estimates or Supply expenditure: Expenditure by central government which is financed by

monies voted by Parliament in the annual Supply Estimates.

General government expenditure: General government expenditure is the principal measure

of public expenditure (q.v.) in the national income accounts, published monthly in 'Financial
Statistics'.  Unlike the planning total, general government expenditure includes debt
interest, non-trading capital consumption, stock appreciation and VAT paid by local
authorities but refunded to them, and it excludes revenue from certain sales of assets. A
fuller list of the differences is provided in Part 5 (paragraph 32) of the public expenditure
White Paper Cmnd 9143.

Medium Term Financial Strategy: The statement of the government's objectives for

monetary and fiscal policy for the medium term, published in the annual Financial

Statement and Budget Report (FSBR).

Public Expenditure Planning Total The planning total includes all public expenditure

programmes (including grants to and borrowing by public corporations), special sales of

assets and the Reserve,

Public expenditure: There is no unique definition of public expenditure. Different

definitions are required for different purposes and these change overtime. The difference
between the public expenditure planning total (q.v.), the national acounts definition of
general government expenditure (q.v.) and the definition used for measuring public
expenditure as a percentage of GDP are described in Part 5 (paragraph 32 to 37) of the
public expenditure White Paper Cmnd 9143.

Public Expenditure Survey: The government's annual review of expenditure plans covering

the forthcoming three year period, published in The Government's Expenditure Plans.

PSBR (Public sector borrowing requirement): The PSBR is the difference between public

sector cash receipts from and payments to the private sector and overseas. The PSBR is the
sum of the central government, local authorities and public corporation borrowing

Requirements less all lending transactions between the sub-sectors.




Public expenditure as a share of GDP: The relative size of public expenditure can also be

measured by setting it against the gross domestic product (GDP). In doing so it must be

remembered that not all public expenditure is part of GDP; the former includes transfer

payments (for example social security benefits) whereas GDP does not. This measure of

public expenditure is intended to indicate the proportion of nominal GDP to be financed

through government taxation and borrowing.

[Taxation glossary to be added]
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GROWTH IN THE LONG TERM

This annex discusses the assumptions for GDP growth that underlie the
projections of non-North Sea taxation for 1993-94, As explained in para-
graph 34 two assumptions for GDP growth for the period 1988-89 to 1993-94
are made, of 2 per cent and 172 per cent, with corresponding figures of
[2714] per cent and [13q1 per cent for GDP less North Sea. The growth rate
over the preceding five years, the period of the MIFS, is assumed to be 214

per cent a year,

2 Since 1951 there have been two distinct phases in output growth. From

1951 to 1973 the growth of gpp(1) averaged 2_.9 per cent a year with little

variation from eyecle to eyecle (Table A.1), Since 1973 growth in the UK, as
in other industrialised countries, has been much slower: between 1973 and
1979 the average was 1.3 per cent and from 1979 to 1983 it was 0.3 per cent,
although this is not strictly comparable because 1983 was not a cyclical

peak.,

3 The growth of North Sea production has contributed about [0.,7] per
cent a year since 1973, implying an average growth of GDP less North Sea

output of [0+3] per cent over the period 1973 to 1983.

4, The slowdown in growth after 1973 was not accompanied by any slowdown
in the rate of increase in the working population, which increased, as it
had done in the pericd up to 1973, by about 12 per cent a year on average
(Table A+1)s Numerically, most of the slowdown in output growth after 1973
is accounted for by a slower growth of output per employed person. This
averaged 1 per cent over the 1973 to 1979 cycle, compared with about 2.4
per cent in the two decades to 1973, This measure may tend to understate
the underlying growth of productivity since it takes no account of changes

in hours worked or numbers of part-time workers,

(MFactor cost at 1980 prices, average estimate




5 Output growth in peace-time periods before the Second World War was
generally higher than in the decade after 1973, but lower than in the two
decades before 1973. The growth rate between most cyclical peaks from the
1850s to the Second World War was within the range 115 per cent to 21 per
cent a year (Table A.2). Productivity growth was nearly always within the

range 12 per cent to 112 percent a year.,

Be There are three main factors which are relevant to the trend rate of
growth over the period 1988-89 to 1993-94:

ie North Sea production, This is assumed to decline by about

[312] per cent a year over the period 1988-89 to 1993-94 (see
Annex 4), equivalent to a reduction in the GDP growth rate of
about [141 per cent a year, The rate of decline is rather less
rapid than that assumed forthe period from 1984-85 to 1988-89,
North Sea production is an integral part of the economy with
complex interactive effects between the onshore and North Sea
sectors, notably through the exchange rate and current account.
The decline of North Sea production will tend to stimulate the
growth of the rest of the traded goods sector of the econonmy,
just as the opposite occurred when North Sea production was
building up. But it is unrealistic to expect onshore GDP growth
to compensate fully for declining North Sea production in the
short term. The underlying growth of onshore GDP is unlikely to

be raised much above what it would otherwise have been.

ii. Labour supply. The contribution of the labour supply to

the growth in productive potential is determined by demographic
factors, projections of which are relatively firmly based, and
by activity rates, The projections recently published by the
Department of Employment(Z) suggest an increase in the labour
supply over the period 1988-89 to 1993-94 of [10,000] a year on
average, slower than the increase projected from now until 1988-
89 of about [120,000] a year, This suggests that the labour
supply will not make a significant contribution to trend GDP

growth from 1988 onwards.

(2)see Department of Employment Gazette February 1984




. iii. Productivity growth, The causes of the slowdown in

measured productivity growth after 1973 are not fully understood.
Some of them, however, may be reversible, In particular, there
is no reason to believe that oil price shocks will recur with as
much disruption as in the 1970s, The harmful effects on invest-
ment and growth of high and variable inflation have been re-
versed, There is evidence from the last two or three years that
firms have been increasing efficiency and reversing the labour
hoarding that had contributed to poor productivity in the 1970s.,
It is difficult to assess how much of this might be a once-
for-all event caused by the pressures of the recession and how
much represents a trend change in productivity growth. The
absolute level of productivity in the UK remains well below that
in competitor countries so there is plenty of scope for making
productivity gains, There is also an. increasing awareness of
the need for efficient working practices., .For these reasons it
seems likely that productivity growth will improve substantially
on that of the 1970s. But it may not regain the levels of the
1950s and 1960s especially if a reduction in umemployment is
associated with a shift, within and between industries, towards

more labour-intensive activities and processes.,

Ts The assumed growth rates of 112 per cent and 2 per cent a year between
1988-89 and 1993-94 thus lie within the range of 112 per cent to 212 per
cent that prevailed before the Second World War., They are lower than the
growth rate in the two decades before 1973, and higher than that since 1973.
Various factors, including North Sea oil production, labour supply and the
labour-intensity of some areas of production, suggest that the pre-1973
performance will not be matched, Others, such as the reduction in in-
flation, the rise in productivity growth and increasing cost-consciousness,
point to a better performance than in the 1970s, It is not fruitful to
attempt to predict what the actual outcome will be, But there are reasons
for believing that the assumed growth rates are plausible in the light of
past experience and the sparse knowledge that we have about future de-

velopments.




Table A.1

Growth of Output, Working Population and Productivity since 1951
(per cent per annum)

Working Population Output Per Employed Person

1951-1955
1955-1960
1960-1964
1964-1968
1968-1973
1973-1919
1979-1983

1GDP less North Sea

The growth rates are measured between years which are approxi-
mately comparable from a cyclical point of view except in the
case of the last period: all years up to and including 1979 were
cyelical peaks, but it is expected that 1983 will turn out to
have been below the peak-to-peak trend.

Table A.2

Growth of Output and Productivity since 1856
(per cent per annum)

GDP Output per Employed Person

1856-1860
1860-1865
1865-1873
1873-1882
1882-1889
1889-1899
1899-1907
1907-1913
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Note: The growth rates are measured between years which are approxi-
mately comparable from a cyclical point of view.




NORTH SEA OIL REVENUES TO 1993-94

This annex describes how the projections in this Green Paper
of Government revenues from the North Sea over the period to
1993-94 were derived.

Se For the period to 1988-89 the projections of North Sea

revenues are in line with those underlying the Medium Term Financial
Strategy. Revenues in 1988-89 are projected to be about /£8} billion/
in current prices, equivalent to about /Z7% billion/ in 1982-83
prices. 0il and natural gas liquids (NGL) production is assumed

to be at about the centre of the new forecast ranges, announced by
the Minister of State for Energy in Parliament on /7 March/; and

it is assumed that real world oil prices, after falling by more than
10 per cent over the next two years, then remain constant at their
end-1985 level. A fuller description of the MIFS projectiens ef
North Sea revenues is given in a Press Notice published on Budget day.

5 In assessing the level of o0il production after 1988-89 we

have projected forward production from fields currently in production
or under development and have assumed that all the likely candidates
for development among existing discoveries do in fact go shead. To
the extent that some of the latter do not do so, we assume that

their place is taken either by other projects among existing discoveries
or by future discoveries. This produces a profile in which the

centre of the range of oil production continues to fall after 1988-89
though at a slower rate than in the previous three years. By 1993-94
we are assuming that oil production is a little over 65 million
tonnes, representing the centre of a range of Zﬁb_95_7 million tonnes.
New fields among existing discoveries account for about a quarter of
this total. In projecting gas production we have taken account of
fields currently in production or under development. New developments
are assumed to come forward at a rate sufficient to ensure that

likely future demand is met.

4, By the end of the MIFS projections, the real sterling North
Sea 0il price is assumed still to be below current levels. For
the purposes of the projections beyond 1988-89, we have assumed that

the real oil price grows on average at about 2% per cent a year,




reaching £150 a tonne (in 1982-83 prices) by 1993-94. This
assumption is consistent with some rise over the same period
in the real world oil price. A constant real gas price after
1988-89 is assumed for new gas developments.

De The implication of these assumptions about production and
prices is that the real value of oil and NGL production is assumed

to fall at about 41 per cent a year over the period 1988-89 to
1993-94, The projections of Government revenues from the North

Sea were derived by taking the average tax rate on gross revenues
from 0il and gas production implicit in the MIFS projection of total
royalty and tax receipts in 1988-89 and assuming it remained constant
over the period after 1988-89. The 1988-89 figure is based on the
results of the Inland Revenue field-by-field model of the North

Sea. It could be argued that the average tax rate might rise after
1988-89, as some of the fields now or soon to come on stream exhaust
their tax allowances and pay tax at the full rate. On the other hand,
if the assumptions underlying these projections prove correct,
existing discoveries yet to be developed will be contributing a
significant proportion of production by the early 1990s. This would
tend to depress the average tax rate.

6. As a result of these assumptions, total North Sea oil and

gas revenues are projected to fall from about £7% billion (at 1982-
83 prices) at the end of the MIFS period to about £6 billion by
1993-94, or from 2% per cent of GDP to about 12 per cent.

7o The margin of error around these estimates is very large indeed.
Even the projections of revenues to 1988-89 in the MIFS are highly
uncertain. The uncertainties increase as one moves further into

the future. They arise at each stage of estimation: production,

prices and tax deductible expenditures. Production projections are

particularly uncertain at this stage because it is too early to
assess the extent to which the changes made to the North Sea fiscal
regime in the 1983 Budget might give rise to higher production during
the next ten years.




Annex 5

Debt Interest

This annex explains the evolution of net debt interest of the public sector.
The definition of net debt interest used here is on a National Accounts
basis and includes only debt interest flows between the public and private

and overseas sectors: it therefore differs from the concept used in Public

Expenditure White Papers,(1)

2. Debt interest flows are related to the stock of debt outstanding, the
current and past rates of interest, and the characteristiecs, particularly

the maturity structure, of the stock of debt outstanding,

3. Gross debt interest payments by the public sector, principally to
holders of gilts and National Savings, reached a peak as a proportion of
GDP in 1981-82, reflecting the high level of the PSBR, and increasing
interest rates from about 1975 onwards. The bulk of government stock
outstanding is of fixed interest securities. Because of this, total debt
interest payments are slow to react to changes in interest rates, Over the
next five years the stock of public sector debt is expected to decline as a
proportion of GDP, because the ratic of the PSBR to GDP is low compared with
the assumed growth of money GDP, The lower stock of debt outstanding,
coupled with an assumed decline in both nominal and real interest rates as
inflation is brought down further and pressure in financial markets eases,
imply a further reduction in debt interest payments over the long-term
period from 1988-89 to 1993-94, perhaps by an amount equivalent to up to 1
per cent of GDP,

y, Debt interest receipts by the public sector are flows on loans made
by the public sector to the private and overseas sectors, [These include
such items as public corporations' trade credit and loans by local
authorities for house purchase as well as interest on the reserves.] The

maturity structure of the debt instruments is on average shorter and a

(1)See Cmnd 9143-II, Explanatory and Technical Notes for a definition of
the PEWP definition of net debt interest,




higher proportion is accounted for by variable interest instruments than
in the case of British Government Securities and National Savings. As a
result interest receipts are relatively more sensitive to changes in inter-
est rates, and are projected to fall proportionately more than interest
payments over the next ten years, Nevertheless, net debt interest payments

are projected to decline as a proportion of GDP, by about [0.7] per cent of

GDP, because the initial stock of liabilities of the public sector are about

[three] times initial assets.







Rt Hon Norman Fowler MFP

Secretary of State for Social Services
Department of Health & Social Security
Alexander Fleming House

Elephant & Castle
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PUBLIC EXPENDITURE REVIEWS

When we had a word a little while ago with the Prime Minister,

we agreed that three aspects of health spending should be reviewed.
The purpose of this letter is to say how I See the scope of these
three reviews. i35

In each case the aim of the review would be to examine the scope
for improved control and public expenditure savings both in the
longer term, and in the immediate future. I would hope to see
specific proposals emerge which we can then confidently put
forward to our colleagues. In the process of so doing I hope
that the reviews will identify possible immediate savings as well
as any immediate action which could and should be taken now to
secure longer term improvements The reviews should be radical,
but consistent with the wider approach we are now trying to
promote to greater financial control and responsibility in the
field of primary care.

v
s
i1

was agreed that each review could be conducted jointly by the

S and the Treasury. If possible I think there should be an

eed joint report to us both on each review by DHSS and Treasury

fficials. As far as immediate savings are concerned, recommenda-
ons should be submitted to us both in time for the findings to

be taken into account in the next public expenditure survey. Work

on longer term savings can no doubt continue after that, if

necessary, but nevertheless I would wish it to be carried out

promptly.

jQ
o
i
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The first subject area to be covered is the _contractual relationship
between the_NHS and the cqntractor professions in the family practi-

tioner services. I know that you already have in hand a fundamental
’_'_,_.—-—'—'_'_'_'-——’
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review of the pharmacists' contract; I am grateful for

Kenneth Clarke's letter of 17 January about this. The public
expenditure review would not duplicate or take over this work,
but rather would extend its radical approach to the other
contractor professions. In the case of general practitioners,
for example, the review might look at whether the arguments that
led to item of service payments and direct reimbursements are
still valid, as well as whether the system has become too
complicated. For dentists, there is the fundamental issue of
whether the item of service basis of remuneration is producing
the results we would wish. We cannot expect to achieve every-
thing at once, and in some areas we will be able to build on work
already in hand. But I would certainly expect to see, for each
professional group, & clear plan for how we intend to go forward.

The second area for review is the PPRS including its impact
upon,_prescribing practice. Again, I am aware ol work already in
hand here, and in the case of the PPRS of the changes which have
recently been made to the scheme. We shall have to look at these
again in the light of the report of the Review Board on
Non-Competitive Govermment Contracts. The public expenditure
review would however need to consider more fundamental changes
than have been made so far. Action taken so far has altered some
of the parameters of the scheme without affecting its basic mode
of operation: the new review will need to consider that. For
example, it should consider the justification for reimbursing any
promotional expenditure by drug companies, an issue to which I
drew attention in my letter of 29 November 1983 to Kenneth Clarke:
though the timescale for mzking any further changes will have to
take account of whzt has been said on this in Parliament and to
the industry. But I do not think that it is sensible to look at
the PPRS in isolation from our wish to see more effective and

more economical prescribing practices. We need to be sure that the
¢

form of the PPRS will not frustrate attempts by doctors to prescribe
economically by reference to the price of individual drugs. We agreed
that it was most important to bring about changes here to promote
prescribing of cheaper drugs and to discourage unnecessary prescrip-
tions.
The third area for review is a NHS charging policy generally.
It goes without saying that this a highly sensitive area, which
will need to be handled with car But the Government's policy
of seeking ways of financing a higher proportion of essential public

o

o

h

services other than from taxation requires us to look at NHS charges,
although we all recognise that our Election pledges may rule out

some of the major changes for this Parliament. We do need to be
clear in our own minds, however, about the charging options which
are worth considering for the future.

There are some charges not ruled out by our pledges, which the review
should consider for possible introduction in the shorter term. I

have particularly in mind cost-related charges for drugs. Quite apart
from the possibility such charges offer for raising increased income,
they could have a strong and beneficial influence on prescribing
practice. There are links too with the review of contractual rela-
tions with the practitioners.

If you agree, I suggest that we should ask our official
work on these three reviews forthwith. Given the sens
subjects we need to keep the circulation of the papers
possible.

SE &R ET




I am sending copies his tter to the Prime Minister, and to
the Secretaries of cotland and Wales.







EFFICIENCY UNIT

70 WHITEHALL, LONDON SWI1A 2AS
Enquiries : 01-233 8412
Direct line : 01-233 7359

21 February 1984

The Rt Hon Patrick Jenkin MP
Secretary of State for the Environment

PUBLIC EXPENDITURE REVIEWS: URBAN PROGRAMME

Thank you for your letter dated 8 February which I have seen on
my return from the Far East. I have subsequently been pleased to
learn that while I have been away officials have settled a way
forward that meets the essential requirements.

I think we both have the same objective in this matter. The
label attached to the work is not particularly important provided
the approach is rigorous and is seen to be so. However, I should
not want to be associated with a cosmetic exercise nor to have my
interest in the matter represented as some narrow "efficiency"
view (your inverted commas!). I have emphasised to the Prime
Minister the opportunity I see for Ministers to achieve better
value for money through determined use of all the techniques now
available to examine programmes, policy and performance. I hope
the work on the urban programme will be a splendid example and I
look forward to seeing the results.

Coples go to the Prime Minister, Peter Rees and
Sir Robert Armstrong.

ROBIN IBBS







C&"'IDENTIAL Ref.No: rIN (84)1
Date: l?/2/8"-‘-

PUBLIC EXPENDITURE WHITE PAPER

February 16th 1984

CORRECTION

Paragraph 42 should read:

"Applications for Home Improvement Grants at

the temporary higher rate of 90 per cent
will not be admitted after March 31lst this
year. The higher rate was clearly stated
to be temporary when introduced in the 1982
Budget and was designed partly to absorb
surplus capacity in the building industry
at that time. Original deadline has been
twice extended. Grants at 75 per cent will
continue to be available at discretion of

local authorities'.

Conservative Research Department, Enquiries on this brief io:
32 Smith Square,
London SW1

Tel. 222 9000 Peter Cropper




PUBLIC EXPENDITURE WHITE PAPER,
KEY POINTS

1. Keeps to pre-election plans and commitments. PM said during

campaign: "We have laid out our plans for the next 3 years on
Government spending... they are all laid out to see". Cash total
for next year, 1984-85, exactly as in last White Paper at £126.4
billion. Provisional total for 1985-86 of £132. 1bn also very close
to figure for that year in last White Paper.

2. No cut in real terms ("cost terms") in public spending between

this year and next. Plans for future years also consistent with
maintained spending in real terms. Planning total for new year of
survey, 1986-87, £13%6.7bn.

3. Public spending to continue falling in proportion to our growing

economy. FPeak of 44 p.c. in 1981-82 during recession. Has fallen

in 2 years since and is expected to fall again in coming years.

4. Within the unchanged total next year some major changes in

individual programmes in relation to last PEWP are:

Increases - £0.4bn. agricultural support (mainly EC)
£0.6bn. local authority current expenditure
£1.3bn. social security
Decreases - £0.3bn. defence
£0.5bn. housing
£0.7bn. Nationalised industries' external borrowing

5. Public sector Capital spending has not been falling. Next year

it will total £23.9bn. which is broadly the same in real terms as
in 1978-79. White Paper contains a new table - Table 1.13 - which
gives much clearer and more detailed picture of capital spending,

and shows that those who criticise Government for "decimating" public
investment are quite wrong. (The big cuts were, of course, under

Labour in 1976-9).




@
6. Within the planning total for next year the reserve has been
reduced since the Autumn Statement by £250m. This is mainly to
accomodate a revised estimate of spending on some social security
benefits, partly offset by lower uptake of the Youth Training Scheme.

7. The old contingency reserve has been redefined and is now called,
simply, the Reserve. Its role from 1984-85 on is to cover all
contingencies including changing forecasts for demand-determined
programmes. This new discipline will help discharge election pledge
to maintain firm control of public spending.

8. Commentary on individual programmes puts more emphasis on policy
objectives and monitoring of progress towards them. White Paper now

contains several hundred output measures.

OUTTURN 1983-84

9. Forecast outturn of £120.3bn. is slightly higher than planned
level of £119.6bn. in last White Paper in spite of mid-year corrective
measures. This reflects higher spending than forecast on some
demand-led programmes and a smaller shortfall than expected on cash-
limited programmes.

10. The excess is still very small in relation to the total at

0.6 p.c. The new style of reserve which covers both demand-led and
other increases is designed to exercise greater control over such
increases in future. In future shortfall will show up as an under-
spend on the reserve. Reserves for future years are purposely
sizeable at £2.75bn., £3.75bn. and £4.75bn. Figures will be reviewed
in the light of experience with the new system.

CAPITAL EXPENDITURE

11. New Table 1.13 shows level and trends in capital spending much

more clearly than before. Contrary to much received wisdom capital
spending has not been declining in the public sector. In real terms

it has been running at much the same level since 1978-79. As proportion
of GDP it was 8 p.c. a year to 1980-81 and 7.5 p.c. since.
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12. Previous presentation tended to mislead both as a guide to
levels and trends and to demands on the producing industries.
The White Paper totals are designed in large measure for control
purposes. Thus, in Table 1.11 receipts from council house sales
are deducted from gross LA capital spending, although of course
they do not reduce public sector investment. In Table 1.13, however,
they are not deducted. Capital expenditure by nationalised industries
which has tended to rise since 78/79 has been added in to give a
full picture of investment by the public sector as a whole. Defence
expenditure on equipment which in a civil context would be regarded
as capital spending has also been included. By UN convention it is
generally classed as current expenditure, but in this context it
is perverse to regard a merchant ship as capital expenditure and a
naval ship in the next berth as current expenditure.

13. Capital spending is not good of itself. It is only worthwhile
if it produces a proper return.

ASSET SALES

14. Special Asset sales are estimated at £1.2bn in current year
rising to about £1.9bn. next year and £2bn. in each of the following
2 years.

15. Cash raised from asset sales will help to reduce Government

borrowing. But main purpose of privatisation programme is to increase
competition, private ownership and to promote the efficient use of
resources in the economy. Sale of equity in BT is planned for autumn
and BA in early 1985.

DEBT INTEREST

16. Net debt interest, which is not included in the planning total
for public expenditure, is expected to level off next year at about
£71bn. after many years of growth.

17. Stabilising the burden of debt interest is one of the benefits
of lower levels of borrowing in recent years combined with a gradual
reduction in the interest rates Government has to pay.




MANPOWER AND PAY

18. This year's White Paper reports both on the likely outcome of the
manpower targets the Government set in 1979, and sets out its goals
for the period to 1988. For the first time manpower plans have

formed an integral part of the Public Expenditure Survey. By the
beginning of April the civil service (ie Central Government employment)
will have contracted by 14 p.c. since April 1979 to about 630,000,

the smallest level since the war and a little below the Government's
target. A further fall of 6 p.c. to 593,000 is planned by 1988.

Armed forces' UK-based manpower is expected to rise from 320,600 in
April 1983 to 329,000 in April 1985 with figures for the years beyond
subject to review.

19. Between 1979 and 1982 NHS manpower rose about .7 p.c. to
1,006,700. Most of the extra staff were in areas directly concerned
with patient care. To help ensure a proper balance between spending
on equipment and staff and to improve manpower control, manpower
targets involving a net cut in staff @f 4 p.c. have been agreed with
Regional Health Authorities in 1983-84.

20. Local authority manpower fell by only 4 p.c.,or 91,000, between
June 1979 and June last year. Number employed on law and order

rose 7 p.c., but the much larger numbers employed in education fell
by 62 p.c. Pupils on school rolls fell 10 p.c. Since June local
authority manpower has begun to rise again slightly. Government
intends that the joint boards to be set up on abolition of GLC and
Met. Counties will each have specific manpower targets. Manpower
costs account for two thirds of Local authorities' relevant current

expenditure.

21. Plans for 1984-85 allow for average increases in rates of pay
and allowances of 3 p.c. from the due settlement dates. Any overrun
will have to be absorbed in other ways within individual programmes.
Pay accounts for about 30 p.c. of total public expenditure; on some

programmes the proportion is much higher.




TOCAL AUTHORITIES

22. Local authority current spending has continued to exceed planned
levels. Next year's provision has again had to be increased by
£600m. on the previous White Paper total. The result will be an
additional tax burden particularly on the rate payer.

2 3, The Government's targets for expenditure by individual authorities
allow a 3 p.c. increase for authorities which have kept within target
in the past and a maximum 6 p.c. cut for authorities which

have previously failed to meet targets. What that means for services
depends on how successfully authorities control their own costs.

The Audit Commission's recent handbook shows there is plenty of

scope for improving cost control.

24, Rates Bill is designed to protect ratepayers from consequences
of continued local over-spending. Selective rate limitation will
first operate in 1985-86.

25. Iocal authorities' current expenditure has risen significantly
faster than that of central government since 1978-79 (Table 1.11).
This is despite the policy commitments to increase spending on

various central government programmes such as defence and health and
the effect of the recession on social security spending. Local

budgets, by contrast, should have benefited from the reduction in
school rolls.

26. Local authorities' capital expenditure, has fallen in real terms
since 1978-79 largely because of council house sales which reduce
the net figure.

SOCIAL SECURITY

27. Plans show increase of about £1.3bn. in 1984-85 and £1.6bn.

the following year over last White Paper. Reductions in coverage
of housing benefit need to be seen in that context. Next year's

increase includes an addition of about £360wsince the Autumn

Statement.




28. Reasons for increase: 1983 benefit improvements (including

11 p.c. increase in child benefit and one-parent benefit) and
changes in uprating assumptions; more up-to-date estimates of

spending on supplementary benefit.

29. Changes in housing benefit made partly to offset a proportion

of the increases which would otherwise have been even bigger.

Housing benefit now goes to 1 in 3 households, 40 p.c. of the

population. Some recipients have above average earnings. Cuts will
ffect those households most able to afford them. Most pensioner

claimants will not be affected. No-one on supplementary benefit

need be affected. Modifications to Govermment's proposals announced

on February 6 will give families longer to adjust but do not affect
existing expenditure plans. Over half claimants will face reductions

of less than 50p a week.

30. Most other industrialised countries are also finding difficulty
in paying for their social security programmes. The Netherlands

plans to de-index social security benefits, France and Germany are
delaying pension increases, Belgium has cut some unemployment benefits,

and so on.
DEFENCE

31. Spending will increase by 3 p.c. a year in real terms to 1985-86
in accordance with NATO's aim. Apart from US we are the only NATO

country to achieve this.

32. On top of the NATO commitment we are spending extra money to
defend the Falklands. Including this expenditure, by next year we
shall have increased our spending on defence by more than a quarter

in real ("cost") terms since 1978-79.

33, The reduction in 1984-85 spending compared with the figure for
that year in the last White Paper takes into account the March 1983
NIS reduction, the 3 p.c. public service pay assumption for 1984-85

and the 1983-84 cash limit cut.




4. The 3 p.c. growth commitment has not been extended into the

final year of the survey, 1986-87. Even so defence spending will
be some £700m. higher in that year than in the previous year.

HEALTH

35. Planned spending on the NHS in 1984-85 has been maintained
at the level proposed for that year in the last White Paper. TFor

the following year there is an increase of about £150m. on the figure
in the last White Paper. This more than fulfills pledges made by

the Prime Minister in Edinburgh during the election.

36. ©Since coming into office the Govermment has increased health
spending by 17 p.c. more than inflation. This means, for instance,
4 million more in-patient day cases, nearly % million more people

visited at home by Health visitors and District nurses)2% million

more courses of dental treatment.

37. Greater efficiency can produce more health care per £m. Hence
the Government's encouragement for contracting out, the management
reorganisation proposed by Griffiths report, and manpower monitoring.

EDUCATION

38. Provision for spending on education is £140m. higher than in
the last White Paper in 1984-85 and £104m. higher in 1985-86.

The increase is mainly in local authority spending, partly offset
by a small net reduction in voted expenditure.

39. Parental contributions to student support have been increased

for middle and upper income parents and the minimum grant has been
halved. It is perfectly reasonable to expect the better off parents
to contribute more towards maintaining their children in higher
education. British system of support for students in higher education
is still far more gnerous than that in practically any other country.




HOUSING

40. The reduction in net spending on housing compared with the
last White Paper mainly reflects a higher forecast level of receipts

from council house sales. Gross capital spending on housing is

expected to be broadly the same in cash terms in 1984-85 as in
1083-84. Of the £490m. reduction since the last White Paper
nearly £300m. relates to higher receipts, £100m to lower current
expenditure and the rest to a modest reduction in former plans for

capital spending plus lower interest rate assumptions in forecasting
subsidies.

41. Private sector housing starts in 1983 were highest since 1973.
This is good news both for house purchasers and the construction

industry.

42. Home Improvement Grants will end after March 31 this year which
is the deadline for applications. The grants were clearly stated

to be temporary when introduced in 1982 Budget and were designed
partly to absorb surplus capacity in the building industry at that
time. Original deadline has been twice extended.

LAW AND ORDER

43, Increase of about £80m. in 1984-85 and £90m. in 1985-86 on plans
in last White Paper. Partly to fund prison building programme which
should eliminate present over-crowding by end decade.

TRADE, INDUSTRY, ENERGY AND EMPLOYMENT

44, Government has been able to reduce support for industry next

year largely because no provision has been necessary for BL. In
1983-84 support for BL totalled £150m.

45, Support for industrial R and D and innovation continue to grow
through the survey period reflecting Government priorities. Assistance
to shipbuilding and steel tapers off as restructuring is completed




and support for Rolls Royce falls as the RB 211 development stage
comes to an end.

46. White Paper figures do not reflect any launch aid which may
be provided for the A320 and V2500. Nor do they reflect cuts which
may stem from the proposed changes in regional policy.

47. Employment spending in 1984-85 has been reduced by about £135m.
since the last White Paper. This reflects this year's cash limit
reduction in July and lower forecasts of expected demand for the

Job Splitting and Job Release Schemes and the Youth Training Scheme.
Total provision will still be £245m. higher than in 1983-84.

TRANSPORT

48. Expenditure in 1984-85 will be similar to the level planned for
that year in the last White Paper, adjusting for the transfer of
functions. Spending on national roads will rise slightly while
capital expenditure on local transport will fall.

AGRICULTURE

49. Forecast spending by the Intervention Board for Agricultural
Produce (IBAP) has risen sharply over the level provided in the last
White Paper by £408m. in 1984-85 and £240m. in 1985-86.

50. About a third of this is pre-funded by the EC and the rest is
re-couped in due course by the proceeds of sales and EC reimbursement
for losses. Nevertheless it increases the overall cost of the CAP,
strengthening the Government's resolve to reform it.

51. MAFF expenditure has been cut slightly by £131m. in 1984-85

and £3%m. the following year compared with the last White Paper figures.
The cuts have mainly fallen on capital grants. An industry which

is as heavily subsidised as agriculture under the CAP cannot expect

to be exempt from the Government's commitment to control public
expenditure overall.




52. Net payment to EC instituti i to fall in 1984-85
from £500m. to £375m. Thi LU ] ulated on the stylised
assumption that the UK continues to receive a refund of two thirds
of the "allocated” - The £75m. drop below the figure given

in the Autumn Statement stems largely from new exchange rate

assumptions which have reduced forecast VAT payments The contribution

is expected to rise again in the 2 following years, but projections

re uncertain.

NATTONALISED INDUSTRIES

54. External finance required by the nationalised industries falls
from £2.5bn. in 1983-84 to £1.9bn. in 1984-85. This mainly reflects
reductions in costs and improvements in performance. In 1984-85

industry tariffs are expected to rise at or slightly below the rate

of inflation. The Government is not using the electricity industry

or any other NI as a milch cow by forcing them to put up prices
beyond their economic level.

55. Allowing for privatisation removing some enterprises from the

public sector, NI investment is expected to be 12 p.c. higher in
1982-84 than in the previous year.

56. The National Coal Board and British Rail continue to require

by far the largest amounts of external finance.
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10 DOWNING STREET

From the Private Secretary 17 February, 1984
: g I -

Territorial Programes

The Chief Secretary, accompanied by Mr. Bailey, came to see the
Prime Minister today to talk about the territorial expenditure
programmes . Mr. Redwood was also present. The paper attached to
the Chief Secretary's minute of 30 January indicated that there was
substantial over-provision in Scotland and in Northern Ireland,
though not in Wales. This arose, not so much from the working of
the current formula, but from the generous base line established in
the 1970s. The Chief Secretary handed the Prime Minister a further
note setting out a number of indicators of over-provision, for
example, pupil-teacher ratios, rents, roads. He argued that, with
the growth of the North Sea oil sector, and electronics, there had
been a substantial narrowing of the income differential. Incomes in
Scotland were now about 99% of those in England. A number of
English regions, for example, Cumbria and the North East, felt a sense
of grievance at the level of provision enjoyed north of the border.

The Prime Minister agreed that the figures did indeed point to
over-provision. She pointed out, however, that there was an
important political dimension to the Scottish case. Major changes
were taking place in the structure of Scottish industry. There had
been a number of major closures, for example, Invergordon, Linwood,
Wiggins Teape, and now Scott Lithgow and Henry Robbk. There were
further major redundancies still in prospect, - Ravenscraig,
Bathgate, and the Scottish pits. Despite strong growth elsewhere in
the Scottish economy, all these redundancy cases would attract
strong political opposition.

The Secretary of State was in a difficult position. On a number
of cases in the past he had sought to find a new operator, but this
had generally been unsuccessful. He had played a cooperative role
in the handling of these closures. This had been enormously valuable
in- allowing the necessary restructuring of industry to take place,
and in allowing heavy exchequer subsidies to be withdrawn. A frontal
assault on public expenditure in Scotland would put him in exXtreme
difficulties, and could create a possible opening for the SNP.

SECRET
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he Prime Minlister sald she recognised the cast 10 reaucing

public expenditure provision in Scotland and Northern Ireland, but
felt that this should be tackled with great care. There should

be no attempt to publicise the figures. Instead, the aim should be
to pare down the figures starting with the last year of the survey.
The Chief Secretary should begin to sound out the Secretaries of
State for Scotland and Northern Ireland.

I would be grateful if this letter were shown only to those
who need to know of its content.

Andrew Turnbull

John Gieve, Esq.,
HM Treasury.

SECRET
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ety From: W J E NORTON
C L;ﬁ i“\‘ft 1-\."‘YN-) Date: 17 February 1984

MR\E&IiEﬁi%fﬂ@;\ 3{/%) Mr Watson

TERRITORIAL STUDY

Here is some supplementary briefing for the call on No. 10, as requested.

(1) More examples of over-provision in Scotland

(a) Pupil-teacher ratios in schools: 1981-82

England 18.5
Wales 18.0
Northern Ireland 8.7
Scotland 179

Scotland less
Highlands and
Islands 17.3

Housing: % Dwellings % Dwellings lacking
Unfit in basic amenities

England about 6.2 5.0

Scotland 4.5 el

Anecdotal evidence of over-provision in Scotland

(a) Teacher training. The Scots, despite some recent closures,

still have a large admitted surplus of capacity.

per capita
(b) Roads. Glasgow has the highest/mileage of urban motorway
in Europe. A glance at any road map will show the now extensive
system of fast modern highways in the Lowlands, and even parts
of the Highlands - and everybody who uses them agrees that most
of them are, by English standards, extensively under-used.

Decline in Scottish population, compared with England

Scotland England

1975 5.21m 46 ,70m
1978 5.18m 46 .66m
1981 5.15m 46.,82m
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(4) Methodology - Major Objective Factors

"Lack of pupil places" (see Appendix to minute to No. 10) refers to
the imbalance between supply and demand caused by population movements,

especially the movement out of cities into the countryside.

Scott Lithgow
Bathgate

Northern Ireland Harland and Wolff

(Inside block) Power station investments (perhaps)
Lear Fan

| e
W~
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Treasury Chambers, Parliament Street, SWIP 3AG

Andrew Turnbull Esq
Private Secretary (Economic Affairs)
10 Downing Street ,q. February 1984

Poer Avdrs |
PUBLIC EXPENDITURE WHITE PAPER - BRIEFING

I am enclosing a copy of the main question and answer brief prepared
for the Chief Secretary's Press Conference to launch the Public
Expenditure White Paper at noon on Thursday 16 February. (I shall
send you tomorrow morning the much longer background briefing

which is still being finalised.)

2. Much of the material in the White Paper has been anticipated
by the Press and it contains nothing which is newly controversial.
It seems unlikely, therefore, that it will give rise to Questions
to the Prime Minister on Thursday afternoon. You may however,
like to look particularly at the following items in the brief,
which might possibly come up:-

Q3 - 1983-84 outturn: effect on the PSER.

ii. Q7 - Realism of the plans/risk of overspending.

iii. Q11 and 12 - Real terms comparisons (a point which TCSC
will make in their report on the Autumn Statement to be
published tomorrow)

iv. Q14 - Unemployment assumption.

V. Q17 - Green Paper on the long-term.

vi. Q21-26 - Capital expenditure (particularly Q22 and 24 on
the "built infrastructure").

vii. Q27 - Defence - the NATO commitment.
viii. Q39-41 - Housing Benefit

ix. Q42-46 - Local authority spending.




.). You may also have seen comments in the papers last Sunday
that cuts in the Defence programme could put the Trident and
other major defence projects in doubt (copies attached). On this
we would suggest an answer as follows:-

Defence cuts?

There are no "huge cuts in defence spending" as one Sunday
() newspaper speculated. On the contrary, by 1985-86 defence
B Spending will have increased in cost terms for seven years

in a row. Provision for equipment in 1985-86 will be over

(fifty) per cent higher in cost terms than in 1978-79.

L, If there is anythlng further you need, perhaps you could have
a word with Tony Hart in GEP1 (ext 7208).

Ly I am copying this letter to David Hayhoe.
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Privy CounciL OFFICE

WHITEHALL. LONDON SWI1A 2AT

13 February 1984

b fn..

Public Expenditure and Taxation in the Longer Term

In summing up the discussion of C(84)5 at Cabinet on 9 February the

Prime Minister said that members of the Cabinet who wished to be consulted
about the drafting of a discussion document should inform the Chancellor
of the Exchequer.

I am writing to let you know that the Lord President would like to be so
consulted, and would be grateful if those consulted could be given a

reasonable period of time in which to give the draft full consideration.

I am sending copies of this letter to Andrew Turnbull and Bernard Ingham.

lpws ww,

JANET A LEWIS-JONES
Private Secretary

John Kerr Esq
Private Secretary to the
, Chancellor of the Exchequer

CONFIDENTTAL
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PRIME MINISTER

PUBLICATION OF PUBLIC EXPENDITURE WHITE PAPER

The Chief Secretary proposes to publish the PEWP at

12 p.m. on Thursday, 16 February. Bernard as been anxious

to bring the publication time forward from the afternoon in

order to ensure that the White Paper can be given publicity on

the 1 o'clock news and in the provincial evening papers. The

only disadvantage is that it will appear shortly before Question

Time but, given adequate briefing, I think we can cope with

R Y
this., It will also mean that the Chief Secretary may have to

leave the Cabinet meeting shortly before the end though there

is no problem here as there are no special papers on the agenda.

Agree?

At

9 February 1984




CONFIDENTIAL

Ref. A084 /451

PRIME MINISTER

BACKGROUND

On several previous occasions members of the Cabinet have

expressed disqujet at a decline in the proportion of public

expenditure going to capital investment. This disquiet was

N ——— 1 i . Y
reflected in the discussion on the 1983 Public Expenditure Survey
on 10 November 1983, when the Chief Secretary, Treasury was
invited to give thought to how more satisfactory information on
the split between capital and current expenditure could be made
available, and to circulate proposals (CC(83) 33rd Conclusions,

Minute 4). There was a further exchange in the Cabinet on

- 12 January (CC(84) 1st Conclusions, Minute 5).

Dt In his memorandum C(84) 7 the Chief Secretary, Treasury

provides a_new presentation of the figures for capital spending.

These include a number of adjustments, of which the most important
appear to be as follows:

(a) Sales of assets are excluded because they have no
———

. -,—.__-H
bearing on the volume of new work.

(b) Expenditure on defence equipment and construction is

M - -
counted as capital expenditure (the international statistical

conventions on the preparation of national accounts count

all defence spending as current).
—— T
(c) The capital expenditure of the nationalised industries

is scored, rather than their external financing limits.
——

Fe The adjusted figures, which will appear in the Public
Expenditure White Paper published on 16 February, show that in

) . e “ .
cost terms public capital spending on goods and services has

stayed broadly constant over the period 1978-79 to 1983-84,
and should continue to do so in 1984-85. Comparisons with plans

P ——

1
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for later years are more difficult because of the expected
transfer to the private sector of major nationalised industries;
but the Chief Séz?g?gg;_?uggests that if adjustments are made
for this there should be little change in 1985-86, and a small
fall in 1986-87. 729

——— T

R
4. The Chief Secretary recognises that the new figures will not

satisfy the Government's critics. However, he points out a
Y ’ I

number of further points that can be made in reply.

(a) Much current expenditure is as valuable economically
as capital expenditure; and current expenditure may be as
good as or better than capital expenditure in securing

particular objectives.

(b) Some public investment, for example in housing, should
L : ey
be carried out by the private sector.

e ——————
(c) Demographic and other factors may mean that less

capital expenditure is needed.

(d) Investment in industrial and commercial activities
is of little value if it fails to earn a proper return,
as much investment by the nationalised industries and other

public sector bodies has failed.
ey

54 Finally, the Chief Secretary points out that the balance
between capital and current expenditure is the result of
decisions by spending Ministers on their programmes: it is not

a matter that can be determined centrally by the Treasury. The

case for capital expenditure will have to be considered project

by project.

6. In his letter of 3 February to the Chancellor of the
Exchequer, the Secretary of State for the Environment proposes

the establishment of an interdepartmental group with terms of

reference requiring it:
R ———
'""to examine the state of the publicly owned civil capital

stock of housing and roads, water and sewerage, hospitals
gy,

and education buildings, the Government civil estate and

———————— —

the capital stock of universities; to evaluate such

evidence as is readily available of its present and likely

future condition and fitness for its purposes and its needs

2
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for maintenance, repair and replacement; to consider means
of assessing the position and keeping it under review
as a basis for cost-effective decisions on public expenditure

and investment; and to make recommendations'.

The defence estate and the nationalised industries would be
excluded. The group would have a Treasury chairman and would be
asked for an initial report by May or June in time for it to be
taken into account in the 1984 Public Expenditure Survey.

MAIN ISSUES

7L The main issues before the Cabinet are as follows:

{3 Do the figures as now ﬁresented allay the disquiet

which has been expressed by some Ministers in the past?
(ii) If not, what should be done about it?

(1ii) In particular, do Ministers wish to establish
special machinery, such as that proposed by the Secretary

of State for the Environment?

The figures

8. The Cabinet may well feel that although the unadjusted
figures which have previously been used exaggerate the problem,
the new figures circulated with C(84) 7 still leave grounds for

disquiet.

(a) Defence expenditure gives employment to the
construction and equipment industries, and may help

strengthen our industrial base. But it makes no direct
NL»OJ." Cerm b bedn o s

te vovehisat g € u(’.!c‘ u.(q]

At ey Sitrmacd: o defence figures are excluded from the calculations, the

S\eald A PO 1 ’ 1 g 1

5,n+21 “fh.3 figures in Annex B to C(84) 7 appear to imply a decline of
about 1/7th, in cost terms, in capital spending on goods

——
and services between 1978-79 and 1984-85.

contribution to the counry's productive capacity. If the

(b) Ministers have been concerned not only at the

absolute decline in capital spending but also in its decline

3

CONFIDENTIAL




CONFIDENTIAL

as a proportion of public expenditure. Public expenditure
has increased substantially both in real terms and as a
percentage of GDP since 1978-79. Moreover, if the capital
spending figures are increased by adjustments such as the
exclusion of asset sales, the same adjustments must be made
to public expenditure, and the totals will be correspondingly
higher.

(c) The combined effect of the points at (a) and (b)
above 1is that more than all of the published increase in
public spending in real terms since 1978-79 has gone to
current expenditure, defence capital expenditure, and

transfer payments.

What should be done?

g, Even if the Cabinet should feel that the figures in C(84) 7

give too reassuring an impression, it is hard to quarrel with the

" Chief Secretary's assertion that the remedy, if one is needed,

is mainly in the hands of spending Ministers. Given the
overriding need to hold to the published planning totals, it is
hardly reasonable to expect the Chief Secretary to reject savings
offered by spending Ministers on the grounds that he thinks, in
contradiction to the judgment of the Minister with operational
responsibility, that to do so would produce the wrong balance
between capital and current expenditure in a particular
programme. If the Secretary of State for the Environment and
other spending Ministers responsible for the capital stock and
the public services consider that the policies which are being
pursued in their areas on repair maintenance and replacement are
economically unsound, they should demonstrate the case for
changing those policies with specific evidence that more
expenditure now will avoid the need for much greater expenditure
later. Any bid for additional expenditure would have to be
considered alongside other bids.

10. Spending Ministers will no doubt argue in reply that the
practice of dealing with expenditure programme by programme,
primarily by bilateral discussion, makes it difficult for the
Cabinet collectively to ensure that deserving bids for additional
expenditure are given adequate priority. If a particular

1
CONFIDENTIAL




CONFIDENTIAL

spending Minister is unable to find an offsetting saving himself, he is
likely to feel constrained to abandon his bid. In an ideal world it
may have been more desirable in terms of the national economy that an
offsetting saving should have been made in some other programme to

accommodate his bid.

11. The only way of getting round this difficulty is for the relevant
spending Ministers to convince not just Treasury Ministers but their
colleagues collectively that some additional expenditure is desirable.
If Ministers are so persuaded collectively, and if they nevertheless
wish to avoid an increase in public expenditure as a whole, they each
have to be prepared to make their own contributions to the savings
required to offset the additional bid. The fundamental requirement
remains that evidence has to be produced which would convince Ministers

collectively of the need for this adjustment in expenditure priorities.

Machinegz

12. If it is agreed that this is what needs to be done, the question

then arises of what new machinery, if any, is required to assist the

-

process.

13. The Secretary of State for the Environment's proposal seems to have

some considerable disadvantages:

— -~

(1) The terms of reference of the proposed committee are loaded

with questions to which the answer could not fail to be 'more

money"'. (o
———

—— 2

(2) If the existence of the committee became known, it could

become the object of a whole variety of pressures for more

]

expenditure.
(3) The committee could itself all too easily become a lobby for

higher expenditure all round, indeed an anti-Treasury lobby, arguing

the case on generalities and deflecting attention away from the need

for hard evidence on specific cases.

stock of infrastructure assets; each area - roads, hospitals or whatever -

needs to be looked at specifically, and decisions on priorities for

expenditure brought to Ministers in the context of the regular discussions

on public expenditure.

14. A possible way forward would be to invite the Chief Secretary to
consider how, in the context of the next Public Expenditure Survey,

special examination should be made of any proposals from Departments
5
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for cost-effective expenditure on the repair, maintenance and
replacement of the public sector capital stock: and how the
results of this examination might be assembled and presented to
Ministers collectively within the framework of the existing Public
Expenditure Survey Committee system and the PESC report. This
would avoid the creation of elaborate new machinery and ensure

that new work was properly integrated into existing control systems.
HANDLING

15. You will wish to ask the Chief Secretary, Treasury to

introduce his memorandum. All Ministers in charge of spending
Departments are likely to wish to comment: the Secretary of

State for the Environment will no doubt want to develop the

suggestions in his letter of 3 February; and I understand that

the Secretary of State for Education and Science is likely to

support them.
CONCLUSIONS

16. You will wish the Cabinet to reach conclusions on the

following:

(1) Any points arising from the new presentation of the

figures for public capital spending.

(ii) Whether it is accepted that the case for capital
expenditure must be considered project by project on the
basis of specific evidence put forward by individual

spending Ministers.

(iii) Whether any new machinery is required for enabling
Ministers collectively better to assess specific bids for
additional capital expenditure against other expenditure

priorities.

W EU ROBERT ARMSTRONG
owd &amd an Ry alnenco .
8 February 1984 ﬁ)&cﬁ% Dt%ﬁ U-Oba«.
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Ref. A084/445

PRIME MINISTER

Public Expenditure and Taxation in Longer Term
(C(84)6

BACKGROUND

The Cabinet have discussed long term prospects for public

expenditure and taxation on two recent occasions: on 9 September

E — . - PR p—
1982 (CC(82)41st Conclusions, Minute 4) and 21 July 1983 (CC(83)24th

Conclusions, Minute 5). Although there were differing views about
the extent to which it might be desirable to. pursue the objective of
reducing taxation at the expense of other policy objectives, there
was agreement on both occasions that 1t was desirable to stimulate

» & - M
an informed public debate on the issues.

————_ —

25 Although there has subsequently been a good deal of public
debate, it has often been of a kind unhelpful to the Government.
The documents prepared for the Cabinet discussion in 1982 leaked
and caused serious embarrassment. It has proved difficult for
Ministers to discuss hypothetical figures or measures affecting
individual expenditure programmes without being misrepresented.
The Government has sometimes been obliged to respond by giving
assurances about policy in various areas and the effect may have
been to constrain rather than increase the Government's freedom of

manoeuvre.

S In his memorandum C(84)6 the Chancellor of the Exchequer
suggests that the time has come for the Government to contribute
more positively to the public debate. The Treasury and Civil
Service Committee (TCSC) intend to mount an enquiry into public
expenditure in the longer term and the Government will have to give
extensive evidence. The Chancellor proposes, in effect, that the

————— i L,k ) y . A
Government should take the initiative by publishing a Green Paper or

other form of discussion document at the time of the Budget.

e

1
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4. The document would not give figures for individual programmes,
though it would draw attention in qualitative terms to particular

pressures for increased expenditure, such as demographic factors,

technology, and capital infrastructure. In outline it would:
give figures for the past 20 years or so;
b. draw attention to the pressures mentioned above;
———————
c. set out global figures for public expenditure, taxation and
borrowing for the period up to 1993-94 on the assumption that,
for the period up to 1988-89, GDP would grow at 2} per cent a
year and public expenditure would be held constant in real
terms (as proposed in C(84)5); and, for the period between

1988~89 and. 1995-94:

i public expenditure would either be held constant in
real terms (described in paragraph 7 of C(84)6 as the

"main case') or grow at 1 per cent a year;

————
—

125 GDP would grow either at 2 per cent or at 1} per
cent a year. S
——
A further assumption is that the public sector borrowing requirement

e e -
(PSBR) at the end of the period would be equal to 1 per cent of GDP.
— ———

S's The document would be primarily designed to show (paragraphs

5 and 6 of C(84)6) that by holding public expenditure constant in
real terms to 1993-94 and on the assumption of 2 per cent growth in
GDP the non-North Sea tax burden could be reduced from 39 per cent
now to around 32 per cent (compared with 34.7 per cent in 1978-79

and 33 per cent in 1973-74).

MAIN ISSUES

The main issues before the Cabinet are as follows:
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3 Is the approach suggested by the Chancellor of the

Exchequer satisfactory as regards its substance?

5 158 If so, should the Government take the initiative and

publish it as a contribution to public debate?

iii. Are the form and timing suggested by the Chancellor

of the Exchequer satisfactory?
Substance
A On the substance of the approach suggested by the Chancellor

of the Exchequer, three points in particular may attract comment:

a. whether it is worthwhile and defensible to talk about

public expenditure for ten years ahead without talking about
——— e

individual programmes;

— .

b. whether it is desirable to illustrate the consequences
— ey

both of keeping public expenditure constant in real terms and

also of 1 per cent real growth;

c. whether the assumed level of PSBR in 1993-94 (1 per cent)

can and should be justified by positive arguments.

Individual programmes

8. The Cabinet will be familiar with the pitfalls of discussing
long term trends in individual expenditure programmes. But it

may be argued that an illustration of the taxation consequences

of a particular level of total public expenditure, given a
particular assumption about the PSBR, is little more than an empty
exercise in arithmetic. Although the public may be able to grasp
the fitial benefits in terms of lower personal taxation, little

may be achieved in public education if there is no exposure of the

21 fablich 3 5 - p ny : : ‘
Fh:r“i e )hard choices involved in getting there. Since it is intended to
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refer to pressures on public expenditure from demographic changes
and other factors, should there not be some illustration of how
difficult it may be both to meet these pressures and keep public
expenditure constant in real terms? There are undoubtedly political
risks in proceeding down this track. On the other hand, is the

exercise worth doing at all unless these implications are brought out?

Alternative public expenditure assumptions

8. Some may argue that the kind of document envisaged by the
Chancellor already ties the Government's hands too much by its
emphasis on the benefit of holding public expenditure constant in
——

real terms to 1993-94. They may say that this will provide the
Government's opponents with a too convenient Aunt Sally. It may

= T T —— | .
even be seen as a covert attempt by the Treasury to preempt decisions
on the overall level of public expenditure not just for the
remainder of this Parliament (through the extended MTFS discussed

under the previous item) but in the next Parliament as well.

-

10. There may be criticism from the opposite direction that,
although the main case illustrated in the document will be constant

public expenditure in real terms, it is also intended to illustrate

1 per cent real growth in public expenditure. It may be argued
R —

that this will present a confusing public message. The Chancellor
——

would no doubt reply that the alternative assumption is useful in

showing that, for the same level of growth in GDP, a 1 per cent

——
real growth in public expenditure means that the burden of taxation

will be nearly two percentage points higher. But it will be

necessary for the Government to be clear in its own mind about the
purpose of the alternative 1 per cent growth assumption for public
expenditure. Is it intended to suggest that the Government has an
open mind about the path of public expenditure growth in the 1990s,
or is it intended to reinforce the case for holding public

expenditure constant?
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PSBR assumption

11. The level of PSBR in 1983-84 is obviously an important element

—

in the calculations in the proposed document. In paragraph 6 of

the Annex to C(84)6 a figure of 1 per cent of GDP by that year
ek

(compared with 2} per cent in the current MTFS for 1984-85) is

——

presented as an arbitrary statistical assumption required by

falling inflation and interest rates. Some Ministers may argue

| —

that this is critical to the argument. If a higher PSBR was
allowed the calculations would probably show that it was possible

to achieve a greater reduction in taxation or less restraint in

public expenditure or some mix of the two. If so, it becomes

important to establish what benefits can be derived from the

assumed level of PSBR in terms of price stability. Should not the
document therefore contain some positive argument on this point?
If it is thought that such arguments would be difficult to deploy

convincingly, may this not be a serious weakness in the document?

Should the Government volunteer its views?

12. The discussion on the substance should have clarified the
Cabinet's position on public expenditure in the longer term and
the nature of any message which it might want to get across. This
will have an important bearing on how far the Government should
take an initiative by publishing a document and how far it should

merely respond to enquiries from the TCSC.

13. The arguments in favour of taking the initiative are that the
Government wishes to encourage public debate and should itself
contribute to that debate; and that since it will be necessary to
produce a good deal of material in response to requests from the
TCSC, there is much to be said for a single considered presentation
rather than piecemeal and reactive material, which the TCSC will

use in their own way.
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14. On the other hand, some members of the Cabinet may feel that
the difficulties involved both in the papers prepared for the

discussion in 1982 and in the new approach suggested by the

Chancellor of the Exchequer are so great as to make it undesirable

to volunteer material, and that it would be better simply to respond

to requests from the TCSC.

S

Form and timing

15. The form and timing of any document will inevitably depend on
its content. Some members of the Cabinet may feel that the content
SR

of the document envisaged in C(84)6 does not quite justify a Green
Paper, and that something less formal would be more appropriate.
16. The proposal to publish at the time of the Budget has
advantages. In particular, it could be presented as a natural
ex?gggion of the rolling forward of the medium term financial
strategy proposed in C(84)5. Moreover there might be less
temptation to criticise the document as too thin and arithmetical

if it was presented along with the mass of material at Budget time.

=T i L,

Further action

17. If the Cabinet agree that a document should be prepared, they
will no doubt wish to invite the Chancellor of the Exchequer to
circulate it in draft for clearance before publication. The
strategic importance of a paper of this kind is so great that I
believe that the paper should be seen, discussed and endorsed by
the whole Cabinet, so that collective responsibility for it is
fully engaged. It is indeed possible that the Cabinet may be
unwilling to reach final decisions until they have been able to
study a full text. If this is right, it will be desirable to
invite the Chancellor of the Exchequer to circulate any document
in sufficient time to allow Cabinet discussion and time for

amendment before publication.
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HANDLING

18. You will wish to invite the Chancellor of the Exchequer to

introduce his memorandum. All members of the Cabinet are likely to

wish to contribute to the discussion. The Lord Privy Seal may have

particular comments from the standpoint of relations with the TCSC,

and the Lord President of the Council from the standpoint of

presentation of the Government's policies.

CONCLUSIONS

19. You will wish the Cabinet to reach conclusions on the following:

1s Is the substance of the Government's contribution to
the public debate on long term prospects for public expenditure

and taxation, as proposed in C(84)6, acceptable?

L% Should the Government volunteer such a contribution,

or await questioning from the TCSC?

What should be the form and timing of any contribution?

ROBERT ARMSTRONG

8 February 1984
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2 MARSHAM STREET
LONDON SWIP 3EB

01-212 3434

My ref: J/PSO/10956/84

Your ref:
8 February 1984

aer QeLw- ,

PUBLIC EXPENDITURE REVIEWS: URBAN PROGRAMME

Thank you for your letter of 2/February.

I am quite clear that what I want is a policy and programme
review, not (at this stage at least) an "efficiency" exercise.

I think Peter Rees concurs with this. When we have made progress
on the policy review there may be particular aspects of programme
management and project control that would benefit from the
scrutiny approach, although the National Audit Office are

at present carrying out a full examination of this programme,
with a particular emphasis on VFM, and our own Internal Audit
will be examining the Urban Development Grant scheme later

this year. Many other aspects of the programme have also

been examined in detail and we have an active external research
programme that is now concentrating on methods of appraisal.

All this work, however, is subsidiary to the main policy

and the programme review that is now being carried forward

on the lines that I have set down. We cannot have two separate

exercises running concurrently: there is a lot of work to
be cdone and time is limited.

As you know, the Chief Secretary and the No. 10 Policy Unit
have agreed to join in the review, so there will be no lack
of independent appraisal, radical gquestioning and objective
commentary. I will be glad to have one of your staff join

in the review, if you can nominate someone quickly. The work
is already well in hand here.

I am copying this to the Prime Minister, Peter Rees and Sir
Robert Armstrong.

)

Vol =X

PATRICK JENKIN







8 February 1984
Policy Unit

PRIME MINISTER

CABINET: BUDGET BACKGROUND ,t

The paper on capital and current expenditure is excellent. It answers

the criticism that we have been spending ing&fficient on capital

account by demonstrating that capital spending has been level in cost
Wy e ey

terms since 1978/9.

iy,

Capital spending is not a good in itself. It is only worthwhile if

it improves services, or if it is a commercial investment that earns
a good return. All too often in the past, far too much money has
been squandered in eg steel, shipbuilding, motor cars - only to see
the new plants closed down, the men made redundant, and the capital

written off a few years later.

There is no point whatsoever in spending on capital account to build

e e ey,

more buildings like schools when demand for the service is falling.
—I—___- T,

It is dangerous to assume that you can judge a suitable overall level

of public capital expenditure. Stressing the argument that expenditure
—— 20—

has not fallen could imply that the Government should be judged by the
Ty S——

aggregate amount of capital spending. Instead, you should be judged

f— = Oy

by the return generated on public investment projects, and by success

or failure in maintaining a decent infrastructure for the rest of the

economy .

Those who seek more capital expenditure are often driven to speak for

new sewers. Results from surveys of the sewer system are often

reassuring rather than disturbing. There is no need to dig up all

the streets and replace all the sewers that are currently there.
The best way of knowing when a sewer's useful life is over is still

to wait for it to collapse. New technology is also coming to our

aid. Spray-on and plastic linings are possible, rather than complete

replacement. The DoE agree that there is no major problem with sewer
ot . ‘?‘““-——ﬁ—-_rg : >
replacement. The current programme is running at over 00 million

R T e e = e v—— h——-—-——-
per annum. The Government could say that those who want to replace
all the sewers do not know what they are talking about, and would

inflict unnecessary costs with traffic dislocation and noise.

——




Public expenditure and taxation in the longer term

As recommended, the Green Paper should have an introductory section
; :
setting out the inexorable growth of the last 20 years.

o ™ ey |

The section drawing attention to likely pressures for further spending

should not make too much of the demands for new capital infrastructure
— [ -
e iy
(see above).

The Green Paper could be used as an opportunity to state the case in

favour of making most of the commercial industrial investment in the

——

private rather than the public sector. In this connection, the recent

S —
trend of decisions is disturbing. In the last 2 weeks alone, the

Government has accepted from the DTI the expenditure of up to

£220 million on A320, up to £60 million on Rolls Royce, up to £100

million on Nissan, and £80 million plus on Seott Lithgow. At this
g —

rate, taxes will have to go up. A Government which does not believe

in interfering in Business, and believes in letting the market take
more of the strain, has to be careful lest it gets dragged back in
to an enormous programme of subsidy and expenditure on industrial

—_———
matters.

In setting out the general projections, there would be some merit in

showing three cases. The three public expenditure cases could be:

ey,

a 1 per cent per annum reduction; holding constant in real terms; and
— M ~
a 1 per cent per annum increase. The growth variables could also be

three in number. The paper could take: 1 per cent (comparable to the

——— e

experience of the last 10 years); the central case of 2 per cent, as
E——

outlined in the Treasury paper; and a more optimistic 3 per cent.

If all these variables were put together in a table of possibilities,

it would provide the necessary background for an informed public

debate. The danger of narrowing the options too far would be to

S—— =
invite the criticism that:

(a) the Government have given up any hope of ever reducing public

spending;
——
(b) it was attempting to fiddle the figures by taking an unduly

optimistic growth rate for the economy as a whole; and

on any reasonable balance of the figures provided by the Govern-

ment, there was no chance whatsoever in getting tax down below




the 1978/79 level which the Conservative Party in Opposition

so roundly condemned.

It would also be helpful if some more optimism could be injected into

the general debate about the conblderabig-Opportunities there are for

T i e T
reducing public spending. The list beneath shows some of the avenues

that could be explored more vigorously:

DHSS :

Making Child Benefit contributory (£4 billion expenditure).
. Y

Abolishing state earnings-related pension schemes (saving
£10 billion per annum by 2010).

Making Griffiths work, and squeezing an extra 2 per cent
efficiency out of the NHS, a modest target (£300 million).

DT

Reducing the budget for money wasted on unproductive
industrial support and subsidy, c¢.£500 million.

Regional Policy:

A further £250 million.

Transport:

Reducing bus and train subsidies, c¢.£400 million.

_~_ T

Agriculture:

Reducing MAFF assistance, c¢.£300 million.

Government Procurement:

Better practices, £750 million.

Public Sector Pay:

Better control, say £300 million.

In summary, the best economic strategy for this Government remains
to reduce taxation, whilst not relenting on the pressure to reduce
the PSBR and money supply. In order to deliver, some of those spending
programmes which do not reflect the Government's general philosophy

not only have to be questioned, but have to be stopped.

7

JOHN REDWOOD
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DEPARTMENT OF EDUCATION AND SCIENCE

ELIZABETH HOUSE, YORK ROAD, LONDON SE1 7PH
TELEPHONE 01-928 9222
FROM THE SECRETARY OF STATE

The Rt Hon Patrick Jenkin MP
Secretary of State for
the Environment
2 Marsham Street
LONDON
SW1P 3EB 7 February 1984

Do Porin

Thank you for copying to me your letter of 3 February to Nigel
Lawson about the state of the capital stock.

J

I agree with what you write.

We need, it seems to me, to take a measured view of the problem
against a longish time-scale and within the inevitable financial
constraints if we are to avoid storing up trouble for ourselves
either in this Parliament or the next.

As the issue is, as you imply, sensitive, I hope that any inter-
departmental study would do its job without publicity.

I am copying this .letter as you did yours.
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THE LONGER-TERM PERFORMANCE OF OECD ECONOMIES

CHALLENGES FACING GOVERNMENTS

0.1 This paper takes a step back from today's
settings for today’s policy instruments to examine
how economic policies affect the structure, and
hence the longer-term performance, of OECD econ-
omies. High unemployment and rising public sector
debt set the context in which economies must be
able to adjust to continuing rapid but uncertain
changes in technology and trade. Four features of
economic structure are singled out as likely to
encourage . successful adaptation: a stable and
non-inflationary policy environment; sufficient flexi-
bility to maintain both efficiency and high employ-
ment in the provision of public and private goods and
services; an open world system of trade and finance
to increase and distribute the gains from new
technologies; and a high degree of social consensus.
The latter is not only good in its own right, but is
necessary to maintain economic flexibility and poli-
tical stability.

0.2 There are two compelling reasons why now
is the right time to bring these issues to the front of
the stage. First, the experience of the 1970s — the
“school of hard shocks” — provides a compelling
reminder that sustained improvement in living stan-
dards requires not only a continuing adaptation to
continuous change, but also the flexibility to adjust
to sudden shocks, nationally and internationally.
Second, many government programmes and poli-
cies are already in the process of being cut back,
reformed, or replaced, under the twin pressures of
budgetary imperatives and structural change.

0.3 Thus, the time is ripe for trying to approach a
wide range of policy issues in a consistent way, to
ensure that government cutbacks are well placed,
and that policies and programmes are coherent in
their approach to government, to the private sector,
and to the world economy. Both market and
governmental processes are prone to failure in some
degree because they have to deal with an uncertain
future. Perhaps the most basic challenge for govern-
ments is to find ways to harness political and

economic forces to produce social and economic
structures robust enough to cope satisfactorily with
a rapidly changing environment.

0.4 For the public sector, the challenge is to limit
and scale down the costs of public services, and to
maintain a stable policy environment, while
improving the ability to achieve social and economic
objectives. For the private sector, which for this
discussion comprises all business enterprises — in-
cluding those owned or regulated by governments —
the challenge is to achieve and maintain sufficient
flexibility to ensure that changes are seen as
opportunities rather than threats. These objectives
are mutually reinforcing, since a stable and efficient
public sector makes less claim on the resources of
the private sector, helping to reduce costs and
maintain incentives to work, to save, to invest, and
to innovate. Similarly, a more flexible and innovative
private sector generates jobs and investment more
robustly, lessening the transfer load and financing
requirements of the public sector.

0.5 A national economy that is flexible and
efficient stands to gain more from the changing
opportunities offered by open world markets, and is
likely to have a bigger stake in improving the
international framework for trade and investment. In
the reverse direction, economies that are more open
to world markets need to be capable of absorbing
inevitable shocks. If this is well understood, then
domestic political forces are more likely to embrace
adaptability, and to reject rigidity. Flexibility and
openness are thus mutually reinforcing. But they are
also threatened in the same way when things go
wrong. Political forces, policies or administrative
structures that reduce flexibility, whether of
domestic or world markets, reduce the benefits
which the open system can bring, and conversely.

0.6 Consistent domestic policies to improve
responsiveness require a high degree of consensus if
they are to work. Consensus requires the costs of
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change to be shared in @ manner that is widely
perceived to be equitable. This in turn requires,
among other things, the maintenance of the basic
“safety net” policies of the welfare state.

0.7 There are three main parts to the paper. All
are concerned with government policies to achieve
social objectives in a flexible, efficient and equitable

manner, and to provide a stable environment for
sustained and non-inflationary economic growth.
The first part deals with the public sector itself, the
second with employment, investment and techno-
logy, and the third with the international system of
trade and finance, and hence with the economic
linkages between nations.

CONFIDENTIEL
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Part 1
PRESSURES ON THE PUBLIC SECTOR

T4 Ministers are invited first to discuss the
activities of governments themselves: starting with
size and effectiveness and then turning to public
sector deficits and debt. The scope for policy change
is, of course, limited by institutional rigidities and
political pressures that, in the short term, largely
determine the scale and structure of public sector
activities.

Size and Effectiveness

1.2 In order to contain the size of public sectors,
to reduce deficits and to respond to growing
taxpayer resistance, most governments have been
trying to restrain public expenditure. This has not
proven easy, given protracted recession, expendi-
ture commitments via indexation and otherwise, and
interest payments on a growing public debt. Many
governments are also trying to reorient public
expenditures to different policy priorities; such
restructuring is especially difficult under overall
restraint.

: L Between 1960 and 1983 the share of total
public expenditure in GDP for OECD economies rose
by an average of more than 20 percentage points, to
approach 50 per cent. While Chart 1 displays diver-
sity in both size and growth, the public sector share
in all but two countries exceeded, by the end of the
period, the highest individual share in 1960.

1.4 Public expenditures have also changed in
composition, away from governments’ own con-
sumption and investment towards transfers. Public
transfers alone — social security transfers to house-
holds, subsidies to enterprises, and interest on the
public debt — accounted on average for half of total
public expenditure in 1983, compared to some
40 per cent in 1960.

1.5 The scale of these developments has raised
sharp questions about feasible limits to the size of
the public sector and the transfer burden, beyond
which overall economic performance is seriously
impaired. Worries include detrimental effects on
individual and entrepreneurial initiative; disincentive
effects of higher cash benefits and subsidies; distor-
tions due to the level and pattern of taxation; and the

inflationary and “crowding out” effects of public
sector borrowing. In a number of countries voters
are increasingly saying that existing tax burdens are
too great and are asking for reductions in the size
and scope of government activities. Especially
among the industrialising Member countries, the
education, health, and social insurance systems are
still in the process of being built up. All are under
financial and political pressures to increase the
effectiveness of the public sector, and face many of
the same difficulties in their attempts to do so.
Within government itself the expanding range and
complexity of initiatives overloads decision-making
processes, increasing the likelihood of policy mis-
takes.

1.6  Social expenditure — on health, education,
pensions and other income maintenance pro-
grammes — is the largest component of public
expenditure. It has also been the fastest growing
and is the one taken up here for more detailed
analysis. From a little over 50 per cent of the total in
the OECD area in 1960 it grew to about 60 per cent
by 1983. Growth of expenditure can be traced to
four influences: cost increases in excess of general
cost inflation; demographic shifts; extensions of
coverage and eligibility; and increases in real benefit
per recipient. Relative cost increases and demo-
graphic shifts have contributed only slightly over the
period. The major determinants have been the
discretionary growth in programme coverage, eligi-
bility and real benefit levels. Although coverage and
eligibility may increase modestly, the future cost of
social expenditure commitments is likely to be
dominated by trends in relative costs, demographic
shifts and real benefit levels.

Yl Between now and 1890 it is expected that
demographic shifts will increase commitments, but
only slightly so; fewer children of school age being
offset by more people of retirement age. To illus-
trate, consider the following thought experiment:
hold unemployment in the seven major OECD
countries at its 1982 level, and freeze coverage,
eligibility and real per capita benefits. Demographic
trends would then imply a real increase in social
expenditure of some %2 per cent per annum. If, in
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CHART 1

TOTAL PUBLIC EXPENDITURE IN OECD COUNTRIES: 1960-1983
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addition, the relative costs of health and education
services were to increase by 1 per cent per annum,
as in the recent past, real social expenditure would
then increase by about 1 per cent per annum. This is
less than the prospective growth rate of real GDP
and would imply some reduction in the share of
social expenditure in GDP.

1.8  The actual problem of controlling social
expenditure is more difficult than the above arith-
metic might suggest, since many earnings-related
social insurance systems guarantee increases in real
benefits for those who become eligible on the basis
of past increases in real income. These systems thus
entail future real benefit increases, particularly
where populations are ageing. Total real social
expenditures in the major seven economies would
therefore rise faster than 1 per cent unless these
commitments are cut or there are reductions else-
where in the social expenditure system. In countries
still developing their social expenditure systems,
spending is likely to grow faster than in the major
seven, and perhaps faster than their own GDP. By
contrast, in some of the richer small countries with
more extensive social expenditure programmes,
expenditure reforms may well lead to slower relative
growth.

1.9 Pensions and other income maintenance
transfers broadly succeed in finding their way to
those with lower incomes. Across-the-board cuts in
pensions, unemployment compensation and other
cash benefits create hardship, and the scope for
further selectivity is limited. It may be necessary to
re-examine the role of government as a supplier of
high levels of security to the well-insured if there are
difficulties finding resources for minimum levels of
security on a broader scale. Pension benefits may
need to be curtailed but, because of the long-term
nature of the pension contract, this requires the
mechanism for adjusting benefits to be specified
well in advance.

1.10 Part of the historical growth in social expen-
diture has not reflected intentional expansion of
benefits so much as inability to cut back in areas of
declining demand (e.g. falling school enrolments)
and to preclude unintended groups being the bene-
ficiaries of support programmes. Efficient control of
future social spending requires some programmes to
be cut while others grow, all under continuous
pressure to do more with less. This means reform
within a coherent long-term framework for social
policies. Efficiency is especially important in health
and education, since they make up the largest and
fastest growing elements of direct government
spending on goods and services.

1.11 Government involvement in the socio-eco-
nomic system is not always reflected in an expen-
diture or revenue line in a budget: there is a myriad of
“off-budget” activities. These include tax exemp-
tions, tariffs and import quotas, credit practices
(loans and loan guarantees and quantitative guid-
ance), governmental regulation — including of prices
and interest rates — and expenditures by non-budget
agencies. While off-budget activities and direct
budget expenditures may provide alternative ways
of meeting public objectives — including transfers
from producers to consumers and vice-versa — there
have been other reasons for an expanding use of
off-budget measures. Off-budget activities may
appear attractive both to recipients and public
agencies in search of greater autonomy and lesser
exposure to central surveillance and budget cut-
backs. Governments themselves have sometimes
seen cosmetic advantages in the use of off-budget
measures. True costs, though less apparent, are not
necessarily less. Only very few Member countries
have highly developed procedures for monitoring
off-budget activities, but most — including the less
advanced — now appear concerned with the impli-
cations of their spread.

1.12 In summary, except for those countries
where new welfare state initiatives are under way,
the dominant reason for the growth of government
has been the increasing role of the state in transfer-
ring income. On budget, this is done out of taxation
revenues as payments to the old, the poor, and the
unemployed, by the provision of health and educa-
tion services, and by the payment of subsidies to
activities ranging from agriculture to manufacturing.
Off budget, the transfers take such forms as
tax-reliefs, regulated prices and interest rates,
protection from foreign or domestic competition and
guaranteed loans. The idea of government as a
mechanism for enriching some at the expense of
others is older than Adam Smith; in the current
century, and especially in the past twenty-five
years, this has been combined with large increases
in social expenditures intended to provide a broader
and more equitable distribution of income and public
services. The pace of increase and the resulting
pervasiveness of these activities has led many to
conclude that longer-term economic potential has
become impaired; that a shrinking private sector has
become “overloaded”. Most OECD governments
find that the balance of political and economic
pressures has swung from favouring a steady
expansion of public services to demanding a reduc-
tion in the financial claims that governments make
on taxpayers. Thus there has been widespread
adoption of budget limits, and a growing realisation
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that the days are past when public expenditures can
grow in one field without being cut back somewhere
else.

Issues for Discussion

® Setting the appropriate scale for govern-
ment spending, and choosing the best
path for getting there.

* Controlling the size and improving the
responsiveness of social expenditures.

® Off-budget activities: measurement, ef-
fectiveness, and control.

® Establishing a stable fiscal framework:
are policy rules or other commitments to
future tax and spending policies credible
and useful?

Deficits and Debt

1.13 Virtually all OECD countries are in deficit on
general government account, by amounts of up to
12 per cent of GDP and on average by more than
4 per cent of GDP. This figure is double what it was
in 1979, and compares with an average deficit of
less than half a percent in the first half of the 1970s.
Despite efforts by most governments over the last
three or four years to reduce them, budget deficits
now represent as much as 20 per cent of gross
private savings and more than half of savings after
depreciation provisions. There has been growing
acceptance that effective fiscal planning requires a
conceptual separation of temporary or “cyclical”
government borrowing from “structural” elements in
the budget deficit (which arise expressly from
government policy or need explicit government
action to change). This approach does not avoid
facing the difficult budget problems but can give an
improved framework for fiscal planning.

1.14 Itis, however, important to note that “built-
in stabilizers”, though self-correcting in the recovery
phase, can add to structural budget deficits non-
etheless, by increasing outstanding debt and hence
future interest payments., Only if bonds issued to
cover cyclical deficits were redeemed — by future
budget surpluses — would this be avoided. During
the period 1978-84, the collective structural deficit
of OECD countries will have been cut from about
one-and-a-half per cent of GDP to approximately
zero structural balance (despite increasing interest
payments); yet the combined debt/GDP ratio will
have increased by over 10 percentage points of GDP
and is still increasing.

1.15 The appropriate speed of deficit reduction
depends not just on the cyclical availability of
“excess” private savings, but on the build-up of
public debt and how this influences the private
sector’'s willingness to hold government bonds.
Persistently increasing government debt/GDP ratios
may be a sign of fiscal instability if they go along
with increasing amounts of public debt in private
portfolios, relative to other assets, and rising
interest payments.

1.16 Since country circumstances and priorities
differ, there is no generally optimal ratio of debt to
GDP; Chart 2 shows actual and projected debt
ratios. As well as the “normal” demand for govern-
ment debt on the part of private financial investors,
the role of government as an investor in nationalised
industries and public infrastructure must be recog-
nised. Some forms of government expenditure — in
infrastructure, research or education, etc. — may
yield a rate of return sufficient to cover the interest
payments and to repay the loans; or the debt service
costs may be seen as a legitimate charge on future
generations for the less tangible benefits they will
reap from today’s investments. Some governments
may appropriately choose to run a long-run budget
deficit, and perhaps even allow for an increasing
public debt/GDP ratio over protracted periods. The
phase of historical development is important: during
long periods a number of OECD economies have
been, appropriately, capital importers, some of the
borrowing being reflected in the public sector
accounts. Of course, the region as a whole is
traditionally, and appropriately, a capital exporter to
the developing world.

1.17 In summary, debt/GDP ratios have risen
faster than is consistent with longer-term stability of
public finances, contributing to higher real interest
rates and hence to less capital formation. Most
OECD governments have adopted or proposed
medium-term plans that envisage reduction of
structural deficits. Fulfilment of these plans will lead
to eventual declines in debt/GDP ratios. All have
agreed that macro-economic policies should provide
a stable environment for steady non-inflationary
growth. In the meantime, recession-induced deficits
are large enough to keep debt/GDP ratios rising for
most OECD countries. Claims on private savings
remain heavy. A double policy challenge thus
remains. First, OECD governments should ensure
that public and private sector savings are large
enough to meet their combined investment require-
ments and also to permit increased capital exports
to the rest of the world. In some cases intent to
reduce structural deficits needs to be translated into
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CHART 2
GOVERNMENT DEBT-GDP RATIOS IN OECD COUNTRIES: 1970-1983 (a)
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action, and in all cases persistence with phased
reductions in deficits depends on the creation and
maintenance of political will and social consensus, in
turn requiring enough internal budget flexibility to
meet emerging needs, and to repair new holes in the
safety net. Second, since there is likely to be limited
fiscal room for several years, governments must find
other means of dealing with the medium-term
unemployment problem. This second challenge is
the main topic of Part 2.

Issues for Discussion

® Setting medium-term targets for struc-
tural budget deficits, and for debt/GDP
ratios.

® Transition from current budget deficits
to the medium-term targets, in a context
of high unemployment.
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Part 2

LIVING WITH CHANGE: FLEXIBILITY AND EFFICIENCY
IN THE PRIVATE SECTOR

Structural Change, Investment and Employ-
ment

2.1 Structural change in OECD economies is not
new. Chart 3 shows how significantly civilian
employment in OECD countries has shifted from
agriculture and manufacturing to government and
other services from 1960 to 1983, and this despite
a tendency to protect rural employment. For much of
the period these changes helped to produce, and
were facilitated by, rapid and widespread growth of
output and employment. Looking forward from
1983, the medium-term prospects are less rosy,
with almost 33 million now unemployed in the
OECD, and an average unemployment rate almost
three times as high as a decade previously. Most
forecasts show OECD unemployment rates con-
tinuing at very high levels for several years, thus
making durable job-creation a vital requirement of
any medium-term economic strategy.

2.2 What are the policy options? First, there is
general agreement that a stable non-inflationary
macro-economic framework is essential. Going
beyond that, three distinct strategies can usefully be
distinguished to expose the issues starkly for argu-
ment. It must be realised that actual policies will
involve differing mixes of all three, with the chosen
mix depending on each country’s political and social
structure, stage of development and on the pressure
of events. The first two strategies place a high value
on adaptation in response to change, while the third
attaches a higher value to supporting the existing
pattern of output and employment. The first, or
market, strategy relies essentially on the ability of
the market system to solve the complex problem of
matching workers with jobs, and placing investment
where returns are highest. The second, or interven-
tionist, strategy involves greater state involvement
in setting targets for investment and employment,
and in supporting activity in the chosen industries.
The third, or defensive, strategy attempts to shelter
the existing structure of activity and employment
from the effects of change. Usually the defensive
strategy is intended to provide only temporary

assistance to smooth the path of adjustment, but
when new opportunities do not appear, then tem-
porary tends to become indefinite. Most OECD
governments rely heavily on the market strategy,
and adopt the other strategies when they perceive
evidence of market failure, or where the market
result creates excessive political or social pressure.
What the various approaches mean in practice is
best illustrated by contemporary issues: low invest-
ment, new technologies, and labour market rigidi-
ties.

Investment for Jobs

2.3 Especially in Europe, low investment and
ageing capital are seen as limiting the supply of new
job opportunities. Under the first policy option, the
reaction to this perception would be to ensure, as
discussed in Part 1, that government current and
capital spending was not creating undue pressure on
domestic capital markets, and that the tax and
financial systems did not artificially limit the ability
of enterprises to obtain capital from domestic and
foreign savers. High real interest rates would then
represent competition for savings at the world level,
leading domestic firms and governments to respond
accordingly, adopting capital-saving and more
labour-intensive techniques where applicable, and
thus conserving what was scarce. If the resulting
stock of capital were then not large enough to
provide sufficient jobs, it would be a signal that
domestic labour costs were too great to support
profitable new ventures, suggesting inadequate
labour market flexibility.

2.4 Under the second policy option, govern-
ments would tend to take a view about the amount
of investment required to produce new job opportu-
nities, and then provide investment grants, favoured
access to markets, loan guarantees, tax incentives
and increased public investment in order to achieve
the desired result. Under the defensive option,
governments would tend to continue or increase
subsidies and protection for the existing pattern of
employment and economic activity, for example by
restricting lay-offs, capital flows and imports.
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CHART 3

STRUCTURE OF CIVILIAN EMPLOYMENT 1960-1983 ")
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New Technologies

2.5 Current and foreseeable changes in micro-
electronic and communications technology have
created great uncertainty about future employment.
Some have even argued that thinking machines will
render human workers obsolete in the same way
that horses were replaced by railways and motor
vehicles. Most others would argue, with more
support from historical evidence, that electronic
process control will upgrade the use of labour and
also help to make much more efficient use of energy,
raw materials and capital equipment, the other
scarce factors of production, thus expanding the
opportunities for output without reducing employ-
ment. Under this view, new technologies are likely to
increase flexibility, since production equipment that
can be reprogrammed easily to different tasks helps
to cut obsolescence and to keep output in line with
changing demands.

2.6 Under the first policy option, the reaction to
this uncertainty would be to maintain the competi-
tive environment and to ensure that the social
framework, insofar as it is affected by government
policies, was well-tuned and ready to respond to
new opportunities, without policy makers having to
try to select the most promising ventures. Attention
to safety net policies, and to the timely and flexible
provision of public services, education and other
infrastructure, is especially important where
changes occur quickly, and where the skills and
capital required for the new products and processes
are very different from those released by the
declining sectors.

2.7 Under the second and third policy options,
governments would respond in two additional ways.
Governments following the interventionist strategy
would select and subsidize certain sectors, firms, or
products thought likely to provide a starting point for
the development and application of promising future
technologies. Governments following a defensive
strategy would restrict new job-displacing techno-
logies by limiting the entry of foreign products,
financially supporting firms using older techniques,
or restricting foreign investment.

Labour Market Flexibility

2.8 Unemployment is often decomposed, as are
budget deficits, into structural and cyclical compon-
ents. The level of structural unemployment depends
on labour-market institutions, labour force growth,
the skill structure of the labour force, and a host of
other changing factors.
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2.9 Most current estimates of structural unem-
ployment in OECD countries are much higher than
they were several years ago, and there is a premium
on medium-term policies designed to increase the
flexibility of labour markets. All of the policy
approaches outlined above include more attention to
flexibility and breadth in education, training,
retraining and adjustment assistance for displaced
workers, and to housing mobility, although the form
of the policies differs somewhat under the three
approaches.

2.10 When it comes to flexibility of wages,
working conditions, job descriptions and tenure, the
three policy options are more distinct. The first
places a premium on institutions and arrangements
for industrial relations and income distribution that
provide the most scope for flexibility of wages and
employment. The main role for public policy would
be to encourage competitive labour markets by
restricting monopoly elements. In the second
option, governments would take a more active role
in advertising job openings, in assuring mobility of
housing and portability of pensions, facilitating local
and community employment initiatives, and in
tri-partite bargaining with business and labour about
wages and working conditions. Under the third
option, governments would take inherited wage and
employment rigidity as largely given and adopt
subsidies to existing employment and industry,
protection from foreign competition, restrictions on
lay-offs, and enforced work-sharing as alternative
ways of dealing with the consequences of labour
market rigidities.

2.11 Political pressures, and the desire to have
specific policies that can be seen to focus directly on
the provision of new jobs, have led many OECD
governments to follow the third option to an extent
that may be reducing the longer term flexibility of
their economies. In each case, the reasons are
pressing, and there is the prospect of avoiding
immediate hardship. The problem is, of course, that
resulting damage to the overall flexibility of the
economy is not felt until it accumulates over the
years.

2.12 Building or recovering flexibility and the
social consensus to support it is a long-term
investment, with costs that are immediate but with
benefits that accrue largely to the credit of future
governments. For such investment to be feasible, it
is necessary for governments and the social partners
to take a long view, to be convinced that the gains
exceed the costs, and to agree that both the
immediate costs and the longer-term gains will be
fairly shared.
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2.13 In summary, if governments do not start
soon to invest more of their political capital in
building or rebuilding the flexibility of the economy,
the foreseeable pace of technological change will
lead to ever-increasing payments for subsidies to
investment and employment, transfers to the unem-
ployed and protection for increasingly uncompetitive
industries. All of these will put further upward
pressure on non-wage labour costs, on government
deficits and on interest rates, producing inflation or
crowding out the public and private investment
spending necessary to build a solid base for longer-
term growth. On the other hand, successful
attempts to increase flexibility will be reinforcing:
For example, increased wage flexibility can lead to a
more efficient industrial structure, higher average

wages and lower non-wage labour costs which in
turn make it easier to generate more jobs and more
flexibility. A stable macro-economic policy environ-
ment, with low inflation and predictable tax sys-
tems, can help this process by reducing overall
uncertainty and thereby making the most effective
use of private sector adaptability.

Issues. for Discussion

® Taking advantage of new opportunities:
lessons from national experiences in
living with change.

®* Practical means for increasing employ-
ment by improving social consensus and
labour market flexibility.
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Part 3
NATIONAL POLICIES AND THE INTERNATIONAL FRAMEWORK

The World System of Trade and Finance

3.1 World trade has grown faster than national
economies over the past quarter century and finan-
cial linkages among countries have developed more
rapidly still. The growth of world markets for goods
and capital, spurred by advances in transportation
and communications, and generally supported by
national policies, has encouraged the production of
goods where, broadly speaking, costs are least.
Financial integration has facilitated the channeling of
global savings to where returns are highest. These
interdependent trends have permitted and encour-
aged faster growth of real incomes around the
world. Benefits from this open system of interna-
tional trade and finance occur most clearly in a
context of fairly smooth and predictable growth. In
these circumstances, everyone gains from trade
and, even though there may be disputes and inequity
in the process of sharing those gains, there is
widespread support for the open system, and for the
interdependence it brings.

3.2 These gains from the interdependent system
have come under increasing challenge in recent
years, reflecting the more turbulent economic envi-
ronment and protracted recession. Can interdepen-
dence contribute to instability? An interdependent
world economy, like an electric power grid, can
smooth out local disturbances, but can amplify large
ones. The world oil shocks of the 1970s remain a
vivid reminder of this. Similarly, the accumulation of
large stocks of international debt became a poten-
tially powerful transmitter of instability when expec-
tations were unsettled by a major disturbance.

3.3 A second concern has been that growing
market integration, and the global diffusion of
technologies among regions with very different
wage levels, may create sustained pressures on
employment and standards of living in OECD econ-
omies. A rise in structural unemployment and
proliferation of non-competitive sectors may thus
appear as the only alternative to continued down-
ward pressure on real wages to preserve “competi-
tive parity” with successive generations of emerging
competitors.

3.4 There is an important sense in which these
concerns are beside the point. The forces pushing
towards increased integration in the world economy
are very powerful; resistance will distort but not
arrest the process. More importantly, if there is
sufficient flexibility within economies, the gains from
integration will exceed the costs. It must not be
forgotten that developing countries’ demand for
imports has consistently matched — and indeed run
ahead of — their export receipts. This is the counter-
part of net capital exports from the OECD to
developing countries. The implication is, of course,
that the pressures faced by sectors losing compet-
itiveness will be more than counterbalanced by
opportunities in export sectors. Provided resources
shift, complementarity in trade relations can be
maintained in the course of integration. Living
standards globally can converge upwards, rather
than levelling down.

3:5 It is also important to recognise that eco-
nomic interdependence — even among the industrial
countries — falls short of full economic integration.
Integration is an uneven process and interdepen-
dence is far from uniform. Larger economies con-
tinue to perceive their economic futures as primarily
determined by domestic policy choices; and there is
a good deal of truth to this. Even for smaller
economies heavily dependent on trade, an important
degree of domestic policy autonomy can exist if
there is sufficient economic flexibility. These qualif-
ications do not change the basic facts of large and
growing interdependence. In this context, the cen-
tral issue for the foreseeable future is how to
maintain an open international trade and financial
framework in an increasingly integrated, multi-polar,
though asymmetric, world economy. Two topical
examples — international indebtedness and struc-
tural adjustment — illustrate the dimensions of this
issue.

International Indebtedness

3.6 The rapid accumulation of sovereign debt
during the past decade was based in part on
expectations about the future which have since
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become untenable. A number of developing coun-
tries and international banks have thus found
themselves in overextended positions. The required
adjustments are sufficiently large and long-lasting to
pose a continuing threat to the overall stability of
trade and financial relations. The strategy guiding
international efforts to contain this threat has been
to find the right mix of financing and adjustment to
preserve and eventually strengthen the open inter-
national trade and investment system.

3.7 This strategy has so far worked, but both
optimistic and pessimistic scenarios can readily be
imagined for the years ahead:

— An optimistic scenario would see growing
trade between the developed and devel-
oping countries in the course of a global
recovery in which the level of real interest
rates recedes and the pattern of global
capital flows becomes more sustainable. In
such a scenario, the trading climate would
permit expanding opportunities for profitable
investment, promoting flows of private
capital to the developing world; expanding
trade and financial linkages would provide
the means for a gradual resolution of existing
debt problems.

— A pessimistic scenario would see the strains
perpetuating; with more inward-looking
development policies, increased protection
and distorting export subsidies embraced as
less painful than alternative domestic adjust-
ments. Such actions in the current environ-
ment of high unemployment would provoke
retaliation. The end result would be lower
global trade in an increasingly distorted
pattern, in turn discouraging private invest-
ment flows, or making them more depen-
dent on yet further interventions by govern-
ments to provide “protected markets” to
potential foreign investors. Financial strains
would thus be perpetuated with official
action needed to preserve the stability of the
overall financial system and pressures would
mount to find official substitutes for hesitant
private flows.

3.8 Which of these outcomes occurs is primarily
determined by the cumulated policy choices of
national governments. These include the basic
macroeconomic policies required to avoid renewed
inflation, crowding out of private investment and
exchange rate instability. The question is whether
there is sufficient political will to promote increasing
interdependence and openness on the trade and
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investment side, thereby validating financial interde-
pendence, and whether the overall gains of such an
approach are perceived as sufficiently great to
outweigh short-term costs.

3.9 In any event, developing countries seem
bound to experience a period of scarcity of interna-
tional capital, reflected in relatively high real interest
rates, greater creditor selectivity and sharper risk
assessment. Commercial capital will remain avail-
able even to countries with large debts, provided the
borrowers are able, through adjustment policies and
efficient resource allocation to meet the interest cost
of the debts, and to assure adequate social and
political stability. Official resource flows are subject
to growing resource constraints and distortions
arising from attempts to gain commercial advantage
over competitors; officially supported capital flows
should meet the difficult test of efficiency of
resource use and should respect the multilateral
character of the trade and finance system.

Issues for Discussion

Ensuring that the pattern of external finance for
indebted countries

® promotes positive adjustment, and hence
improves resource allocation within both
developed and developing countries;

® helps to increase the efficiency of the
open world system of trade and
finance.

International Implications of Structural Adjust-
ment Policies

3.10. Structural adjustment provides a second
important concrete example of pressures bearing on
the open international trade and finance system.
Over the last decade, the demands on governments
to counter the perceived adverse impacts on
domestic firms of adjustment policies implemented
in other countries have intensified. The underlying
factors which have been at work in this process are
the severity of the recession, the pace of technolog-
ical change and intense international competition.

3.11 At the same time, the inherently greater
sensitivity of an integrated world economy to
differentials between countries in costs, competitive
conditions and market opportunities has altered the
international dynamics of structural policies. Gov-
ernment support measures which alter relative cost
positions are fast translated into changes in world
market share — leading other producing countries to
seek to match them. Protectionist measures tend to
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spread more rapidly than in the past, as trade
diversion quickly shifts the pressure of competitive
imports from markets which close towards markets
which remain open.

3.12 Indeed, protection is more pervasive than
generally assumed. After full implementation of the
Tokyo Round, tariff protection will be at its lowest
level since the First World War but the number of
known restrictive trade agreements on manufac-
tured imports introduced by US, EEC, Japan and
Canada has quadrupled since 1975. The product
categories currently subject to discriminatory and
non-conventional forms of protection comprise at
least 15 per cent of world trade in manufactures and
a quarter of OECD manufactured consumption.

3.13 The proliferation of offsetting border and
non-border measures can undermine world eco-
nomic growth, increase international frictions and
damage the framework for international trade:

— Since over one-third of OQECD area
investment is geared to serving foreign
markets, increased uncertainty re-
garding the potential introduction of new
trade barriers, of duties and subsidies,
and of administrative obstacles to the
flow of payments, technology and enter-
prise, dissuades firms from innovating
and expanding.

— Such uncertainties also discourage ex-
port-oriented investment and generally
outward-looking strategies in devel-
oping countries, with adverse implica-
tions for world-wide economic develop-
ment.

— Defensive and protectionist policies may
result in shifts of adjustment burdens, in
particular employment problems, from
one country to another. Efforts by gov-
ernments to counter such shifts can
easily lead to a vicious circle of retalia-
tion.

— It is particularly difficult for small econ-
omies and for developing countries suc-
cessfully to offset subsidies and other
trade-distorting measures implemented
by others, especially those measures
that influence competition for third-
country markets.

These risks are unlikely to diminish over the present
decade.

3.14 The extent to which defensive measures
impede world economic development, shift the
burden of adjustment, or lead to international
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friction depends both on the measures themselves
and on the economic environment;

— Measures that are taken unilaterally,
outside the framework of internationally
agreed rules and consensus, are particu-
larly corrosive.

— The potential for international friction
may be greatest when the assisted
sectors are those characterised by slow
growth in demand and excess capacity
at the global level.

— Measures that are credibly temporary in
scope impose less threat to the overall
system than measures that do not limit
the time period over which assistance is
provided.

3.15 Given the dangers inherent in competitive
subsidisation and retaliation, the central task is to
identify more clearly those structural policies which
may give rise to harmful international repercussions
and to explore options for international co-operation
in dealing with them.

Issues for Discussion

Ground rules to avoid policies and practices that
distort international trade in the course of
providing

® support for declining activities;

® protection and subsidies for the high-
technology sector.

Policy Responses

3.16 Insummary, it can thus be seen in both of the
examples treated here — international indebtedness
and structural adjustment — that there are two
broad policy responses. One is to resist the funda-
mental trends toward increasing world integration,
by aiming for greater domestic or regional self-
sufficiency, in the hope that short-term employment
benefits or longer-term insulation from foreign
disturbances, might compensate for a lower global
efficiency of resource use. This may appear feasible
from a single-country perspective, but if many
countries attempted to implement it, none would
find the results acceptable. The other response is to
accept a collective responsibility to increase the
flexibility and stability of the open system. This
approach is not easy politically. If it is to succeed, it
requires commitment to maintain a stable macro-
economic environment and action to halt and
reverse the current drift towards market-distorting
and trade-restricting measures,
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NOTES AND REFERENCES

Documents referred to in the notes are listed below

Part 1

Size and Effectiveness

paras. 1.2 to 1.5:

For detailed information on public sector size and
composition see “The Role of the Public Sector”. For a
review of the overall effects of public sector growth, see
“Consequences of Public Sector Size and Growth".

paras. 1.6 to 1.10:

Past trends in social expenditure growth and projections
until 1990 are outlined in “The Growth of Social
Expenditure : Recent Trends and Implications for the
1980s" and its supporting documents.

para. 1.11:

Off-budget activities are discussed in "Off-Budget
Expenditure : An Economic and Political Framework”
and “Budgeting for Loans and Loan Guarantees”;
implications for the budget process and public manage-
ment are discussed in “The Capacity to Budget — Adap-
tation of the Budget Process in OECD Countries : A
Framework for an Intergovernmental Study”.

Chart 1:

Public expenditure includes all general government
expenditure, according to the standardised System of
National Accounts (SNA). It comprises all capital and
current expenditure, including social security, by central,
regional, and local governments, but excludes public
enterprises. The data are published regularly by the
OECD in National Accounts, Volume Il. Detailed Tables.
The 1983 figures are estimates.

Deficits and Debt

paras. 1.13 to 1.14:

~Structural Budget Deficits and Fiscal Policy Responses
to the Recession” provides concepts and estimates for
structural budget deficits. The latest Economic Policy
Committee (EPC) General Assessment [pp. 46-58] pro-
vides an analysis of possible structural budget deficit
trends up to 1986. OECD Economic Outlook, No. 31,
July 1982, pp. 40-43 describes the use of “cyclically
adjusted” budget deficits in short-term economic analy-
sis.

paras. 1.15 to 1.16:

For general government debt/GDP ratios in the major
seven economies see the latest “Economic Prospects,
General Assessment”, Table 2.8, p. 56. "Medium-term
Financial Strategy: The Co-ordination of Fiscal and
Monetary Policies” contains tables, for most OECD
central government sectors over the period 1970-82,
showing interest payments, internally and externally

held public debt and its relation to private sector
financial assets.

For a discussion of the impact of inflation on public
sector deficits and government debt/GDP ratios, see
pp. 20-23 of “Public Sector Deficits, Problems and
Policy Implications™ and pp. 52-55 of the latest "Eco-
nomic Prospects, General Assessment”.

Chart 2:

For the United States, Japan, Germany, the United
Kingdom, Italy, Canada, Belgium, the Netherlands,
Norway, Spain and Sweden, public debt figures refer to
end-of-year general government debt held by private
and overseas sectors, the central bank and public
corporations. They are thus net financial liabilities,
exclusive of intra-sectoral borrowings. The sum of
central government and local authorities gross debt is
used for Australia, Austria, Denmark, Luxembourg, New
Zealand and Switzerland. Total public sector debt (i.e.
including public corporations) is given for Greece.
Central government (state) debt is given for France,
Finland, Iceland, Ireland, Portugal and Turkey. Details
about the data sources may be obtained upon request
from the OECD Secretariat (Economics and Statistics
Department).

Part 2

Structural Change, Investment and Employment

para. 2.1:

See OECD Employment Outlook, pp. 7-11 and Eco-
nomic Outlook, No. 34.

para. 2.3:

Capital shortage unemployment problems are discussed
in “The Present Unemployment Problem™ pp. 20 and
35-44.

Economic Outlook, No. 33, pp. 47-49

paras. 2.5 to 2.7:

The analogy with horses is from Leontief, W. “"Techno-
logical Advance, Economic Growth and the Distribution
of Income”, Population and Development Review 9,
No. 3 (September 1983).

OECD work on the links between technological change
and employment is in Micro-Electronics, Robotics and
Jobs and Assessing the Impacts of Technology on
Society.

Labour Market Flexibility
paras. 2.8 to 2.9:

“Intergovernmental Conference on Employment Growth
in the Context of Structural Change — Issues for Discus-
sion”.
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For a discussion of the cyclical /structural unemploy-
ment split, see OECD Employment Outlook, pp. 7-8,
and Economic Outlook, No, 33, pp. 47-49.

paras. 2.10 to 2.13:
For further discussion of the possible effects of labour
market rigidity, see The Challenge of Unemployment,
pp. 45-66. See also pp. 98-108, which discuss how
efficiency and equity in the labour market can be
reconciled.

para. 2.13:

This is elaborated in Positive Adjustment Policies
— Managing Structural Change, in particular Part |l
Chapter B: Industry Policies and Chapter E: Manpower
and Social Policies. :

Chart 3:

Civilian employment includes all those persons with a
job, excluding members of the armed forces. The
government sector closely approximates the SNA defin-
ition of general government. These figures are published
regularly by the OECD in Labour Force Statistics and
summarised in Historical Statistics, which accompanies
the July issue of the OECD Economic Outlook.

Part 3

The World System of Trade and Finance

paras. 3.1 to 3.5:
See World Economic Interdependence and the Evolving
North-South Relationship and Development Co-opera-
tion, Chapter 2.

paras. 3.4 to 3.5:
See “The International Flow of Technologies”
Short-term macro-economic interdependence is ana-
lysed in “International Economic Linkages”

paras. 3.6 to 3.9:

See External Debt Surveys, 1982 and 1983, and
Development Co-operation, Chapter 3

International Implications of Structural Adjustment
Policies
para. 3.10:

On the international implications of domestic policies,
see Part Il of Positive Adjustment Policies — Managing
Structural Change

paras. 3.10 to 3.15:
See Government Assistance to Industry: The Positive
Adjustment Perspective

para. 3.15:

On the methods available for assessing the impact of
subsidisation, see Transparency for Positive Adjustment
— Identifying and Evaluating Government Intervention
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OECD SOURCE DOCUMENTS

Part 1

“The Role of the Public Sector” [CPE/WP1(82)4].

“Consequences of Public Sector Size and Growth”
[CPE#’WPHBS)S].

“The Capacity to Budget — Adaptation of the Budget
Process in OECD Countries: A Framework for an
Intergovernmental Study” [CT/PUMA/514].

The Welfare State in Crisis (OECD, 1981),
“The Growth of Social Expenditure: Overview and Main
Issues” [SME/SAIR/SE/83.09].

“The Growth of Social Expenditure: Recent Trends and
Implications for the 1980s" [SME/SAIR/SE/83.01]
and accompanying documents.

"Off-Budget Expenditure: An Economic and Political
Framework” [CT/PUMA /506].

"Budgeting for Loans and Loan Guarantees”
[CT/PUMA/523]

Measuring Local Government Needs: The Copenhagen
Workshop (OECD, 1981).

“Structural Budget Deficits and Fiscal Policy Responses
to the Recession” [CPE/WP1(83)1 and 2].
“Economic Prospects, General Assessment”
[CPE(83)6].

“Public Sector Deficits, Problems and Policy Implica-
tions”, OECD Economic Outlook, Occasional Studies,
June 1983.

“Medium Term Financial Strategy: the Co-ordination of
Fiscal and Monetary Policies®, OECD Economics and
Statistics Department, Working Papers, No. 9, July
1983.

Part 2

Technical Change and Economic Policy (OECD,
1980).

“Intergovernmental Conference on Employment Growth
in the Context of Structural Change — Issues for discus-
sion” [SME/SC/83.17]

“Industrial Adjustment and Government Support:
Report for the Economic Policy Committee”
[IND(83)5].

Micro-electronics, Robotics and Jobs (OECD, 1982).
Industry in Transition (OECD, 1983).

Assessing the Impacts of Technology on Society
(OECD, 1983).

OECD Employment Outlook (September 1983).

“The United States and Europe: Coping with Change”
The OECD Observer (May 1982).

The Challenge of Unemployment : A Report to Labour
Ministers (OECD, 1982).

“The Present Unemployment Problem”
[CPE/WP1(83)6].
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Part 3 "Government Assistance to Industry: The Positive
Adjustment Perspective” [CPE(83)11].
External Debt of Developing Countries — 1982 Survey Transparency for Positive Adjustment — Identifying and
(OECD, 1982). Evaluating Government Intervention (OECD, 1983).
External Debt of Developing Countries — 1983 Survey
(OECD, 1984).
- x General
World Economic Interdependence and the Evolving
North-South Relationship (OECD, 1983). Facing the Future : Mastering the Probable and
“International Economic Linkages” OECD Economic Managing the Unpredictable (OECD, 1979).
Studies No. 1 (OECD, 1983). Statement on Positive Adjustment Policies: Commu-
“The International Flow of Technologies” nique by the OECD Council at Ministerial Level of 18th
[SPT(83)22]. May, 1982 [C(82)57(Final)Annex].
Development Co-operation — 1983 Review (OECD, Positive Adjustment Policies — Managing Structural
1983). Change (OECD, 1983).
The Internationalisation of Banking : The Policy Issues “Positive Adjustment Policies: Review of On-Going
(OECD, 1983). Work in the Organisation” [CPE(83)12].
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The Chief Secretary is in

Paris until Wednesday of

next week so I have arranged
for him to come and talk to the
Prime Minsiter about the
attached at 11 a.m. on Friday

17 February.

6 February 1984
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01-212 3434

e R February 1984

We are to discuss trends in capital and current public expenditure
in Cabinet next week and I would like to put a proposal to you
which might be considered at that meeting.

My proposal concerns the need for a longer term examination

of the extentand need for Tapital, maintenance and repair
e?ﬁéﬁﬁf?ﬁ?e running-EE?EEE-E§T-1he majOT programmes . first

put this forward during my bilaterals with Peter Rees last autumn,

and mentioned it again in my letter of 18 January about the Public
Expenditure White Paper which I copied to colleagues.)

The case for such a study is that unless we begin to consider

now what action is _needed for the cost_effective modernisation,
maintenance and replacement of the public _services. capital stock

on a regular and systematic basis, the process oOf squeezing
expenditure on such work is bound to lead to public dissatisfaction '
and eventually to rushed and wasteful expenditure of a "catching-
up" nature.

There is growing evidence of concern on this subject. The House

of Lords debate on 18 January showed this. The PSA Advisory Board

under Nigel Mobbs has expressed anxiety about the maintenance

of the civil estate. There is widespread criticism in the construction
industry that we are simply letting public buildings decay.

The NEDO Council meeting last July authorised the Director General

to discuss the form of future work on the criteria for public

sector investment, in the context of maintaining and improving

the quality of the built infrastructure. The NEDO study is now

under way, alming at a report in August, and, with Treasury agreement,
an inter-departmental group of officials has been nominated to

shadow its work.

The NEDC study is to concentrate on the criteria used to justify
and authorise expenditure, and seems unlikely to come up with
the answer to what I see as the main question: just what is the
state of our built infrastructure? I think we need a study to
draw together details of the age and condition of the public
stock; to set out current policies and levels of

expenditure on repalir and maintenance; to attempt




some assessments of future life and needs; and to set out

the options in terms of action or "inaction (including options
for drawing in more private investment where this is feasible),
with the emphasis on their cost-effectiveness and value-for-
money. If there prove to be implications for the way options
are presented each year in PESC, I think we should ask for

them to be drawn out.

My proposal is that the inter-departmental group mentioned
above, in addition to keeping an eye on the NEDO study, should
be given terms of reference which require it to "examine

the state of the publicly owned civil capital stock of housing
and roads, water and sewerage,” hospitals and egUcation purldings,
the Government C1 nd the capital stock of
universities, to evaluate such evidence as is readily available
of its present and likely future condition and fitness for

its purposes and its needs for maintenance, repair and
replacement; to consider means of assessing the position

and keeping it under review as a basis for cost-effective
decisions on public expenditure and investment; and to

make recommendations". These terms would exclude the Defence
estate and the nationalised industries, mainly in order to

keep the study manageable.

I see cost-effectiveness, and better financial management
and planning of spending and of assets as the key concepts.
In applying them, I hope we can get behind the economists’
concepts of capital and current spending, and the rather
stale arguments they generate, to the real state of affairs.
This focus should prevent us from treating the study just

as potential cover for a variety of PESC bids, or simply

as an exercise in promoting the construction industry. I

see it as giving us a firm basis for a considered, realistic
Judgement about what stock of assets we wish to see five

or ten years hence; and for selecting a pattern of spending
that will get us there. We may well find areas in which provision
for replacement, repair and maintenance is adequate, or even
more than adequate; as well as areas in which it appears

to be falling short. I would be very surprised if we did

not find areas in which spending could be better directed.

I am convinced that such a study is now urgently needed,

and I hope you and colleagues will agree to it. I very much
agree with the comment Peter Rees makes in his letter of

30 January to Arthur Cockfield that the need for the study

is a practical one, and that it can only be done by assembling
the evidence programme by programme. I think we do also
however need to draw the evidence together in order to give
ourselves a collective overview of the condition of the capital
tookand the need for repair, maintenance and modernisation.
The inter-departmental group mentioned above could take this
study on board, but in view of the importance of the subject
and the PESC implications I would propose that Treasury should
take over the chair and that the group should be asked for

an initial report by May or June in time for it to be taken
into account in the next PESC round.




I am sending a copy of thi er to the Prime Minister
and Cabinet colleagques.

\J o
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PATRICK JENKIN
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I have arranged the following meeting with
the Prime Minister:-
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Date

Briefing

g) I have commissioned briefing from

\///;) Could you arrange briefing if necessary
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RATIOS OF EXPENDITURE TO GDP

The reconciliation which Howard Morrison provided to Andrew Turnbull in
November was based on last year's return to 0ECD. We decided that it would

be most helpful if the new reconciliation you requested could be based on

this year's return, just completed, updated to be consistent with January

Financial Statistics.

This new reconciliation between the Public Expenditure and OECD total outlays
as percentages of GDP is attached. We have reconciled the whole period
1973 - 1982 so that we can be confident that the divergent movements over

the whole period can be explained.

The most noticeable difference, as you pointed out, is that the 1975 peak
for public expenditure is higher than the 1981 peak but for OECD total outlays
the reverse is true. This, as you can see, is mainly due to the exclusion of

net lending from the OECD figures and the inclusion of debt write-offs.

The use of a slightly different definition of GDP by OECD is not a significant
factor in the comparisons: it increases the OECD percentage by roughly 0.1% in
each year. Much more important is the treatment of sick pay and unfunded
pension schemes. These are effectively double counted in OECD statistics:
OECD include sick pay and unfunded pensions in wages and salaries; they then
impute a paymwent from employees to a notional fund and finally score the

sick pay and pensions again as payments from this "fund",

The next OECD publication will contain estimates consistent with Blue Book
rather than January Financial Statistics: we cannot avoid this if the UK
contribution is to be internally consistent. This means that the total

outlays will be a marginally greater percentage of GDP for the period

1980 - 1982 than shown on the attached sheet.

gt R G WARD
2 February 1984




RECONCTLIATION: PUBLIC FEXPENDITURE v OECD TOTAL OUTLAY AS % GDP

1973 1974 1975 1976 1977 1978 1979

Public expenditure as % of GDP (Fin year) 40.9 45.8 45.8 43.9 39.8 40.7 40.3
(Novemher 1983 Economic Trends

Revisions teo GDP
Adjustment to gross debt interest
Change from Fin Year to Cal Year

Other adjustments and revisions

General Government current, capital expenditure
and net lending as % of GDP (Cal Year)
(January 1984 Financial Stats)

net lending

OECD pensions/sick pay adjustments
debt write off

other

OECD total outlays of general government as
% of GDP
(consistent with January 1984 Fin Statistics)
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EFFICIENCY UNIT

70 WHITEHALL, LONDON SWI1A 2AS
Enquiries : 01-233 8412

Direct line : 01-233
2 February 1984

The Rt Hon Patrick Jenkin MP
Secretary of State for the Environment

at
Don Smhoy q Skh, g

PUBLIC EXPENDITURE REVIEWS: URBAN PROGRAMME

I have followed with interest the exchange of letters
culminating in Peter Rees's response to your letter of 25
January and I have been genuinely impressed by your call for,

"a thorough, comprehensive and constructive review of the
programme" .

I have also read what has been sald about methods of
review. A genulne willingness to tackle the difficult
questions among those who have a good knowledge of the
programme 1s clearly wholly to be welcomed. But I am bound
to say that my experience with Group working is that it
rarely produces the kind of radical questioning that is
needed to make substantial progress in a short time. For one
thing, such exerclses are often "top down" and paper based.
They can seek consensus at the price of fudging hard cholces
and ruling out imaginative alternatives.

I doubt 1if you want a paper-based cosy exercise. I
hope, therefore, that you will agree to do the work as a
scrutiny with one man clearly responsible for the report -
though he would need to stay in close touch with, and listen
to, David Edmonds and his Group. And he may well need the
support of a team. I understand Peter Rees 1s prepared to
of fer someone good for this key job. For my own part, I
would naturally be avallable to advise you and would be keen
to talk to the team during their work. I would also propose
to ask Ian Beesley, the executive head of the Efficilency
Unit, to glve "staff officer" support suitable to a major
scrutiny of this scope.

I hope you will find this helpful. I am copying it
to the Prime Minister, Peter Rees and Sir Robert Armstrong.

Ut ity
yﬁuiﬂ

M,. ROBIN I

(Approved by Sir Robin Ibbs and signed in his absence.)
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Treasury Chambers, Parhament Street, SWIP 3AG

Rt Hon Patrick Jenkin MP

Secretary of State for the Environment
Department of the Environment

2 Marsham Street

LONDON
SW1P 3EB 1 February 1984

PUBLIC EXPENDITURE RFVTEﬁ URBAN PROGRAMME

Thank you for your letter of 2#th January. I welcome the 1arge
measure of agreement betueen us on the need for a radical review
of the Urban Programme in time for it to inform the discussions
on PES '84.

Given that you have already put work in hand under David Edmonds,
I would not wish to press my original proposal for a Treasury-
chaired steering committee. I am very content to fall in with
your suggestion that representatives from the 1reasu;y the
Efficiency Unit and the No 10 Policy Unit should join the working
group.

I am glad that you agree that the Treasury should provide a good
man to work full-time on the review. t will be important that

he should be able to get about, ask whatever questions he judges

to be necessary and put forward his frank appraisal and conclusions.
As you put it, the subject requires concentrated and informed

effort - this is just what such a man, backed by the authorlty

of the Edmonds group, should be able to achieve. This is, in

my view, the essence of the successful scrutiny technique.

I think we now have a good basis on which officials can get to
work. I am asking mine to get in touch with yours.

Copies of this letter go to the Prime Minister, Sir Robert Armstrong,
Sir Robin Ibbs and John Redwood.

«Ja-fs M

(t( PETER REES
¢ ﬁo. ). 5""“1"“‘11
CONFIDENTIAL “ﬁ
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10 DOWNING STREET

From the Private Secretary 1 February 1984

Publication of 1984 Public Expenditure White
Paper

You wrote to David Barclay on 20 January
suggesting publication on Thursday 16 February
with the announcement taking the form of a
Written Answer. Since then it has been agreed
that there should be a debate on the White Paper,
with the Chief Secretary leading for the Govern-
ment. The Prime Minister is content with these
proposals.

I am copying this letter to David Heyhoe
(Lord Privy Seal's Office).

Andrew Turnbull

John Gieve, Esq.,
Chief Secretary's Office.

CONFIDENTIAL
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SECRET

Treasury Chambers, Parliament Street, SWIP SA(
01-233 3000
31 January 1984
Andrew Turnbull Esq

10 Downing Street
LONDON SsW1

h&u Rndand

CABINET: 9 FEBRUARY

The Prime Minister and the Chancellor have agreed that it would make sense to consider
in Cabinet on 9 February not only the overall economic position in the run up to the
Budget, but also the issues of Capital and Current Expenditure, and Public Expenditure in
the Longer Term. That means that we have three papers to circulate, and the Chancellor
has had it very much in mind that the Prime Minister would wish to see, before her
departure for Budapest, the three drafts. All three will therefore reach you today, so
that the Prime Minister is in a position to discuss themy if she should so wish, at her
meeting with the Chancellor tomorrow.

I enclose with this letter copies of the main Economic Strategy paper, and of the Long
Term Public Expenditure paper.

The former is on similar lines to Sir Geoffrey Howe's paper of exactly a year ago, which
was the basls of a satisfactory “discussion in the comparable Cabinet. You will however
nofi i vation (at paras 12 and 13). Because it seems appropriate in the
first mmw Parliament to set out a path for (the monetary aggregates and) the
PSBR which covers a full five years, it is necessary to show public expenditure figures
going beyond the ambit of the recent Survey and the forthcoming Public Expenditure
White Paper. Although the figures for the extra two years can only be assumptions, the

Chancellor thinks it right to seek collective approval for them.

The Long Term Public Expenditure paper is, as you will see, prepared on a very different
basis frodl the 1982 éxercise, and should not carry the same risks as that exercise did.

There could indeed be criticism of the absence of Degawmme figures in a

Green Paper along the lines proposed, but the Chancellor believes that it is necessary to
publish a discussion document, and that it would be better to face such criticism than to

provide a detailed b _expenditure forecasts, along 1982 lines. He would be
happy to discuss this with the Prime Minister tomorrow.

The Capital/Current paper is being forwarded separately to you from the Chief
Secretary's office this afternoon.

The Prime Minister may wish to discuss tomorrow the timing for the circulation of papers
to Cabinet. There seems no reason why the Capital/Current paper should not go round on
Thursday, with the Long Term Public Expenditure paper §following on Friday.} But it
would be in line with the recent precedents if the Economic Strategy paper was not

circulated until next week.
€ Jap el
c‘n KQJV\J 3
J O KERR
Principal Private Secretary
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ECONOMIC STRATEGY

Memorandum by the Chancellor of the Exchequer

The background to the Budget, which will set the tone for the remainder of this Parliament,
is one of steady growth in output and continuing success on inflation. My aim will be to

build on this, and on the progress made in my predecessor's Budgets.

Economic prospects

2. The recovery began in early 1981, ahead of the rest of the industrialised world, mainly
-—

as the result of falling inflation and lower interest rates. A year ago the Treasury forecast

was of growth in output of some 2 per cent in 1983. Most outside forecasters saw this as

optimistic. In fact growth has been around 3 per cent; while inflation has fallen more than

—

expected, averaging 4} per cent in 1983, the best performance since 1967. Numbers in work
have been growing agaiﬁ for the first time since the recession began, with total employ
ment, job vacancies, and overtime all up, and short time working at its lowest level for

4 years.

3. The prospects for the year ahead are also encouraging. The latest forecast suggests
that output will grow by a further 3 per ¢ cent this s year, and that inflation - after rising to

about 5% per cent in the early summer - will be down again to a.round 4} per cent by the end

of the year. CBI surveys and the CSO leading indicators confirm expectations of a

contmuing increase in activity, reinforcing the better prospect for jobs.

4, There remains 2 major external worries. First, the size of the US budget deficit
e ——— ________"——_—-—___

continues to exert upward pressure on world interest rates, thus exacerbating the interna=

twoblem, and it seems clear that adequate remedial action has been postponed

until after the Presidential Election. Secondly, although the risk of a sharp fall in oil prices

has receded a little, it has not disappeared: and such a fall, though in the long term helpful

to world economic activity, would be distinctly unhelpful to our balance of payments and tax

revenues in the coming year.

-

5, There is also a domestic risk. With compa.ny profits and job prospects improved, wage

settlements could begm to ) Creep up agam, damaging competitiveness in forelgn and

domestic markets. We need to do all we can to ensure that this does not happen.

A
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6. Provided it does not, the change already apparent 1n the pattern of our recovery should

contmue Initially the recovery arose principally from an end to de—stockmg, and rising
domestlc consumptxon. This year we expect contmumg growth in consumer spendmg, higher
mdustrial investment, especially in manufacturing, and a further increase in housing

investment. But a greater contribution to recovery should come from overseas demand.

Export growth of some 5 per cent this year should help to ensure a continuing surplus_on the

balance of payments, and the export rec;;ry is already showing in recent trade figures.

T Annex 1 sets out some of the key figures. Those for this year are based on early

forecasts; a further and firmer forecast will be pubiished as usual at Budget time.

Economic Strategy: The MTFS

8. We have shown that it is possible to achieve falling inflation and steady growth,

without resort to the fiscal boost which simply fuelled inflation in the past.- Getting
inflation down was indeed an essential precondition for durable recovery. In the world at
large our current performance is seen as demonstrating the success of firm financial
policies, and the importance of cutting back on borrowing. I am convinced that we must
hold to the strategy. It is now bringing results, and to change it would risk throwing away

all that has been achieved.

9. The present Medium Term Financial Strategy, set out in last year's Red Book, extends
only to 1985-86. I believe that we should this year publish projections covering the
remainder of this Parliament. The benefits, for expectations and market confidence, of
setting out a clear medium term path, providing an assurance of a stable monetary and

financial framework, need no repetition.

10. Lower inflation, both as a desirable end in itself, and as a source of higher growth and

more jobs, must remain our objective. I do not under- estimate what has already been
—a ey,

achieved, but even 5 per cent inflation would have seemed worryingly high in the 1950s and

1960s, and is still well above the rates prevailing among our main competitors, the
F—

Americans, Germans and Japanese. So fiscal and monetary policy must be designed to

achieve a continuing gradual decline in inflation through this Parliament, with price stability

gm— SE—

as our ultimate objective.

11. This means that monetary growth has to be brought down, and preferably without the

enforced recourse to higher interest rates WHICH Ma® been a distinct and growing possibility

in recent months. So we must aim for lower Government borrowing. The PSBR as a share

of GDP came down from 5% per cent in 1978-79 to 3% per cent in 1981-82, but we have since

M

———
registered no further downward progress. I believe that the MTFS path must show a

—

significant further fall. be | imek
+ #




12. In successive MTFSs we have shown a path for the PSBR deriving from assumptions
about future revenue and expenditure. The expenditure figures have been in line with those
in the most recent Public Expenditure White Paper. For a 5 year MTFS, we would this year
have to show expenditure figures going 2 years beyond those covered in the 1983 survey and
hence in the forthcoming White Paper. I believe that the assumption at this stage should be
that expenditure is held constant in real terms at the level for 1986-87 which resulted from
this year's Survey: the different status of the additional 2 years' figures would of course be
signalled in the text; and final decisions on the 1987-88 and 1988-89 figures will of course

remain to be taken in subsequent surveys.

13. On this basis, I seek colleagues agreement to the principle of rolling-forward the MTFS
for 5 years, and to using for the final 2 years the assumption of rolling-forward the 1986-87
e

e
public expenditure figure constant in real terms.

Borrowing: 1983-84 and 1984-85

14. The published autumn forecast of the outturn 1983-84 PSBR was £10 billion:
-
11.8 billion above the target set by my predecessor. But for the measures we took in July to

rein back spending, the increase would have been larger.

re—

15. As the difference between two very substantial figures (revenue and expenditure
totals) the outturn PSBR is of course particularly hard to forecast accurately. With more
help from Departments, I hope our performance this year will be better than last year's. But
I can at present say no more than that the latest expectation is still of an outturn of around
£10 billion.

Semerreemme——

16. It will be important for market confidence, and the credibility of our policy generally,

that this year's overshoot should be seen not to carry forward into next year. We need, as a

minimum, to be seen to be getting back to the path for borrowing set out in last year's
MTFS, where a PSBR of £8 billion was envisaged for 1984-85.

—

17. There are in fact powerful arguments for aiming for a lower figure. We are at the

stage of the cycle when output rises above the long term trend. We also face the possibility

of a gradual decline in North Sea oil revenues after next year. And, in judging the
e —————————
appropriate 1984-85 PSBR, we have to take into account sizeable privatisation plans of some

£2 billion a year. While asset sales are rightly treated as diminishing public expenditure, and




hence the PSBR, they produce less downward impact on interest rates; and the pressures on
= e
the financial markets need to be taken into account in judging the appropriate level for the

PSBR.

18. For all these reasons, I am clear that it would be wrong to provide for a PSBR next

year higher than the £8 billion envisaged for 1984-85 at the time of last year's Budget; and it

may- well be prudent, in terms of market confidence and hence interest rates, to aim for a

slightly lower figure.

Fiscal options

19. I warned in the autumn that I foresaw no room this year for tax reductions over and

above broad indexation, and the autumn forecast in fact implied a small tax increase, on

conventional assumptions.

20. There has since been a welcome improvement in the fiscal prospect for 1984-85.

-

Increases in oil production, and a higher forecast sterling oil price, now lead to an

expectation of };igher oil revenues. The risk of my having to put taxes up in March now

————
seems slight, and qunless circumstances change significantly in the next 6 weeks, my
intention will be to keep taxes overall broadly unchanged in real terms next year, after

providing for indexation (the effects of which are illustrated in Annex 2).

¢l. The prospect is for real tax reductions in 1985-86, but it would be rash to bring them
—

forward to the coming year on any significant scale, given the obvious uncertainties, and the

importance of being seen to get borrowing back under firm control. It may nevertheless be

right to consider this year measures with costs falling in 1985-86.

22. A broadly neutral Budget does not of course necessarily preclude changes in particular
taxes, or some shift in the balance between those paid by individuals and by companies.
(Annex 3 shows how taxes have moved over recent years.) Striking the right balance is
never easy, though in economic terms the importance of the choice can be exaggerated,
since over a period of years the consequences for output, inflation, and employment are very

similar.




Summary and Conclusion

23. The recovery has been faster than we expected; and is set to continue. It shows the
value of sound financial policies consistently applied. We need to keep strictly to our public
spending plans, and keep borrowing moving down in support of firm monetary targets. That
is the right way to keep inflation low, and sustain growth, thus further improving the
prospects for jobs. It is also the only way to the tax reductions in later years which we all
wish to see, and which are necessary to improve the performance of the economy in the

longer term.
24. I accordingly:

a.

(with an assumption of public expenditure remaining constant in real terms after 1986-

87 (paragraph 13);

b. seek colleagues' views on the appropriate level of the PSBR for 1984-85
(paragraph 18), and the appropriate balance between the different taxes in a broadly

neutral 1984 Budget (paragraph 22).
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ANNEX 1

Selected Economic Indicators

1980 1981 1982

World GDP, volume
(per cent change)

UK GDP, volume
(per cent change) 23

Domestic demand, volume
(including stockbuilding)
(per cent change) 33

Retail prices Q4
(per cent change)

Interest rates
(average
3-month interbank)

Current balance
(€ billion)

Unemployment
(UK
per cent narrow
definition)

Tax and Public Expenditure as % of GDP

1978-79 1979-80 1980-81 1981-82 1982-83 1983-84 1984-85

Tax and NIC 34 354 37 393 39 3 39 AE

(6) {42)(6)

_(4)

Public Expenditure'”’ 303 44 433 (43)

PSBR 5% 5 31 3% 33

(1) Provisional pre-Budget figures.

(2) End-January.

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

(4) Depending on decisions to be made.

(5) Including debt interest. PEWP figures.

(6) Confidential until publication of the Public Expenditure White Paper.
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TAXATION: Effects of Indexation

DIRECT TAXES

The Retail Price Index increased in the year to December 1983 by 5.3 per cent. With
indexation by this amount and statutory rounding, the figures for the main allowances
and other thresholds would be:-

Personal Allowances 1083-84 1984-85
£ £

Single and wife's earned income 1785 1885
allowance

Married allowance 2795 2945
Bands e

30% rate 0-14600 0-15400
60% rate over 36000 over 38100

Investment Income Surcharge 7100 7500
threshold

The total revenue costs of indexation of income tax (reflected in the forecast) are £875m
in 1984-85, £1130m in a full year at forecast 1984-85 prices and incomes

INDIRECT TAXES

Excise duties: increases based on 5.3 per cent revalorisation with rounded price changes
including VAT effects:

Typical price change Revenue (a) RPI impact
(84-85 prices) effect
£m

Beer 1 pence/pint 95
Wine 5 pence/75 cl light wine 25
Spirits 28 pence/bottle 28
Tobacco 3% pence/20KS 115
Petrol 4% pence/gallon 225
Derv 4 pence/gallon 50
VED £5/car 90

Increased revenue (reflected in forecast) 628

(a) First and full year revenue effects are largely identical.

(b) RPI effects do not sum because of rounding.




.ADY RECKONER: Mllustrative Tax Changes

£ million at forecast 1984-85
income levels

Direct Revenue Effect
1984-85 Full Year
INCOME TAX

Allowances and Thresholds

1% above or below indexation on allowances
and thresholds

1% above or below indexation on allowances
only

Rates
Change basic rate by 1p

Investment Income Surcharge

Change threshold by £500

CORPORATION TAX

Change main rate by 1 percentage point

Change small companies' rate by 1 percentage point
OTHER TAXES

First year Full Year RPI
cost/yield

VAT: 1 per cent change 550 740 0.5
NIS: 1 per cent change from August 450 850

(Assuming recovery from public sector)

EXCISE DUTIES

The costs and effects of specimen changes in alcohol, tobacco and petrol etc are on
the previous page.




QCKGROUND FACTS

Tax burden

15 Since the Government came to power total taxation as a proportion of GDP at
market prices has risen by over 5 percentage points reaching a peak in 1981-82, since

when it has declined slightly. The figures are as follows:

Table 1
Total taxation* as a % of GDP (market prices)
1978-79 34.1
1979-80 35.4
1980-81 36.8
1981-82 39.7
1982-83 39.6
1983-84 (estimate) 38.8
Confidential 1984-85 (forecast**) 38.9

* Including National Insurance Contributions and local authority rates
** Makes the usual conventional assumptions that the income tax thresholds and allowances
and the specific duties are indexed and that the PSBR is as indicated in the 1983 MTFS.

Personal taxation

A Despite reductions in income tax, total personal taxes (direct and indirect) are
some £10bn higher than they would be under the 1978-79 tax regime (suitably indexed).
For income tax and national insurance the following table gives an idea of how the

proportion of gross pay they represent has risen, particularly for the low paid:-

Table 2

Income tax and National Insurance Contributions (NICs)
as a percentage of gross earnings

Married*

¥ average Average 2 average

earnings earnings earnings
1978-79 16.4 28.0 31.6
1981-82 2151 29.4 32.4
1982-83 21.1 29.9 32.4
1983-84 (forecast) 20.2 29.6 3.7
1984-85 (assuming indexation) 20.4 29.7 31.8

(* Wife not working: the couple are assumed to have no children, to avoid distortion of the
figures from abolition of child tax allowances.)




, These figures reflect the rise in the employees' NIC rate from 6% per cent to 9 per cent.
o far as income tax is concerned, personal allowances have increased 6 per cent in
real terms since 1978-79 and just about kept pace with earnings. The basic rate is down

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

4. As the table shows, indexation of allowances in the Budget would lead to a very
slight rise in the proportion of incomes taken in tax and NIC. This is because earnings
are forecast to rise by 6% per cent, slightly more than the indexation percentage (5.3 per

cent).

Company sector

5. Real rates of return have been falling since the early 1960s:

Table 4

Net pre-tax real rates of return

Industrial and
commercial companies Manufacturing
excluding North Sea companies

1960 13.5 1
1965 11.0
1970 8.6
1975 4.5
1979 5l
1980 4.4
1981 4.0
1982 4.3
1983 (estimate) 6.4

3w
9.8
120
3.0
4.
3.
3.
3.

=)
o

Last year saw a strong recovery in company profits (reflected in the figures above) though
the rate of return remains below the level seen in 1978 (7.5 per cent). (Figures for

manufacturing alone are not yet available.)




\" During the last Parliament total taxes paid by businesses (outside the North Sea)

fell slightly as a percentage of GDP. But within this total NIS and corporation tax

fell while business rates rose, as the following table shows:

Table 4

Taxes paid by businesses £bn (excl North Sea)
(figures in brackets are % of GDP)

(1)

Self-employed NIS NIC Rates Others Total

income tax

1978-79 . . . Zed 2.3 15,2
(1.5) (1.3) (8.9)

1983-84 : : : 5.5 4.4 25.1
(1.8) (1.4) (8.3)

“)Petrol and derv duty, VED, capital taxes, etc.
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DRAFT CABINET PAPER

CAPITAL AND CURRENT EXPENDITURE

Paper by the Chief Seeretary to the Treasury

Backsround

On 10 November 1983 I was invited by the Cabinet "to give thought to
how more satisfactory information on the split between capital and
current expenditure ecould be made available, and to circulate proposals
at an early stage of the 1984 survey". It was subsequently agreed on
12 January thet Cabinet should have & paper "about the trend over

time in the distribution of publie expenditure between current and
capital expenditure™ for its early February discussion of the economie

situation and prospect.

2. It has been alleged that public sector capital spending has

deeclined, so producing an imbalance between capital and current

———— T ——T

expenditure.

3. This paper considers in turnj;

(i) the presentation of the facts on public sector capital

spending.

(ii) the case for any particular level of publiec sector capital

spending or relative proportions of capital and current

expenditure.

Presentation

L, Surecessive Publie Expenditure White Papers have shown & decline
in the proportion of capital within the public expenditure planning
total. A detailed table 1.9 on this same basis will again be inecluded

in next week's 1984 White Paper. It is shown at annex A.

The aggregate
———Th

figures show:




Cash
1982-83

RESTRICTED

£ billion
1978-79 1979-80 1980-81 1981-82 1982-83 1983-84 1984.85

Estimated Plans
outturn

9.1 10.2 11.1 10.8 10.0 10.4 10.0

eost terms 14.9 14,2 13.0 11,6 10.0 9.9 9.4

5. Over the period 1978-79 to 1984-85 this aggreghte suggests a
fell of nearly 40% in cost terms.

—

6. The public expenditure planning total, of whiech these figures
are a part, is en aggregete of individual control totals. But it

does not measure the economie &and social significance of publie sector
activity, and is a poor guide to public sector spending on capital
goods and the construection industries. The Chancellor told the ﬁouse
‘:; 24 November that it was hoped to improve the eclarity of the
presg;tatibn of this aspeet in the forthcoming White Paper.

2.  The better indieator for this purpose is gross spending by the

whole of the publir sector on new capital goods.

8. The planning total figures understate this in three ways:

figures of capital formation are shown net of asset sales;

s ——

this does not measure new work.

—————————1

by international convention, virtually all defenr~e expenditw

is elassified as current not ecapital. 7This obseures the
—r
real nature of much defence spending,
and its impact on the equipment and

construection industries.

external finanecing limits rather than capital expenditure

are scored for the nationalised industries and some other

publie corporations.
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9. Collcagues will now have seen that the new White Paper will also

inclucde a new table 1.13 on amorecomprehensive basis. The full table
LSS

ie ghown ir snnex B; annex C shows the adjustments and details the reasons

for them.

10, Tihe summary statisties on the new basis show:
£ billion

1978-79 1979-80 1980-81 1981-82 1982-83 1983-84
Lstimated
ouiturn
Capital
Public /spending on
goods and services

Cash 11.8 14.2

1982-83
cost terms 19.3 19.8

Fublic capitel spencing on
zoocs and services plus cepital
grants 1o private sector:

Cash 21.4

1982-83
cost terms 20.7 21,4

11. The contrzst with the planning total presentatiorn is striking.

Whether looking at spending on goocds ancd services alone, or including

capital grants to the private sector, the picture is of virtually no

change in cost terms over the 1978-79 to 1984-85 period. In presenting

ihe White Faper we shall be 2ble to demonstrate that much of the

criticiemof the trend of t.e capital spencding figures has been mieplace

Pogition in Later Years

12. Figures on the new basus after 1984-85 will not be given in the
PoSEtsS e

White Paper because of data problems. Particular difficulties relate

e i E =
to the "capital" proportion of defence spending and the treatment of

the planned privatisation of British Telecom, British Airways and
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Enterprise 0il. The programme of privatisation will undoubtedly
mean that "nationalised industry investment" - and hence public sector
investment - will be treated as falling significantly from 1984-85
onwards. (Indeed, privatisation has already had some effect in
the earlier years; investment by companies already privatised
was some £300 million in 1978-79). This is a deliberate act of
policy and one we can readily present. But colleagues may like
to note that if we assume that:

i the capital proportion of total defence spending

remains as is planned for 1984-85 (one-third);

the three privatised corporations continue to invest

at the same rate in cost terms as in 1984-85

thén the cost terms figures for public sector capital spending

—

on goods and services on the new presentation show:

€ billion 1982-83 cost terms

1985-86 1986-87
Excluding BT, BA and

EO after 1984-85 . LT 0 16.6

Adding back assumed
investment by BT,
BA, and EO 19.1 19.0 18.6

S i 1 On 2 broadly comparable basis this suggests little change

in 1985-86 and a small fall in 1986-87.

What Level of Capital Spending?

154, The new presentatlon shows that the level of public
sector capital spending has been broadly main-

tained.We cannot expect that to silence our critics; they will

continue to argue that we should spend more still. This

pleakis zlways seductive and strikes a chord with our supporters.
Certainly no-one can deny that certain types of capital project
should be a high priority for any Government. However I am sure
that we should continue to examine projects one by one and that
it would be a great mistake to start looking for a correct - or

even a minimum - level of capital expenditure in aggregate.

RESTRICTED




15. In reaching a balanced assessment of this question we
must bear in mind first that some types of current expenditure
can be as important as capital.

For example, industrial
training is as much an investment as bricks and mortar. Most

R&D is current, but designed to improve long term productive
capacity. Much current expenditure provides valuable orders and

work for private industry, such as NHS purchases of drugs. More work
for the private sector can in turn lead on to increases in productive

capacity and demands on the capital goods industries.

15a. That is not to say all current expenditure should be
viewed equally favourably. To the extent that we fail to hold
back areas such as local authority current spending the
capital/current balance is bound to be affected. Similarly,
the growth of large current programmes like social security
holds down the capital proportion within total public spending.

16. Second, there are areas in which we would wish to see
investment by the public sector held back because it is more
properly a matter for the private sector. Some investment, such
as defence, can effectively be carried out only by the public
sector. But elsewhere, as in housing, we have as a matter of
policy cut back public sector investment to encourage a shift
towards private sector provision. Similarly, transferring
nationalised industries to the private sector is intended to
free their investment from Government constraints and to ensure
that fully commercial considerations will apply to future
investment decisions. We need to look, therefore, at investment
in the economy as a whole; and aggregate private sector investment
is much greater than that in the public sector. Precise
comparisons on the new presentation are difficult. But on a
broadly equivalent basis, after deducting private sector
purchases of Council houses, private sector investment in
1982-83% was some £29 billion compared with public sector

capital spending on goods and services of £18.7 billion. (The
conventional national accounts presentation gives figures of

£31 billion and £12 billion respectively).
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3 iy Third, appropriate levels of public sector investment are
affected both by demographic factors and the rate of economic
growth. There are examples of the "need" for capital spending
falling; such as the impact of the birth rate on the need for
educational buildings, the shift of emphasis in the health
service from expansion of facilities to more efficient use of
the existing capital stock, and the effect of lower economic
growth in recent years on demand for energy and other

infrastructure projects.

15 Fourth, capital investment is not an end in itself, but
a means to an end. In some policy areas, consideration must
be given to whether the end is best served by capital or

current spending. For example, is the aim of better education

best served by improved teacher training or new school buildings?

Is the aim of maintaining a desired standard of infrastructure
best served by maintenance of the existing capital stock or

by new capital works? In the public as in the private sector,

it is essential to consider the costs of investment proposals

and compare them with expected returns; and in relevant cases

to compare the returns with what could be achieved by non capital

spending.

19. In the nationalised industries the test should nearly
always be whether the project will earn a commercial return.
In the public services, where it is often not possible to
put a market value on the output, the costs have to be set
against an evaluation of the benefits of maintaining or
improving the service to meet demonstrated need. The 1960s
and 1970s produced many projects where the costs, timescales
or commercial risks were seriously underestimated and the
actual returns achieved were inadequate. In general, the
nationalised industries' returns on capital since the early
1970s have been very poor; particular examples include the
Isle of Grain, BSC modernisation and rail electrification.
Similarly, Concorde is by no means the only example of
uneconomic investment by central and local government.
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20 The starting point for assessing future capital spending
plans must be through project appraisals in accordance with the
normal guidelines. Consideration of the correct level turns on
the return which particular projects can be expected to achieve.
The initiative for altering the balance within programme totals
between capital and current expenditure must rest with spending
Iinisters and their departments. Under the present arrangements
for controlling public expenditure it is not possible for Treasury
Ministers to alter the overall balance significantly, nor is it
likely that satisfactory alternative arrangements could be devised

which would enable them to do so.

Conclusions

21 The new table of public capital spending to be included
in this year's White Paper will demonstrate that this type of
expenditure has been broadly constant in cost terms over recent

years.

22. There is no way of determining in aggregate what are the
right proportions of current and capital expenditure within a

given total of public spending. The case for capital expenditure

can only be considered . project by project =0

Sy

2 De At the end of the day the balance bwtween current and
capital spending must depend primarily on colleagues' judge-

ment of the priorities within their own programmes. But

it will be evident that the scope for accommodating cost-effective
projects within the planning totals we have agreed will depend

on our ability to withstand pressure for increased current

expenditure.
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TOTAL PUBLIC EXPENDITURE BY ECONOMIC CATEGORY

Table 1.9

£ million cash

1878-79 1S79-80 1980-81

1981-82 1982-83 18B3-84 19B4-B5 1985-B6 1986-87

Current expenditure

Wages and salaries

Other current expenditure on goods and
services

Subsidies

Current grants to the private sector

Current grants sbroad

Local authority current expenditure not
allocated to programmes

34,245 38,087 40,620 41,840

18.357 26,034 27,510 28,700
6,027 5423 5,060 4,700
32,846 42,395 44,880 47,100
1,289 1,778 2,050 2,140

735 510 350

Total

67,725

103,811 111,281 115463 120,620 124,830

Capital expenditure

Gross domestic fixed capital formation

Increase in value of stocks

capital grants

Net lending to private sector

Net lending to nationalised industries and
some other public corporations

Net lending and investment abroad

Cash expenditure on company securities
(net)

Market and overseas borrowing by
netionalised industries and some other
public corporations

-481

Total

10,196

Adjustments

Special sales of assets
Reserve
General allowance for shortfall

-1800 -2,000 -2,000
2,750 3,750 4,750

Planning total

65,752

104,676 113,358 126,349 132,100 136,680
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ANNEX C LONTINUCD

The table sets out the adjustment in moving from the old to the

new presentation of capital expenditure. These are:

figures of gross domestir~ fixed ecapital formation are
cshown in the national arcounts net of assets sales. But

in measuring new work placed with industry it is not

appropriate to decdus~t (or add) sums whiech merely transfer

the ownership of assets between the publie and private
se~tors. Henre, the adjustment ex~ludes the purchase and
sale of land and existing buildings, Couneil house sales
is by far the largest romponent, whir~h has risen from under

£50C million in 1978-79 to over £2000 million a2 yYear now.

by international econvention, virtually all defence expenditure
is ~lassified as ~urrent not ecapitale The adjustment ineludes
the NATC definition of defenee erapital expenditure rather

than the eonventional definition. The NATG definition of
~apital ecovers equipment (exeluding ammunition) and
ronstrurtion, but exerludes spares and repair and maintenance.
It gives a broad indieation of expenditure of a capital

nature rather than operating rosts, although the me thod

of ~ompilation is neeressarily approximate.

externzl finaneing limits rather than eapital expenditure
are seored within the planning total for nationalised
industries and some other publie ecorporations. The
adjustment substitutes their aggregate rapital expenditure,
whi~h is e~urrently around £7 billion a year and has shown

little ~hange in real terms sinece 1978-79.

the adjustment omits net lending from the total.




31 January 1984

. MR TURNBULL

PUBLIC EXPENDITURE REVIEWS: TERRITORIAL PROGRAMMES

The Treasury have undertaken an impressive piece of work which

gives Ministers all the information they need.

P = = ——

The next phase is to move on to decisions. As the Chief Secretary's

letter points out, the main problems lie in the assessment of needs

in Scotland and Northern Ireland, and unfortunately the over-
e s

~ N
provision is most marked in the sensitive areas of health and

. —
housing.
———

—

The next step must be to invite in the Cﬂief Secretary to discuss
handling. It might be best to tackle the problem of Scotland first,
whilst reassuring Wales that they are not overspending, and hinting
that Northern Ireland is a special case. The Chief Secretary and
Prime Minister could discuss how to broach the subject of the

£900 million overspend with the Secretary of State for Scotland,
with a view to opening negotiations which could result in

€0.5 billion savings in due course.
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Treasury Chambers, Parliament Street, SWIP 3AG

Lord Cockfield

Cabinet Office

Whitehall

London SW1A 2AS 30 January 1984

PUBLIC EXPEN

ot (et Gedefod,
DITURE*WHITE PAPER - PART 1, TABLE 1.13

Thank you for your
from the new Table 1.13 in this’year's White Paper. I have
also received comments on this from Patrick Jenkin.

On your first point, I think it is important that we should hold
firmly to the main aim of Table 1.13. This is to show far

more clearly then hitherto what the public sector has spent

on all new construction and capital goods in each year since
1978-79. We are no longer confining the table to construction,
because information on public sector capital spending is of
interest to a much wider range of industries. I accept, as
Patrick says, that the table will not satisfy the construction
interests; but it will present a much more balanced picture of
total capital outlays. It would be inconsistent with that
objective to reduce the total by the amount of receipts from
asset sales, since they bear no direct relationship to the
value of work placed with these industries.

We have made this clear at three points in the White Paper -

in the last "main point" at the beginning, in paragraph 29
(where there is a fairly full explanation) and again in the

text accompanying the Table itself, in particular sub-paragraph
(b) which deals with the point about asset sales. (I could not,
incidentally, accept that the commentary is "meagre": 1t
already runs to 1/8th of the text of Part 1!). On the whole,

I would rather not add to this by trying to pre-empt the point

-
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made by Jacv Diamond, which seems to me rather a different
one related to the accounting treatment of the capital stock.
To do so might appear unduly defensive and it would, I think,
detract from the main message of the table.

Rather, I should like to say in my Press Conference presenting
the White Paper that our object is the simple one of showing
gross what the publ1u sector is putting into all capital
expenditure. There is no reason why we should set againsg that
figure the receipts from the sale of assets (1nclud1ug council
houses) since the capital purchases in question are, self-
evidently, not so reduced.

t, I agree that there is an argument to be

r not our gross capital expenditure is sufficient
our capital stock. (The Director General

ntly made the same point.) As you suggest,

on is limited (the CSO produce some figures

very reliable). There are also

about whether there is a

ture. Even if there is, I

it by looking at these overall

is a practical one - as Patrick

ual proposals for improvement and
whether such an investment will

may put it another 'way, the
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CHIEF SECRETARY
January 1984

PRIME MINISTER

EXPENDITURE REVIEWS : TERRITORIAL PROGRAMMES

Before deciding how best to approach the Secretaries of

State, you asked to see a summary of work the Treasury

the
had undertaken, pointing to substantial over-provision of

public expenditure in the block budgets for Scotland and
Northern Ireland, though not Wales (your Private Secretary's
letter of 3 Fanuary).

A This summary i - copy of the full report

is being given to i = 1e three Secretaries of

State so far know

Die I am of course ready to di 3 this if you wish. If
you decided to send a note on the basis of the attached to
the Secretaries of State, calling for a review, I should be

happy to provide a draft.

CONFIDENTIAL




SCOTLAND, WALES, AND NORTHERN IRELAND:
PUBLIC EXPENDITURE BLOCK BUDGETS

The three territories receive a large part of their
funds in the form of block budgets, together accounting
for one-tenth of public expenditure, within which the

Secretaries of State have wide discretion in relating

resource allocation to local needs:

Block budgets (£m cash)

no
1
-]

Scotland

BN
-

Northern Ireland

-
R WO
R Oy W
O Co

M

-

Wales

'_}

'_.I
-
Wl
Wl

expendi
nning total 113,007 119,568

in the territories, on the latest

igures, is high in relation to England.

—

broadly similar whether one takes all

programmes for which expenditure can be attributed to the
(

territories (as below), or the blocks alone:




Population Per capita Percentage
(million) expenditure above
(£) England

Northern Ireland 2,161 452
Scotland ; 1,937 30%
Wales 3 1,756 18%
England 1,403 -

The relative generosity of the provision for the territories
is of long standing and was reflected in the baselines for
the budgets when they were introduced in the period of
197€8-80. Baseline provision for the blocks as a whole is
rolled forward each year under normal PES ground-rules - a
flat percentage increase on the previous year's provision.
The block system also entails the use of population-based
formulae which, on principle of rough justice, allocate
marginal changes (up and down) as a direct consequence of
changes made in comparable English programmes during the
annuzl Survey negotiations (see Annex A for details). Thus
the system runs on from year to year, hitherto unchecked
and largely automatic in operation.

What has happened is that the generous starting baselines,

inherited from the 1970s and rolled over each year as

described, have broadly maintained (even slightly improved)

the territories' position relative to England; while the

forrmulae for their part have had a more or less neutral

effect over time (see Annex A). Under present arrangements,

ﬁ - - .
thé territories' advantageous position seems set to contlnue.

The justification for the generosity of provision of course
has been the special needs of the territories. But the
study indicates that for many programmes, territorial expenditure

CONFIDENTIAL




today is substantially above the UK average when assessed
against objective measures of need. Examples are in
Scotland health and personal social services, housing,

and schools and in Northern Ireland health and housing.

These conclusions are reached by updating, in a broad-brush

way, the results of an earlier needs assessment study,

. the : . X
started 1nyuevolut10n context and published in late 1979.

The methodology used in this study is explained at Annex B.

For Scouland a literal reading of the results would point to

= o —— e ey

excess expenditure currently of around £900m per annum in

a block budget of £6b. In the imperfédt nature of the

methodology, this figure must be treated with caution.
But it does show conclusively that substantial over-
provision exists. The excess appears to have grown by around
£275m since 1978 inflation is allowed for; over
half of this increase is due to a rise in Scottish
relative England w~much of which
already in existence
which looked forward to
increase is due to reduced
relative ne 11 Over-provision is thus likely
to rise less i n fu But it is there, and
general economic I nces do not provide much
justification for it ) by oil as well as by high
past levels of publi ng, Scotland is rapidly closing
the wealth gap wit id: on th personal disposable
income per capit 1 GI it now scores 97-99%

of the national avera

Wales, on the other hand, has expenditure not significantly
above need overall, a situation expected to continue.
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But with Northern Ireland we are back to a current excess
apbroaching £200m per annum, a figure which leaves out of account
the law and order programme where special considerations
dbviouslyﬁarise. This excess has also grown since 1978-79;
the growth is here almost entirely due to a rise in
expenditure relative to England, for reasons similar to
those applying to Scotland. Again, this figure must be
treated with caution, and there are of course some strong
arguments for special treatment (economic as well as
political) in Northern Ireland's case; eg on the economic
indicators cited for Scotland above, Northern Ireland
scores only 72-81% of the national average. But here, too,

over-provision undoubtedly exists.

The results just described find some support in anecdotal
evidence. It must also be borne in mind that Scotland and
Wales, at least, have up to now been quite generously
- " - ey ﬁ
treated in some programmes falling outside their blocks such
e —
as agriculture, coal, rail, and shipbuilding. For example:

some 25% of the PSO grant to British Rail

F
is for lines in Scotland and Wales - equivalent

to about £200m a year;

the subsidy to Scottish mines is three times
and to Welsh minesfive times the UK average

and equivalent to some £180m a year;

Scottish electricity prices are some 5% lower

than in England and Wales on average, a larger
differential than can be easily justified in

economic terms.
10. Northern Ireland, too, has done well on agriculture.

Further, our recent White Paper, embodying the results of the

Review of Regional Economic Policy, implicitly recognises

CONFIDENTIAL




me shift is taking place in the relative economic

s of England and the territories, in favour
atter; we are here addressing another manifestation

same shift.

If a full review confirms the disparity, it could be put

right by setting the baseline provision for the new final

year in each annual Survey, not on the normal basis for

public

on the previous year's provision - but at a level related

various ways this might be achieved, as

is anly realistic to assume
be phased over a good run
made in the 1984 Survey,

some savings in the early
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THE TERRITORIAL FORMULAE

The formulae apply only to marginal changes to the baselines made

in the course of the annual Survey rounds. Any decision made in

an annual Survey to increase, or reduce, & "comparable English
programme” (as defined in the Treasury study) leads to an automatic
adjustment, in the same direction, to the three territorial blocks,
on the basis that Scotland gets 10:85 and Wales 5:85 of the change
in the English programme, while Northern Ireland gets 2.75% of the
consequential adjustment in GB public expenditure. These formulae
are intended to reflect the relative population ratios : in fact
Scotland's, due to its falling population, is now significantly too
high (10:85 = 11.765% against an "entitlement" of 11.067%), Wsles'
is slightly too low (5:85 = 5.882% against an "entitlement" of
6.022%), while Northern Ireland's is about right (2.75% against an
"entitlement" of 2.776%). The actual population figures on which

these ratios are based are (1981 census): England 46.8m; Scotland
5.1m; Wales 2.8m; Northern Ireland 1.5m.

2. These formula discrepancies from "entitlement" matter little
in practice, however, since the impact of the formulae is not only
complex in itself in any given situation but - inasmuch as net
increases to baseline public expenditure in one year tend to be

of fset by net decreases in another - is self-cancelling over time.
That is to say: & net addition to public expenditure by way of a
decision on a PES bid, being for the territories population-based,
always erodes their baseline advantage over England, though does
gso differentially depending on the relationship between each
territory's formula on the one hand, and, on the other, the
proportion between block expenditure and comparable expenditure
elsewhere. The formula discrepancies from "entitlement" have a
much smaller impact - a partial offset where the formula is itself
generous in relation to "entitlement" (Scotland), or an extra penalty
where the formula is ungenerous (Wales). But a net reduction in
public expenditure by way of a PES decision has precisely the
opposite effect, in all respects.

1
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%, The Treasury study shows that the formulae do in fact have
a more or less neutral effect over time. The net formula cuts
of 1979 and 1980 have been partislly offset by the net formula
additions of later years, and any residual effect hag impacted
only marginally on the ratio of territorial to English
expenditure.

2
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THE NEEDS ASSESSMENT STUDY

The present internal Treasury study hss involved a broad-
brush update of work completed earlier under the title of
the Needs Assessment Study.

2. The original Needs Assessment Study was &n inter-
departmental study, begun in 1976 and completed in 1979,

of the relative needs of the four countries of the UK for
public expenditure on the services that were to have been
devolved under the Labour Government's devolution proposals.
The study was actually completed after the collapse of those
proposals, and was published by the Conservative Government
in December 1979. A limited update was undertaken in 1980.

3, Here we describe the methodology used in the original

interdepartmental studies, and repeated, with necessary
limitations, in the present internal Treasury study.

Scope of the Needs Assessment Study

4, The purpose of the study was to provide information
on relative public expenditure needs. It did not
investigate absolute needs. It set out to answer the
question: given £100 of public expenditure in England on
providing the services studied, how many £'s of public
expenditure would be required in the other three countries
of the UK to achieve similar levels of provision?

5. The Needs Assessment Study only took account of
"objective" factors affecting expenditure need. Broadly,
these were factors outside the direct control of the
authority providing the service. It did not take account
of what were termed "subjective" factors. These were
factors flowing primarily from differences in policy in

1
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the four countries and included, for example, bilingualism
in Wales and denominational schooling in Northern Ireland.
Nor did it take into account broad political considerations,
for example, differences in overall economic positions
which might be felt to justify differences in standards

of public services.

Methodology

6. The approach adopted in the Needs Assessment Study was

a pragmatic one. The essessments of need that were made
were based heavily on Departments' experience and expert
judgement, rather than on more formal statistical techniques.

7. Indicators of expenditure need were constructed in a
number of stages.

8. PFirst, the six main programmes that were covered by
the study - Health and Personal Social Services; Education

(excluding Universities); Housing; Other Environmental

Services; Roads and Transport (excluding railways); and
Law, Order and Protective Services (excluding the police) -
were divided into expenditure blocks on the basis of the
policy aims to which the expenditure was directed. For
example, the Education programme was split into schools,
further education, and libraries and museums.

9., Second, previous studies and Departments' knowledge

and experience were drawn upon to identify the objective
factors for easch block, which would give rise to variations
in the amount of expenditure needed in each of the
territories to provide the same level of service as in
England. These were mainly the number and characteristics
of the indviduals for which the service was provided, for
example, the number and age of pupils for the schools block,
plus factors influencing the cost of supplying the service,

2
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for example, the sparsity of the population. A list of the
factors that were most important for each block is provided
as an Appendix.

10. Third, statistical indicators were derived to measure
the relative incidence of the objective factors. Suitable
statistics were readily available for many of the factors,
for example, those based on population size and structure.

In other cases, for example homelessness and road congestion,
broad estimates or proxy measures had to be used.

11. Fourth, the statistical indicators were combined -
weighted - together to give an iﬁpx of expenditure need

for each of the three territories relative to England. The
weights used to combine the indicators were chosen to reflect

the relative importance of the objective factors in causing

variations in expenditure need. In some cases, this would be
done on the basis of objective information. For example, the
weight given to pupil age in determining expenditure need for
schools was based on evidence of actual unit cost variations
between different levels of schooling in the UK. 1In other
cases, for example in deciding the relative weights to attach
to homelessness and substandard dwellings in the need for
housing investment, the assessment had to be based on judgement.

12. Finally, the indices of relative need for each of the
blocks were aggregated together to provide an overall assess-
ment of need. This was done on the assumption, basic to the
study, that the overall assessment should be sufficient to
provide in Scotland, Wales and Northern Ireland for the same
range and level of service as in England, taking the objective
factors into account. Accordingly, the indices for each expendi-
ture block were combined in proportion to their share in English
expenditure.

3
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MAJOR OBJECTIVE FACTORS

Health and Personsl Social Services

Hospitals and Community Health

Current:
Size of population

Structure of population
Morbidity

Socisal deprivation
Teaching responsibilities

Capital:

As on current plus shortfall in volume or quality,
locational unsuitability, design unsuitability of
existing capital stock.

Replacement of capital stock

Family Practitioner Services

Size of population
Structure of population
Morbidity

Deprivation

Personal Social Services

Size of population

65 and over: numbers living alone
poverty

Under 18: density

18-64: poverty

1
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Education

Schools

Current:
School population
Age distribution

Capital:

Lack of pupil places
Overcrowding
Substandard places
Deprivation

Further education

Current:
Number of students

Capital:
Lack of student places

Libraries and other

Total population

(iii) Housing

Household/dwelling balance
Substandard dwellings
Overcrowding

Generalised Subsidies

Number of public sector dwellings
Loan Charges

2
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Housing Assistance

Public and private tenants having low income

Other Environmental Services

Water gervices

Population growth and shift
Industrial growth and shift
Rate of deterioration of existing assets

Local Environmental Services

Size of populsation
Relative density of population
Relative sparsity of population

Roads and Transport

Roads

Cepital:
Congestion
Substandard roads

Current:
Road mileages and type

Heavy vehicle usage

Public Transport

Capital:
Replacement needs of existing stock

Current:
Fleet size and type
Elderly
2
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Law, Order and Protective Services

Administration of Justice and Treatment of Offenders

Population
Number and types of crime

General Protective Services (other than Police)

Number of buildings and other installations
in the various categories of high fire risk

Industrial and Economic Activities

Derelict Land Clearance

Areas of derelict land by type

Factory building

Areas of high unemployment

Industrial Development Activities

Areas of high unemployment

4
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Treasury Chambers, Parliament Street, SWI1P 3AG

Te b fen Siv Ceffy Fooe Qe MP

POPElaﬂ and CorﬂﬁﬂweGWuﬂ Secretary

Foreign and Commonwealth Office

Downing Street

London SW1A 2AL ' 30 January 1984

Thank you for your minute of 24 January. I am glad that we
have found the basis for a reasonable settlement. May I,
however, clarify two points?

I infer from the form of words that you use that, since you
have opted to run down your unallocated reserves as part

of the deal on the FCO Vote 1 estimate for 1984-85, you will
absorb small claims that might otherwise have been met from
them.

I take it too that there can be no question of the Board of
the British Council trying to reopen or avoid your instruction
to plan on the level of the present PES provision for 1984-85.

As for the future, I admire the precision of your analysis.
There is only an agreement to agree, but there is I am sure
goodwill and unde”staﬁdid& on both sides! While accepting your
aﬂaTng between the FCO's exchange position and the state of

a man's digestion (was it rezlly Brown LJ?), I have to point
out-not too acidulously hope - that in any year the
overriding consideration must be the Government's capacity to
swallow and digest increased public expenditure even in such a
meritorious area as the FCO. Subject to that I am sure our
officials can work out a suitable formula which can determine
the starting point for the annual PES ritual.
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2 MARSHAM STREET
LONDON SWI1P 3EB

01-212 3434

My ref:

Your ref:

2s” January 1984

&cu Chaa ) S%o«d@
PUBLIC EXPENDITURE REVIEWS: URBAN PROGRAMME

Thank you for your letter of 20 5d§gary about the Urban Programme
(UP).

Your proposals for reviewing this programme are very much

in line with my own thinking. Over the past 3 years or so

there have been more than 20 external reviews of UP or aspects
of it - including two by the Select Committee on the Environment
last session (one incomplete); the current examination by

the National Audit Office (still in progress); its relationship
to regional policy was considered by the Quinlan/Anson inter-
departmental committee; there is a substantial research pProgramme
(now overseen by an interdepartmental steering group); and

there are various other enquiries in progress including the
Archbishop's Committee on inner cities and a very large research
project sponsored by SSRC.

None of these external studies, however, has really addressed

the objectives and management of the programme in a thoroughgoing
way or with sufficient knowledge of the programme or the

problems of economic and social deprivation that are its

concern. I want to see a thorough, comprehensive and constructive
review of the programme, and I have therefore encouraged

my officials (as one of the ingredients of the DOE work on

FMI!) to undertake their own review of the programme, its

scope, methods, priorities and effectiveness. They have already
done a good deal of work on this and I have asked them to

report to me with their initial assessment and options for
changes within the next three or four months, certainly in

time for consideration within PES '84.

I would like to see this work carried through quickly on
this kind of timescale. I have seen the suggestions in Alan
Balley's letter as to the mechanics. I think that at this
stage the subject reguires more concentrated and informed
effort than can be applied by a scrutiny-type approach steered
by an interdepartmental committee meeting once or twice a
fortnight and comprising chiefly people who, inevitably,
are not going to be able to give more than a very small part
their time to the work. I suggest that it calls for a
with members able to devote a substantial
b. We already have our own group
1d Edmonds the Under Secretary
Directorate. I would welcome
from the Treasury, the Efficiency
articular, I would be glad
ign a young Principal to
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The new members of the Group will .
lefing on the content and character
e Group should certainly visit some
vered by the programme and meet the
responsible for its execution on
the g*ouna this dimension of the exercise in particular
will certainly be more fruitful under DOE sponsorship.
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The terms of reference ti you suggest are well within the
scope of the work that hav t in train but I do not want

it to be restricted to € aspects. I have encouraged my
officials to go wide in their review - for example, I am
particularly interested in the relationship between UP and
other programmes, whether there is any duplication and whether
we could not apply UP more effectively to reinforce, supplement
or redirect those programmes according to our sense of
priorities. I suggest therefore that the review should cover
the aspects that you mention but should not be restricted

to those if the Group find that there are other important
aspects that should be dealt with and brought to our attention.

As you know, the Urban Programme is an exceptionally diverse

and complex programme. The review requires concentrated attention
and needs to be carried forward vigorously and at a faster

pace than an interdepartmental committee affords. We can

arrange that interested departments are kept in touch with

the work and, of course, the Group's report will need to

be considered ultimately by other colleagues as well as by
ourselves.

I want to see g
problems are wo
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ntration on the areas where the
to be satisfied that the programme

the resources allocated to it are
ote what you say about sending "the
say that one of the marked advantages
of the way the uctured is that it affords Ministers
ample scope to t it is addressed to the problems
and priorities that we consider important. The meeting with
the AMA (which they have asked for and which I can hardly
refuse) offers one such opportunity. I would not, however,
propose to announce that we have this review of UP in hand:
we need to get our own ideas clear about its future before
we invite the local authorities and others to comment.
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I hope that you will agree to the review being conducted

in this way. If you have thoughts on the subject which could
help the Working Group focus on the main issues, I would

be glad to have them.

I am copying thi £ : ime Mini Sir Robert
Armstrong, ' Job! ]

\AJUJ/T S i Cevehs
_ 0
AH)OV«/-J

JENKIN A—Wmved (DJV‘{ S

Onel Tlared x ik wbienn




RESTRICTED AND ADMINISTRATION
IN CONFIDENCE

FCS/84/19

CHIEF SECRETARY, H M TREASURY

FCO Expenditure Problems

Since we met on 18 January, I have been consicsring

how we might make progress on the issues outstanding Zs=tween
o 5

us. I would now like to propose the following settlic—ent:

(a) I would accept the £1.2 m. reduction
this year in the FCO Vote 1 cas® l1imii.

The £7.2 m. cost to FCO Vote 1 Somr

1984 /85 resulting from depreciation

of sterling between 1 October 18R2

and 1 October 1983 would be dealixt with

as follows: An addition of £3.6 =.

would be made to the Estimate foor 1C88<£-85.

I would adjust my expenditure pE=ms as
necessary in order to save a further

£3.6 '‘m. (I propose to do this by

reducing my present unallocat‘ed reserves

of £4.2 m. You said that you would m=c=
entertain small claims which worl3d
appropriately score against thoss reser—ves
if those claims could not be accor—odzzt=d
within the reduced reserve figure. Buc

of course if there is a further dezeric=-ztion
in sterling or overseas inflatiom cari=-= the
course of the year, it will be ope= tc =he
FCO to make a claim under the exasTing

Rawlinson/Palliser understanding.)

/(c)

RESTRICTED AND ADMINISTRATION
IN CONFIDENCE




AND ADMINISTRATIOR
CONFIDENCE

Officials should work out a clear
procedure for the future for taking
account of the effect on FCO expenditure
of movements in exchange rates and
overseas inflation, both in advance of
the financial year and during the

course of it.

The Estimate for the British Council

in 1984/85 should be at the level of

the present PES provision and I would
instruct the Council to plan onm this
basis. However, I will wish to discuss
with you in due course the case Tor

an addition.

I would be grateful to have your confirmation That

you accept a settlement on this basis.

I recognise, as you will of course, that {(c) =z=Dbove
is no more than an agreement to agree, which womid risk
rendering the whole deal void for uncertainty i¥ it ewer came
to be construed in the courts! It is precisely that kind
of uncertainty that we need to avoid, at least =2t the stage
of determining the base line. It is not as though we =are
concerned with something as amorphous as MOD's HPE, where
the amount of cash available can influence the behaviour of
the spending department and its suppliers. The exercise is,
and should be, as precise and mathematical as it is for

corporate accountants or auditors in determining the impact

of exchange rate gains (or losses) on the compamy accounts.

The scale of a man's exchange rate losses/or gains,
is as much a question of fact, as Lord Justice Brown would have

said, as the state of his digestion. Of course, that fact -
/once
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once determined - may (but should not normally} hz<e an
impact on subsequent policy decisions. The imporcTtznt thing
is to secure an agreed starting point for the =mnuzzl P=SC
ritual. This would be in line with practice im C=z=nada and
the USA; and with the Treasury's assessment of revenue

from North Sea o0il, which equally depends upon ®xcihange rate
changes.

L/

-

(GEOFFREY HOWE)

Foreign and Commonwealth Office

23 Octebér 1984

o
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CONFIDENTIAL

Treasury Chambers, Parliament Street, SWIP 3AG

Rt Hon Patrick Jenkin MP

Secretary of State for the Environment

Department of the Environment

2 Marsham Street

LONDON

SW1P 3EB 20 January 1984

VA

PUBLIC EXPENDITURE REVIEWS: URBAN PROGRAMME

You will know that each year after the Public Expenditure Survey
the Treasury considers, in the light of that Survey, questions
which ought to be pursued before Ministers come to take decisions
on the next Survey. I have consulted the Prime Minister on a
number of key areas to be looked at this year in order to identify
options for savings. She has agreed that, as one potential area
for savings, we should seek to clarify the objectives of the
Urban Programme and to develop ways of measuring its cost-
effectiveness. = B ST T Dy - -

Last year's review of regional policy looked at the economic
aspects of the Urban Programme and concluded that further
research should be done over the next two years. However it
jeft untouched the social and environmental aspects. I am sure
that we must now get a clearer view of the objectives of the
whole programme and its parts, and consider the cost-effectiveness
of the very large expenditure involved. I do not think that
work along those lines would duplicate or overlap with the
regional policy review's conclusions. I am aware also of the
Qggigggl_ﬁggit Office's interest in the Urban Programme.

I suggest that the terms of reference for this review should

be as follows:

(a) to clarify the objectives of the Urban Programme;

(b) to consider the resources devoted to its various
parts;

to assess its cost-effectiveness and ways of
improving the measurement of that;

to identify options for change.

CONFIDENTIAL
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Qe shall have to involve other colleagues with an interest in
the Urban Programme, but I think it would be helpful if you
and I could agree on the general approach first.

We have some ideas about how this review might be conducted.
Clearly our two departments will need to be closely involved.
The Prime Minister would like the No 10 Policy Unit to be kept
in touch; the Efficiency Unit may also be able to contribute.
I am asking Mr Bailey to get in touch with Sir George Moseley
to sort out the mechanics.

I hope that you will agree that this is the best way to
proceed. If you see any difficulties I should of course be
pleased to have an early word. Meanwhile I think that it is
important that we do not run the risk of giving the wrong
signals about the Urban Programme. I have seen your letter
of 10 January to Keith Joseph, but I must confess that I
have considerable doubts about the involvement of colleagues
with the next AMA meeting as you propose. Certainly before
there were any such involvement we should all need to be
clear about the implications of this review for what could
be said then.

Copies of this letter go to the Prime Minister, Sir Robert Armstrong

Aoy

and Sir Robin Ibbs.

PETER REES
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D M Barclay Esq M “

PS/Prime Minister 20
10 Downing Street

LONDON

SW1 20 January 1984

Qn, 5&:J mnjgﬂ*

PUBLICATION OF 1984 PUBLIC EXPENDITURE WHITE PAPER

The preparation of the 1984 White Paper is on schedule for
publication in mid-February as planned. If the Prime Minister

is content, the Chief Secretary proposes that publication should
be on Thursday 16 February. Publication earlier 1n that week is
10t p055101e as the Chief Sécretary is attending JOECD Ministerial
meetingg in Paris from 12 fo 15 February. Our consultations show
that publication of the White Paper on 16 February would not
clash with any other major publication or announcement.

There was no oral statement last year on publication of the
White Paper and a statement does not seem necessary on this
occasion. It should be sufficient to announce the date and
time of publication in a Written Answer shortly before and then

place Copies 1in the Vote Office.
—

As in the past, we expect the Chief Secretary will take an
on-the-record press conference on the White Paper at 5.30 pm.
on 16 February.

As the White Paper is a long and complex document, we propose
to issue Confidential Final Revises (CFRs) on the afternoon of
Wednesday 15 February, embar Foed until 3.30 pm. on the
following day. The Treasury's Press Office, in making their
arrangements for publication, will consult and agree these in
the usual way with your Press Office at No. 10.

I am copying this letter to David Heyhoe (Lord Privy Seal's Office).
We shall of course provide hr Biffen with briefing on the White
Paper for his meeting with the Lobby on the same day.

VQV_J jm(ir(‘!)

./ -

15 Ges
JOHN GIEVE
Private Secretary
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DRAFT CABINET PAPER

PUBLIC EXPENDITURE AND TAXATION IN THE LONGER TERM
MEMORANDUM BY THE CHANCELLOR OF THE EXCHEQUER

A public debate on the longer-term prospects for public expenditure has been under way
for some time. It should prove useful, for our declared aim is to reduce the burden of
public spending and taxation, and it will help if we can, by emphasising the fiscal rewards,
widen support for reining back the growth in public expenditure and so taxation. I believe
that the time has now come for us to contribute to the debate. In any event, the
Treasury and Civil Service Committee are about to call for a paper on the issue; and we
shall have to comply. The right course is, I believe, to publish a Green Paper, or some

other form of discussion document.

But obviously this is not without difficulties:-

Different expenditure programmes have enormously varying timescales - for
example, the fu