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LLORD PRESIDENT cc A. Turnbu‘y

BUDGET SPEECH

I understand that an MP, with malice aforethought, has secured a
10-minute rule Bill immediately before the Budget speech on March 13.
This will make it more important than ever for the Chancellor to
incorporate a positive summary of his Budget's aims very early in his

speech in view of the even more limited time available to evening

newspapers.

Our aim should be to get as positive coverage as possible for the
speech in provincial evenings. This can best be done by the kind of

summary I suggest, plus some early good news for taxpayers.

This will also serve the Chancellor's and the Government's radio
and TV interests. As these two media cover = the Budget as it is
delivered it is important to give them as positive an interpretation
of its objectives early on and, to colour their approach, an initial

dose of good rather than bad news.

I am feeding these thoughts into Treasury but you may care to have

a word with' the Chancellor.

b

B. INGHAM
28 February 1984
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BUDGET - SECRET

10 DOWNING STREET

From the Private Secretary 28 February, 1984.

Nissan

The Prime Minister has seen the Chancellor's letter of
22 February to the Secretary of State for Trade and Industry, and
the latter's reply of 27 February. She feels that there is a
serious problem to be addressed. She feels the Secretary of
State for Trade and Industry is right in arguing that Nissan will
look at Phases 1 and 2 together, and will not be assuaged by the
fact that the change in the corporation tax regime does not affect
Phase 1. She considers it would be damaging if one of the first
results of the package was cancellation of a major inward investment
project. Finally, the fact that the UK authorities will help
Nissan to obtain the best possible leasing deal will not alter the
fact that the deal will be less attractive than formerly.

In the light of these arguments, and of the part she personally
has played in encouraging Nissan to come’to Britain, the Prime
Minister feels that some form of transitional arrangement, analogous
to that agreed for RDG, should be investigated as a matter of
urgency. She would be grateful if a proposal could be put back
to her, together with a draft of the terms in which she could
write to Nissan. If, when details of the transitional arrangements
have been established, there is still disagreement between the
two Departments, the Prime Minister is ready to hold a meeting to
resolve the problem. -

I am sending a copy of this letter to Callum McCarthy (Department
- of Trade and Industry).

Andrew Turnbull

John Kerr, Esq.,
HM Treasury.
BUDGET - SECRET
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PRIME MINISTER

BILATERAL WITH THE CHANCELLOR

The main subject of tomorrow's bilateral will be the handling
of the Green Paper on long-term public expenditure. It was

agreed at Cabinet that those members who wished to be

consulted about the drafting of the document should inform
iS4
the Chancellor. I understand about eight Ministers have done

— -

so - the Chancellor will bring the list tomorrow.

— - o - A —

You and the Chancellor will want to minimise the risk of leaks

et Y

and counter briefing. There are two'Qays in which colleagues

-

could be consulted:

(i) The Chancellor could send the draft under a
private letter to those who have requested it,
plus the Foreign and Commonwealth Secretary and
the Chancellor of the Duchy whose views would

be of interest.

It could be circulated tq_gll Cabinet members,

CMO, with instructions that it be shown only

to their Permanent Secretaries.

On the text itself, the most controversial points are:

—— e —

(i) the hint in para. 31 that SERPS will be

—

changed;

the choice of growth rates in para. 52 - some

T ——
observers might have preferred a greater

spread;

the borrowing requirement assumption in para. 93;

[ —
F——

/ (iv)
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the alternative assumptions for the growth of
public expenditure in Table 6. A number of
colleagues suggested using a wider range of
assumptions, though it was recognised that
this could blur the message of the document.
The Chancellor has taken the latter view.

You might also want to raise the handling of the announcement

of the changed tax treatment of gilts held by building

sogietiegrand the leak of the proposal to introduce a composite

rate for banks. You will want to be sure that the Chancellor

[ —

has the pdgiic relations aspects of these questions under

control.

The Chancellor has not yet reached a final view on the PSBR

-

though he is committed to discussing this with you before

making a final decision. Advice on this is due later in

the week.

You could ask the Chancellor when we will see a draft of
the speech which will allow you to think about the presentation
of the Budget. I attach a comment from Bernard on the need

to put something eye-catching early on.

28 February 1984
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PRIME MINISTER

BUDGET: NISSAN

You will have seen my letter to the Chancellor of 16 February,

por—

and his reply of 22 February. The Chancellor's view is that

s e et S

nothing can be done to mitigate the affects of the corporation
S : ; :
tax package on Nissan: and he also takes a rather different view
from me on what the consequences of that package will be on

Nissan.

[Lax

\ cyrwub2 To me the position looks extremely serious. I cannot, of

— e —
course, state categorically that Nissan will pull out unless we

can find a solution. But I have to say that it is my Jjudgement,
and that of those closest to the negotiations, that there 1s a
very high probability that they would do so - not only because of
the additional cost to them, but because of the peculiarly

central part your private leasing proposal to Mr Kawamata played

—— —

i —

in converting him to support the project. Without this, the deal

would not have been reached.

i

3 It may help if I set out where Nigel and I are in agreement,

#—_-——_

and where we differ. There is no difference of the analysis of

———
the cost to Nissan of the proposed budgg} package. At minimum,

Nissan will face an additional cost of over £30m; it could be as
——

high as £45m. Virtually all these costs fall on Phase II of the

SECRET
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project. Where I differ from the Chancellor is in his separation

of the project into two clear and distinct phases. I do not

o —

believe that this is realistic. Instead, it is necessary to

—

e g

consider the project as one, not two. Quite simply, it would not

make sense for Nissan to invest in Phase I unless at the time

- —

they made the decision so to do they firmly intended to proceed
to Phase II. On Nissan's own figures, Phase I will make a loss
of £12m a year; and the production of 24,000 units a year is a

S — —— —

quite uneconomic quantity in the context of the motor industry.

I do not believe that Nissan will pay £12m a year in order to

—-——

come to a view on whether to exercise an option in 1986. Rather,

if Nissan know before they take the final decision on Phase 1
that they will not get the terms they expected on Phase II, they
may well decide not to go ahead with either Phase I or Phase II.
Whatever decision we come to, I do believe it must be based on

looking at the cost to Nissan of the project as a whole.

4 If Nissan does indeed pull out, it would clearly be a pity in

terms of the project itself; and, of greater importance, would
et ot et gy
be harmful in terms of our policy of attracting further inward

investment from Japan. There would also be a danger, which I

- e

discuss in paragraph 5 below, of your being accused of a breach

of faith. More central to our economic policy, there is also the

Cam— —————

risk that withdrawal by Nissan could endanger the case for the

e

—

budget package itself. That package rests to a large extent on

L -

———

our being able to assert that it will not damage investment.

SECRET
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Such a claim would be hard to sustain if an early, and highly

visible, effect of the package was the cancellation, as a direct

———

B

consequence of the package, of a peculiarly prominent investment
——— — e

for which we have claimed considerable political credit. I fear

that were this to happen it would be used by our opponents as a

———————

proven, as opposed to a theoretical, case against the

e s At

e

Chancellor's reform.

———

A
-

S —

5 There is the further point, which must be for you to judge, of

the political consequences in the light of your own personal and

h—-—__

crucial involvement in the negotiations. There is a danger that

—— — e

Nissan might interpret the fact that the agreement with them was

A ———————— "3

signed in full knowledge of impending taxation changes which

—

R

would seriously affect the project as a breach of faith, and that
in particular they will regard the undertakings which you made on
leasing as having been vitiated. We can, of course, make
something of the Chancellor's argument that you offered leasing

————————

arrangements, not continuity of capital allowances, but must

——

P —

recognize that the leasing offer becomes significantly reduced in
value without the capital allowances. The Japanese might choose

to represent this as a direct breach of faith.

B

il

6 Because of these difficulties, I continue to see this as a

g, o |

greater problem than the Chancellor suggests. I therefore
o - = — —

believe we should investigate, as a matter of urgency, whether

there is a means of avoiding the difficulties that will occur if

—

Nissan choose not to proceed. T

m’—-/

-___,.,.-—.——"‘"

/
SECRET
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7T I am clear that the sums involved are too large to compensate

—_—

Nissan through additional selective financial assistance (SFA).
‘_ P ~  EE——— e

This would raise difficult presentational issues and in any case

we are limited by EC rules governing the amount of financial

D s end

assistance that can be given. This leaves some form of
D e _H
"transitional" arrangements which would allow Nissan to continue

__

___ i S——

to benefit from the current levels of first year allowances on

the project's capital expenditure. What we could do would be to
W

mirror on the tax side exactly what has been done for Nissan (and
e ——————————————————————————

other companies) on RDGs, where any firm that has negotiated
SE——

selective assistance prior to announcement of the new regime is
M—-—_—'——L —— s aEwe e

assured of the current benefits on the assisted project. The
T ————————— A= - P

logic for our existing policy for RDGs is that the negotiated

level of SFA takes account of other benefits available to the

company, such as RDGs. Equally, it can be argued that the level
of SFA negotiated has taken account of the tax regime which made
leasing attractive. I believe that transitional arrangements on

——

this basis could be offered without driving a coach and hogées

through the package: there will be few companies which are in

the position of Nissan, in terms of both having an offer of SFA,

and being heavily affected by the proposed changes in capital
allowances. SFA is offered on only a very small proportion of
total investment and for many of the projects qualifying for this
transitional treatment most of the capital expenditure will have

been incurred by the time the full force of the package comes

into effect.

SECRET
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I hope that transitional arrangements on these lines would

o e

— ——

prove acceptable. I very much support the Chancellor's proposals
~ e a—

to restructure the corporation tax system. I fear, however, that

unless we can find a satisfactory solution to the Nissan problem
we may incur criticism which could set the whole package at risk.
The transitional arrangements I propose seem to me a reasonable

price to pay for avoidance of this risk.

9 I am copying this minute to the Chancellor.

e g

N T

A [ February 1984

Department of Trade & Industry

SECRET
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PRIME MINISTER

Attached is the Chancellor's letter to Mr. Tebbit, setting out

%

his views on the impact on Nissan of the company tax package.

I do not think Mr. Tebbit will accept the arguments. On
reflection, it seems to me disingenuous to argue that nothing

w
needs to be done now because there is no impact on Phase 1.
W

Phase 1 generates a loss for Nissan and they are only under-
R R

taking it because there is a high probability that they will

T ——————————————————— B —————————————— ——————————— e — e — ——————————y
move on to Phase 2. If the latter no longer looks profitable

under the new regime, they will not undertake Phase 1. us

m

the argument that this can all be left until 1986 is not
.

very strong.

If the loss of £30-45 million is such as to cause Nissan
e e e e et IV e e et et s e et et e St e et e e

to cancel the project (and this is not yet firmly established),
e

then it seems to me that the question of transitional arrange-

H e

ments, analogous to those established for reglonal a881stance

PR -

will have to be considered. It would be a very poor adver-
Y e e e

tisement for the new package if the first reaction to it were

cancellation of a major piece of inward investment.

—

I also find the statement that the Bank of England will

“Epntinue to use their good offices to assist Nissan to obtain a

competitivélieasing package to be rather naive. Certainly

the Bank of England can help Nissan obtain as good a leasing
package as is available at the time but tQ;s will not disguise

—

the fact that such a package will not be as attractive as it

would have been under the old regime.

No action at present, to await Mr. Tebbit's response.

KU
(m](, ARl b fo O o~

a.(,wro(,r.*\u_ u\:‘é "@‘ - QMW‘ W

24 February 1984
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ot /ex vet vo SWNL,

Treasury Chambers, Parliament Street, SWIP 3AG
Ol1-233 3000

22 February 1984

The Rt Hon Norman Tebbit MP
Secretary of State for Trade and Industry

We had a word about your letter of 16 February last week when
you confirmed that, despite the Nissan problems, you still
favoured the company tax package I am proposing for the Budget.

Since you wrote, officials from our two Departments have examined
the effects of the changes on Nissan in detail with the help of
the Bank of England. They have concluded that the package will
not affect Phase 1 of the project. However, it appears that the
net present value to Nissan of Phase 2 will probably be reduced
by £30-£45 million.

While this is a significant figure, I very much doubt whether

it will lead Nissan to pull out. For the effect of the package

on Phase 1 - which is all that Nissan are committed to at present
- is neutral. The company will surely wait until the 1986 break
point, built into the existing agreement, before taking irrevoc-
able decisions about Phase 2. It is at that stage that any
question of compensation would arise: not now. And only then
might we face, because of the Commission, the dilemma you describe.

We agreed last week that Nissan had in effect bought an option on
Phase 2. My own view is that whether they decide in 1986 to

take it up will depend on a whole range of factors that will only
be apparent in 1986, including the prospects for the UK car market,
the likely European reaction to UK-sourced Nissan exports and
labour relations. While the cost of leasing will undoubtedly be
one of the factors they can take into account, I doubt whether it
will be decisive. Certainly cost does not appear to be a dominant
consideration in their choice of location which I gather we expect

BUDGET SECRET
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to be influenced more by the suitability of the site and local
services than the different RDGs applying in SDAs and DAs.

Finally, as we discussed, it is clear from the correspondence
between the Prime Minister and Mr Kawamata that leasing was
presented as a way by which the company might minimise the
initial expenditure, about which they had expressed concern.

My understanding is that Nissan see this, rather than the inci-
dental tax advantages, as the main benefit of leasing. The Bank
of England, who will use their good offices to assist Nissan to
obtain a competitive leasing package, are still confident that
this can be arranged.

A copy of this letter goes to the Prime Minister.

NIGEL LAWSON
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THE BUILDING SOCIETIES ASSOCIATION H

3 Savile Row, London WI1X 1AF
Telephone: 01-437 0655

28 [

24 February 1984

Dear Chancellor

We were very surprised to receive notice yesterday of the changed tax
treatment of gilt-edged gains for building societies. This undoubtedly
will have a major impact on the way societies operate in the gilt market
and on their interest rate structures.

With regard to gilts, societies probably hold at least one-quarter of

all short-dated gilts in issue. Many of the low coupon stocks have been
tailored with building societies, not least their tax regime, specifically
in mind. Now, after societies have purchased them from the Government,

it does indeed seem bizarre that the same Government responsible for their
issue without warning seeks to impose a tax on any resulting gains. The
whole operation has a distinct element of retrospection in it. Indeed,
one could draw an analogy with the personal sector; the outcry would be
deafening if a tax were to be imposed on National Savings Certificates
whenever they might have been bought.

So far as societies' interest rates structures are concerned, the new

measures mean that the corporation tax burden has at a stroke been effectively
doubled. This new charge must be passed on either to borrowers in the

form of a higher mortgage rate or to savers in the form of a lower investment
rate; the prospect of a mortgage reduction within the next month or so
- 1s now clearly diminished and at the least any reduction will be less

than would otherwise have been the case. If investment rates are reducec

this could result in a diminution in the supply of mortgages.

The overnight imposition of what is in effect a retrospective tax, without

prior consultation, has had a considerable impact and a much more equitable
solution would have been to impose this tax on purchases rather than realisations
after a certain date. 1Indeed it does seem that investors in offshore

funds were given far more lenient treatment than societies when their

advantages were terminated in 1983.

We should therefore be grateful if you would consider as a matter of urgency
applying the new tax treatment to purchases made after 23 February 1984
rather than to sales made after that date.

Yours sincerely

Herbert Walden
Chairman

The Rt Hon Nigel Lawson MP
Chancellor of the Exchequer

Secretary-G enera'l':'Richard S.Weir MA.

-
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Thank you for your letter of 24 February about the changed tax treatment of
profits made by building societies on the realisation of gilt-edged securities.

*/ I am glad to note that you do not contest the principle of the change, but are
concerned rather with what you see as the retrospective nature of its
implementation, and with the lack of prior consultation.

I cannot accept the charge of retrospection. As you will be aware, in law it is
open to the Inland Revenue to go back and raise assessments on the revised basis
for up to six past years. In fact they will not be doing this, and will be applying
the new interpretation of the law only to future disposals. I believe this treats
the societies in a very fair manner, and I could not therefore agree to the further
concession you suggest.

I quite understand that the Association would have liked advance consultations,
or more notice of the announcement. But as I hope you will recognise, advance
consultation or notification is just not feasible in the case of announcements of

such.high market sensitivity.

NIGEL LAWSON
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10 DOWNING STREET (3

From the Private Secretary 23 February 1984

Budget proposals

The Chancellor discussed with the Prime Minister today his
proposals for income tax and the taxation of savings and investment.
She welcomed the proposal to raise thresholds by double the amount
required by indexation. She queried the removal of the relief
on foreign earnings but accepted the Chancellor's explanation that
this relief had been subject to abuse and was in any case less
justified now that the higher rate of income tax had been reduced.
The Prime Minister accepted the Chancellor's proposals on the
taxation of car benefits and of share options.

On the tax treatment of savings, the Prime Minister accepted
the proposals on stamp duty for sales of securities and for
housing and land; for the increase in the stamp duty threshold
for houses; and for the abolition of relief on life assurance
premia for policies taken out after Budget Day.

On the encouragement of personal savings, the Prime Minister
endorsed the abolition of the investment income surcharge and
the cut in the top rate of capital transfer tax. On banks and
building societies, the Prime Minister accepted the introduction
of a composite rate for bank interest (she has already endorsed
the proposal to subject building societies' gains on gilt trans-
actions to corporation tax).

The Chancellor said that he was thinking further about the
proposal to introduce a credit licence duty.

Andrew Turnbull

John Kerr, Esq.,
H.M. Treasury.

BUDGET SECRET
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10 DOWNING STREET

From the Private Secretary 23 February 1984

Budget proposals

The Prime Minister held a meeting yesterday with the Chancellor
to discuss his proposals for the budget. On excise duties -
the Chancellor's minute of 16 February - the Prime Minister was
content with what was proposed. The Chancellor explained that
the reduction in the differential between the tax on beer and wine
was the smallest which was thought to be acceptable to the European
Court. Closing the gap with a modest rise in beer duty and a fall
in wine duty was the best presentation that could be made though
there would inevitably be criticism from anti-European MPs. The
Prime Minister agreed but queried the 3p rise in cider duty. The
Chancellor explained that the industry itself was happy to see this
as a smaller increase would leave it vulnerable to challenge from
Europe. On this basis, the Prime Minister was content. She
welcomed the removal of the duty on keros€ne and accepted the
changes proposed for the duties on petrol, tobacco and vehicle
excise. She also agreed that the Government should be prepared to
impose a temporary surcharge on vermouth, should insufficient
progress be made in reducing the Italian duty on whisky. The
Prime Minister noted that the package would yield slightly more
than strict revalorisation.

The discussion then turned to the business tax package -
the Chancellor's minute of 16 February. The Prime Minister endorsed
the objectives of the package which would widen the tax base and shift
the burden of tax between labour and capital. She wondered whether,
in total, too much was being given to the corporate sector which,
having already a favourable liquidity position, might relax its |
control over costs. The Chancellor explained that the introduction
of VAT on imports would reduce liquidity in 1984/85 and since the
Government was pledged to abolish NIS, there were advantages in
using its abolition to smooth the way for the major changes in the
corporation tax regime. After further discussion, the Prime Minister
agreed the proposed changes in corporation tax, the abolition of
NIS and the imposition of VAT on imports.

The Chancellor said he had had further discussions with the
Secretary of State for Trade and Industry on the way the budget
would affect the Nissan project. He believed the effect of the
new corporation tax regime would be rather less than the £50 million

/ suggested

BUDGET SECRET
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suggested in Mr. Tebbit's letter of 16 February. Furthermore

the impact would be felt only in phase 2. Decisions on whether
further assistance was needed to compensate-Nissan could be deferred
until nearer the time when Nissan would be deciding whether to

move to phase 2. Officials were continuing to examine the problem
and he would submit further advice. It might be desirable for the
Prime Minister to write to Nissan immediately after the budget
explaining the effect of the changes. He would be happy to provide
a draft.

The discussion then turned to presentation. As there would
be loud cries from the losers from the budget package, it was important
to mobilise the gainers. Lord Weinstock was known to favour the
kind of corporation tax system proposed. Sir Nicholas Goodison
would undoubtedly welcome the reduction in stamp duty. Mr. Halstead
could be encouraged to speak up in support of PAS,

The discussion then turned to the MTFS - the Chancellor's
minute of 20 February. The Chancellor said he hoped to publish
a figure for the PSBR in 1984/85 of £€7-7% billion. If possible
he would like to aim towards the lower end of this range. The
budget itself would be presented as neutral. The Prime Minister
agreed that a significant reduction in the PSBR should be made in
1984/85; the economy was recovering, there would be substantial
asset sales and North Sea oil revenues would be close to their
peak. All these indicated that 1984/85 should be a year 1in which
Government borrowing was low. She therefore hoped that the figure
would come out towards the lower end of this range. She was content
that the MTFS should show the PSBR declining to 1§% GDP in 1988/89.

The Prime Minister accepted a range of 6-10% for £M3 (with
PSL2 in a subsidiary role), and 4-8% for MO (with M2 in a subsidiary
role).

The Prime Minister would be grateful if the Chancellor would
discuss his final proposals for the PSBR with her when he has
available the complete budget arithmetic.

Aggrew Turnbull

John Kerr, Esq.,
H.M. Treasury.

BUDGET SECRET
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From the Private Secretary 23 February 1984

BUDGET PROPOSALS: VAT

The Chancellor discussed his proposals on
VAT with the Prime Minister today. She endorsed
the aim of widening the base of the tax. She
recognised that the Chancellor's proposals to
extend VAT to newspapers, periodicals, etc.,
to building extensions and alterations, and to
hot take-away food would be contentious but
she nevertheless agreed to them. She accepted
the proposal to retain zero-rating for books.

ANDREW TURNBULL

John Kerr, Esq.,
HM Treasury.

BUDGET SECRET
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From: P R GORDON
Date: 23 February 1984

PRINCIPAL PRIVATE SECRETARY cc Mr Corlett (I/R)

CABLING AND FYAs

Mr Pascall of the No 10 Policy Unit telephoned me on 271 February to
ask where the study on cabling had got to. He keeps a watching
brief on the subject for the Prime Minister. His enquiry was
sparked by the recent Sunday Times article.

2. I told him that we were awaiting Inland Revenue's Counsel's
opinion, but said that I would check to see what the latest position
was. He expressed concern at the sluggishness with which things were
moving.

%2, I have spoken to him again today to confirm that Counsel's
opinion was indeed awaited, and that the Chancellor was fully aware
of the position. He noted that, and asked when Counsel's opinion
might be forthcoming. I said that it was notoriously difficult to
get Counsel to be firm about when they might utter. He asked whether
the present jposition was causing any real difficulty over take-up

of licences, or whether the industry were simply lobbying. I said
that I was not aware of real difficulties, and thought the latter
might well be the case.

4. Mr Pascall asked me to let him know when decisions were taken on
the matter. I undertook to do so. I do not know whether he will take
any action internally, eg a note to the Prime Minister.

/

P R GORDON
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PRIME MINISTER

BUDGET : TAX REFORM

It is right to shlft the balance to taxing spendlng

rather than earnlng,Vto even up the treatment between

institutional and personal savings and to put banks and

building societies on a more even footing.

-

The d&xection is e;citing. The only question is one
of speed. Capital taxes should be reformed: couldn't DLT
pp——n—— -,
be abolished as a starter? Pension funds should be brought

into the tax net: there is more than g? billion of revenue

——————

in prospect if their income was taxed. Couldn't Norman Fowler

be persuaded of the justice of this case, ifrpn;y for next

year?

—— v

The two main worries in the proposals are:-

(i) Will newspaper proprietors object too violently?

A ———nn
TP e — o

(ii) Is the net glve away in the CT package too generous

when coupled with abolition of the NIS9 Bu81ness

cash flow and profits are up strongly and it would

be a pity to glve too much away for next year to

the business sector.

—

T

h‘

J. REDWOOD

22 February 1984
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PRIME MINISTER

The Budget

You are discussing the budget with the Chancellor again
tomorrow morning. In particular, you will be looking at the
package on the reform of taxation on income, expenditure and

P — . e

savings.

Looking at the package as a whole, my reaction is that
it is an economist's budget. Much of what it seeks to do will

represent a I maJor step to a more efflclent competitive and
flexible budget It makes a 81gn1f1cant contribution in a

number of areas:

(i) It continues the progress towards lower borrowing,

lower monetary growth and lower inflation.
~— - S - -~

(ii) It widens the base for 1nd1rect taxes including

securing a proper contrlbutlon from the financial

——

sector, thereby permitting a substantlal increase
‘in tax thresholds which will alleviate the poverty

rm——— T

trap

-M‘\

(iii) ° In conjunction with the change to regional grants
with a cost-per- JOb ceiling, it brings about a

major shift from taxing jobs/subsidising capital
towards a more neutral stance. This should contribute

to the generetion of more employment.

—— 5 Sl B . .
e R —EE e — —

(iv) It begins to reverse the trend towards institutionalised

" ey

saving, encouraging a swing towards direct ownership
of shares and a stake in one's company.

(v) It lowers transactions costs in capital markets

T—

and the housing market.

—

All this should appeal to serious commentators. The
weakness of the budgetbis that by creating a host of losers,

. S ——
as well as gainers, it is vulnerable to having the unpleasant

-

—

/ bits
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bits picked off, leaving only the give-aways. The aim must

be to hold the hlgh ground represented by the maJor themes,
and not allow the budget debate/Flnance Bill to degenerate

into Sklrmlshlng with vested interests.

| —

The list of those who lose in some way is substantial,

though almost all of them receive compensating gains:

newspaper proprietors
G~—=- the building industry
banks (probably the biggest losers in the budget)
some manufacturing companies e
importers
beer drinkers in comparison with wine drinkers
Life offices
building societies (though on balance they probably gain)
drivers of company cars
the poverty lobby who will resent removal of the

Investment Income Surcharge.

You should also be aware of what is not included. Very
.—-—--—-'L'-‘-'I.

little is admitted on capital taxes or on the tax treatment
E— b e e -

of pen81ons though I think the explanation given in the case

of the latter is conv1n01ng On capital taxes, one has to ask

IR Y—

whether action here is really a higher priority than on the

items included.

Another factor is that the relief of taxes for business

A e —

is substantial, particularly in 1985/86 when the once-off
effect of VAT on imports has passed. In that year, the reliefs
totaI*£2“1 billion, the losses only £750 million. Does it

et I ———
Nmake sense to commit so much in advance to companies rather than

leave more room for raising thresholds? Or is this the
necessary price for achieving a major change in the structure
of tax?

/ Specific points

BUDGET SECRET
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Specific points you might want to raise:

(i) Is it worth taking on Fleet Street over VAT on

newquggrs? Tie logical argument for this is strong

and there is significant revenue at stake, most

of the £340 m11110n coming from newspapers rather

AP m———

than magazines. Furthermore it would be difficult

to establish a dividing line between newspapers
and magazines though learned journals e.g. the Lancet,
Law Society Gazette, might represent a pressure point.

What is the combined impact on building societies?

The components are set out in the annex. The net

—

position should be favourable.

—_—

Is 'Ihcombined impact on banks acceptable? Undoubtedly
they will be major losers but thé_aféument for this

is that they have been very profitable (the flgures
are in the annex). They will be large gainers from
the abolition of NIS and the impact on their leasing

business is not immediate but is phased over two or

three years.

Are you content to apply credlt licence duty to

non-qualifying mortgages? The case far keeping the

T

definitions of mortgage interest relief and exemption

\ from credit licence duty the same seems to be very strong.

Ao

22 February 1984
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BUILDING SOCIETIES

+ ve - ve
Composite rate for banks i) Tax on gilts

Removal of life assurance ii) Credit licence duty on

premium relief (making non-qualifying mortgages

BS's more competitive

against life offices) Loss of commission on
endowment policies

+ Ve - N€

(i) Lower CT rate (i) Credit licence duty on
consumer lending
(ii) NIS abolished
(ii) Loss of capital allowances
for leasing

(iii) Composite rate

Clearing bank profits: £ billion

1979 L
1980 1.6
1981 ied
1982 1.8
1983 to be announced shortly

MANUFACTURING COMPANIES

i ve AL

(i) NIS abolished (i) Lower capital allowances
(ii) Lower CT rate (ii) Less of stock relief
(iii) lower stamp duty on shares

VAT on imports advantageous for
some, disadvantageous for others
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MR HATTERSLEY'S ALTERNATIVE BUDGET

Briefing was requested on Mr Hattersley's speech to his constituency party last night.

D

We have not yet been able to obtain a transcript so this note is based on newgioaper

reports,

Ce The alternative package appears to be similar but rather more moderate in tone

to that proposed by Mr Shore at Budget time last year. A sigr.ﬁ_ficant difference this

time is that Mr Hattersley made no attempt to cost any of his proposals; he believes
b St 2 e e A e e e —Y

these deflect the Government from the central policy arguments.

e e s e — A e s VSN s bl

o ———

[ —

33 The five main elements of the alternative Budget are summarised below with a
line to take. This is followed by further briefing on three recent and more general
themes in the Labour Party's critique of Government policy which were also raised by
Mr Hattersley. An overall assessment and line to take is provided at the end of the

[ -

note, O T—

—————

4. MAIN ELEMENTS OF MR HATTERSLEY'S ALTERNATIVE BUDGET

(1) A "planned relaxation" of the PSBR

Line to take: Government's economic strategy is working, The economy has

been growing at a healthy pace-gf 2% to 3 per cent a year since 1981 against a

background of firm fiscal policies (and in the face of 364 economists who said it
couldn't be done.) If downward pressure on inflation is to be maintained and if

interest rates are to fall further it is essential that Government borrowing
st e o S —




. continues to be reined back. A low inflation, low interest rate environment is

- A —————————————————————
the o?ﬂgr’gasis for a sustainable growth of industry and jobs. Employment now

rising again - up 87,000 between March and September last year without any

artificial, inflationary stimulus to demand.

e I crmsimaceaclif

(ii) Concentrate "most" extra government spending on investment

Line to take: Taking account of the capital expenditure of nationalised
industries, special sales of assets and council houses, and taking some credit for
defence capital spending, public sector spending on all capital goods has been
virtually stable in real terms since 1978-79. There is no 'right' level of capital
spending. Essential that any extra capital spending earns a satisfactory return,

and is appropriate to the public sector,

(iii) Change taxes and social benefits to redistribute income to the poor

[Raising all thresholds, it is claimed, is an "expensive and ineffective" means of
g P

redistributing income. Only the basic rate threshold should be indexed, with
iz —mal B e s e

higher rate bands frozen. At the same time various social benefits (child
T et s

benefit, pensions, housing benefits) should be increased]

No comment on Budget intentions, Government on record about priority

- -

attached to increases in allowances when resources permit, This would take
—M— ——

lower paid out of tax and help reduce poverty trap.

(iv) A "moderate" depreciation of sterling and "specific and limited" import
controls to improve industry's competitiveness

Line to take: A fall in sterling - assuming a controlled fall could be engineered -

B 1 St By vt g

risks higher inflation without any long run gains in cost competitiveness, On

import controls UK has right, under international agreements, to take selective

. action where UK producers subject to unfair competition. But spread of

protectionism reduces choice, increases inflation, fosters inefficiency and

destroys jobs. Best and most reliable way to improve our competitiveness is

through realistic wage settlements and further productivity gains.

(v) Abolition of NIS and reductions in other Government imposed costs on
industry o m— -

[Mr Hattersley has sought to present a package with obvious, if superficial,
attractions for industry pressure groups. In addition to a lower exchange rate,
the abolition of NIS, a reduction and then a freeze on electricity prices, he

proposes an easing of industry's rate bill - by restoring the cuts in Government

R

grants - and urges the implementation of all forms of government aids to

—_-\
industry permissible under the Treaty of Rome, The abolition of NIS could be

s

partly financed by the removal of the upper earnings limit on national insurance

e —

contributions, ]

—




Line to take: Cannot speculate on what might or might not be in the Budget.
Recognise strong case for abolition of NIS - Labour's tax on jobs - but other
strong calls if resources available, Stated objective is to abolish NIS within
lifetime of this Parliament. Reduction from 3% to 1 per cent already worth
£2 billion to private sector employers, Government's policies have brought down

inflation and interest rates - only basis for sustainable growth in industry and

jobs,

The Rates Bill currently before the House to curb rate increases of selected
overspending local authorities (so called 'Rate Capping' legislation) will benefit
industry because councils will be required to consult business representatives

before fixing rates.

OTHER RECURRENT THEMES

(1) Boost to demand essential to help industry sustain recovery
m

Line to take: Lack of demand is not the problem - it is the inability of UK

suppliers effectively to meet rising demand. Government's policies have enabled
non-inflationary growth to get firmly under way. A stable, prudent policy

environment is the best help Government can give industry.

(ii) Government has written off manufacturing

Line to take: Nonsense. Desire to see efficient, competitive and expanding

manufacturing sector, but must remember that manufacturing output fell

between 1974 and 1979. Also long term trend towards services is evident in ﬁK e

_— D ] )
as in other major economies, Encouraging increase In manufacturing output

during course of 1983; CBI point to further increases this year and 7 per cent
“

increase in manufacturing investment. Exports of manufactures rose 7 per cent
M

between the third and fourth quarters of 1983,

(iii) A recovery which does not put Britain back to work is not a definition of
recovery acceptable in a civilised society

Line to take: Unemployment has risen on average under every Government since
the 1950s., In the last two cyclical upswings under Labour (1967-69, 1975-79),
unemployment also rose. Total output now running above 1979 levels and number

of people in work is rising - up 87,000 between March and September last year,




. .  GENERAL ASSESSMENT AND LINE TO TAKE

Mr Hattersley's alternative package appears to be a diluted dose of the same
medicine served up by Mr Shore at Budget time last year. However, Mr Hattersley has
conspicuously omitted to cost any of his proposals. This suggests he does not expect

people to take his package seriously,




.IR HATTERSLEY'S ALTERNATIVE BUDGET: FURTHER POINTS

1.  The PSBR can be expanded without an increase in interest rates because crowding out

is not a problem when companies and building societies are "awash with funds"

Argument fallaciously assumes there are surplus funds available which people would be
willing to lend to Government at existing interest rates. But this is not how financial
markets work. If borrowing is not simply to be financed by increasing the money supply the
Government must make its debt instruments more attractive to investors - which in simple

terms means raising interest rates on Government paper.

2.  Increased public expenditure for jobs than reduced taxes

But even on its own terms Mr Hattersley's argument is contradictory. The kind of increased
expenditure he advocates - on capital projects - will have a very small direct effect on

employment.

2 Services harder hit by Government policy than manufacturing

[ Mr Hattersley correctly points out that UK share of world private invisibles receipts fell
from 9.5 to 8.5 percent between 1979 and 1981, last year for which figures available. Over

same period UK value share of world trade in manufactures fell from 9.1 to 8.5 percent].

Nonsense, UK share of world private invisible receipts in 1981 (8.5 percent) about same as in

M e

1978, last full year of Labour government (8.7 perce;-t-). Service sector output now 2%

percent above average level in 1979.

4. Coopers Lybrand ‘' . argued that there is a case for a 5-10 percent real cut in

electricity prices and a freeze thereafter

But study completed 18 months ago. Since then real electricity prices have fallen because

nominal tariff rates have not increased since April 1982. There will be no increase in

industrial electricity tariffs this April.

5% There are many new ways of raising extra tax revenue

[Mr Hattersley refers to effect of non-revalorisation of higher tax bands, the abolition of
NIC upper earnings limit, the need to look again at (unspecified) tax allowances, fringe

benefits and tax avoidance in general, and raises again the spectre of a wealth tax].

This is certainly true - and Mr Hattersley at least recognises that higherexpenditure requires

higher taxes. But it is highly irresponsible to believe that behaviour in the economy will be




uneffected by such major changes in the tax structure, or that changes can be made without

.many people suffering serious losses. It is also disingenuous of Mr Hattersley to leave

unspecified the tax allowances he intends to 'look at again'.

6. Rates have increased because the Government has reduced its grant to local

authorities

No. It is the determination of local authorities to increase expenditure, despite Government

attempts to restrain it, which has caused rates to increase.

i General

Injecting a note of realism into his speech Mr Hattersley recognised that the "ability to help
the low wage earners and the recipients of long-term benefit will crucially depend on our
ability to expand national income and to bring about those structural changes in wage
negotiation procedures that enable the low paid to receive higher primary incomes." He

sought "wage agreements that increase pay without pushing up unit labour costs".

Whilst this recognition of the crucial link between pay and job prospects is to be welcomed,
Mr Hattersley is even more vague than Mr Shore was about the mechanism through which a
desirable level of wage settlements is to be achieved and maintained. The overall effect of

his policy proposals would probably be to create conditions in which it was more difficult to

keep unit wage costs in check.

A SMITH
EB
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ministeriq] policy which g Labour
Government Would follow, ouyr budget would not fit

Into his economic Strategy or politicgl philosophy,
And by the time that Labour 1s back In government
three more vyears of recession wijl face our
Chancellor with even deeper problems Which cannot yet
De precisely forecast. I can, however, descripe the.
Principal ingredients 0f 0 budget which, by any |
standards, 1s more Iikéiy to meetE}he natlion’s reqgl

needs than the shibboleths of monetarism,

Those Ingredients qgre

1) A planned reloxation‘of the Public Sector
Borrowing Requirement

) The concentratign 0f most of the extra
government EXpenditure on new public
Capltal Investment

- 3) AN ADJUSTMENT OF TAXATION AND BENEFIT
RATES WITH THE DIRECT INTENTION oF

REDISTRIBUTING NATIONAL INCOME IN "FAVOUR
OF THE POOR,

“) An improvement 1n the competitiveness
OT British tndustry by g moderate
depreciation of sterling and the

Introduction of SPECITIC and 1imited
Import contro
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>) A REDUCTION OF THOSE ELEMENTS OF THE
PRICE LEVEL AND INDUSTRIAL COSTS WHICH

ARE THE DIRECT RESPONSIBILITY OF THE
(GOVERNMENT .
Those five Ingredients will qll contribute to the

outcome sﬂwuﬂw ought to dominagte budget strategy: g

‘ﬁ \
reauction in unemployment, an Increase 1in output and
A e \ .,

_-""'"""--_..._._

an alleviation of poverty. -

« Rl

The budget 1s sti]] three weeks away., Byt
already we can predict {ts rough -outline--not legst.
because the Chancellor has thought 1t prudent to
break  the news gradually through a series of
-orchestrated press leaks., The autumn threat of tax
Increases, having done {ts WOrk of frightening
- Weak-minded Tory backbenchers, {s abandoned, The
Dubllc Expenditure white paper confi L rms thot“\the '
budget Will contain neither. dromot IC_Incregses nor °
roeteal Teductions {n taxes. The totdl tax bil] will
?emoin over El17 billion obo've_that which the Tories
Inherited. There wi]] De damoging cuts 1n D'Jbllc
expenditure. FKTEhough the Government will spend g —
; bfgger proportion of national Income than 1t did Im

1979"fﬂw3 concentration on the military budget and

” \\
INCreasing unemployment pushing up the total Sociaql

ﬁ-"‘_-"-—_-_

QEHEiEY DIIT will result In severe cuts in hous ing
Investment and the health, education and weltare

brogrammes.  Ang, as the Government further destroys

. ————

i S




our public services, 1t will barely mention and
certalnly take no action to rectify the other two
economic ond social caotastrophes which it has
caused--the massive increase in unemployment and the
maldistribution of natural wealth which has made the
poor even poorer as the rich have grown wealthier,

The Chancellor’s central intention ought to be
a0 reduction in unemployment. Yet tueﬁe_¢s-n6:5?osoect
ﬂ?f that morally and economically essential aim being

achieved under present policies. He has no plans for.
cutting the dole queues and will not even forecast
the total of unemployed which his policles Wwill
produce, He knows--and the public expendlture white
paper confirms-- that despite the claim of recovery,
unemployment will not fall below the present total in
this Government’s lifetime. The Labour Party believes
that o recovery which does not put Britain back to

work 1s not a definition of recovery that. 1s

agcceptable 1In g civilized soclety, o

Unemoldyment can be reduced. VWHAT WE MOST NEED
Is the abandonment of those half-thought-through

superstitions which the Governmemt—calls 1tS economic
Bblicy. But todoy We have the most doctrinagire

Chancellor for fifty vears aond a Prime Minister
who--far from understanding the waste and suffering

that unemployment brings--actually boosts about her
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record in creating it, “Our G.D.P. 1s about the same
as 1t was 1n 1979," she confessed in the House of
Commons on January the 31st, but then went on to brag
about having still only produced the same output Qs
the last Labour Government "but with 1,7 million
fewer people in the workforce.” So on March the 13th
the Government will move the economy further away
from genuine recovery and deeper into the underlying
recession. |

The lesson of 1983--when the pre-election
relaxation of the squeeze stirred the economy into .
life--has been forgotten or 1ignored., Fiscal and
monetary targets will again be elevated into an end
In themselves, irrespective of thelr consequences in
the real world. A Public Sector Borrowing Requirement
target of "£8 blllion and-a further attempt to reduce
the money supply can only tighten the squeeze when
all practical commentotors—-lhcluding the CBI--judge

that relaxatlon !s the first essential of sustained
recovery,

We need an Increase--not a reduction--in the

Public Sector Borrowing: Requirement--a suggestion

whlEﬁ, for all 1ts practical odvantoges, will drive

the 1deologues of monetarism into g state of advanced
HV§ter10. [T s time to meet their theoretical

b\

nonsense head on, The world did not end when the

Chancellor missed his last PSBR target by £2 billion,
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~ Indeed, the economy was revived, In March we ought to
| Increase government bOLLQwPﬁg Dy design rather than

e e

Dy mlstoggj__pnd to put aside stlly superstittons
about™ the effects of the 1Increase on private
lnvestment, “Crowding out” 1is a catch-phrase that
ougnt to be kept in proper perspective, British money

still floods abroad, Bullding socleties are awash

with funds. Retalned company earnings have increqsed
sharply, A moderote Increase in PSBR will not deny
1nvestment funds t0 private industry. It will,

however, provide them for the public sector, The Case-
far_an increase in the PSBR is overwhelmlng-— S0 long

os It 1t used to promote lnvestment ln, and demand
for, the products of: Brltish 1ndustry.

— —

Borrowing to finance 1nvestment 1is . normal

practice In private industry. Borrowing 1{s not
sinful, Indeed, 1If 1t 1is well used for sensible
purposes, It 1s a highly desirable--and wholly '
unexceptional--way of paying for new Dlont and
machinery, -1 suspect that the famous Grantham
Qrocer S ShOD WQS bought On credlt, At least in this

Dortlculor, what 1s ‘good for Thatcher’s family
business 1s good for Britain,

There can be no doubt that an 1increase 1n
demand 1s desperately necessary, Ask the CBI, Despite
the favourable gloss put on the results of their most
recent survey, 1ts results reveal the hard truth about




=l L%

British industry, Four-fifths of Brltléh'componies
Say that 1t 1s shortage of demand--sales and orders--
that 1mposes the main constraint On growth and
Output, Less than a fifth of British companies are
eXpanding thelr capacity whilst almost two-thirds
nave spare plant which remains unused because of
€mpty order-books, Manufacturing investment remains
over 30% Delow the level of 1979, And as if to
symbolize the Government’s failure to stimulate the
cconomy Into life, 400,000 construction workers gre
unemployed, whilst our stock of houses deteriorgtes .
and the public sector housing programme {s virtually
abandoned--a 56% drop In starts since 1878, The case
~ for fiscal relaxation and the consequent stimulation
of demand 1s overwhelming., The extra funds should
principally be directed towards public capital
Investment--roads, railways, houses; and those
bulldinglorojects which contribute to the welfare of
| the'old,'the'slck and the disabled,

Consumer .expenditure grew by over 7% last vear
as the result of the relaxation of hire purchase
controls, @ reduction 1In the proportion of {ncome
saved rather than spent and an increqse In overall

real earnings. With an exchange rate that subsidizes
_/ .l

‘Imports rather than supports exports, much of the
coﬁéequent Increase 1In demand has created Jobs abroad

rather than in Britain, Some tax cuts--as [ shall




S

presently argue--are essentiol But the Drlnclpol

e

supoly side of the economy Increosed Dubllc spendl

creates Jobs In Great Brltafﬁﬁwﬁﬁd IT Is a far more
effective way of 1increasing employment than a
stimulus to consumption brought about by tax cuts,

The Independent Institute of Flscal . Studies estimates
that an Increase 1in public sector spending of f1
Dillion creates 165,000 jobs in @ year, whilst £850
million spent on reducing personal Income tax -

allowances by 5% would cut unemployment by only
/7,000,

(

The promotion of output by 1ncreosed copltal
spending must De matched by POSitive octlon to

Improve the competitive edge of British industry,
According to the CBI, changes.in the exchange rate
have produced a 20% loss of competitiveness since

1975, Brltoln cannot sell 1ts qoods ohrogd-- or

sustain employment in potential export Industries--
lj_gn overvalued pound orices our products—out of

\jéreldﬁmorkets. In 1978 the value of our exported
manutactured goods exceeded the value of manufactured
Imports by £1.9 billion, In the next two vyears the

surplus climbed to £2.6 billion, It then fell to £233

million in @ single vyear before it Dlunged into @
deficit of £5 billion-- the first deficit 1In

manutactured goods since the industrial revolution.




NO one doubts thot It 1s a conjunction of the
Government S monetary policy and 1ts mismanagement of
011 revenues which have resulted in sterling’s over-
valuation, The massive rise in the value of the
dollar has opened up some United States markets, But

only 10% of British exports go to North America,
compared wlth 40% T0 THE EEC, And the over-valuation

of sterling against the EUropean currencies fg
crippling those industries which hope to export t
our partners In the FEC. The Government has writte
off manufacturing industry-- the Chancellor hovmgo‘
declared himself "ot aq 1loss to understand the
selective Importance attached to the manufacturing
sector’--and has placed 1ts hope of substantia]
recovery In the service sector--moking a bogus .
comparison with America where, thanks to expansionist
policies, manufacturing industry has not suffered o
decline of the severity experienced in Great Britain.
The truth Is that service ({ndustries must be
éncouraged to expand. But manufacturing 1industry
remains v{tol L0 our prosperity, That is probably the
view shared by the Director General of the CBI who,
. In o lengthy speech on the issue of manufacturing
VErsus the services on 16th February, stated that “We
must avold giving the Impression that manufacturing
no longer motters to Britain's wellbeing and
long-term prosperity: that 1t can be safely consigned
to the dustbin of our industrial past.” He then Went
on to criticize the Chancellor for his apparent
dismissal of the manutacturing sector, and continued




WIth the message: "Without g buoyant manufdcturlng

SECTOr, the potential for growth in the Service
Industries wi] be severely limited,

particularly
when North Seg 011 runs out,”

ICe sector,
S share of world Private 1invisible

frdm 9.6% to 8,52, OQver the same
the United Kingdom’s share of world eXports
Inmanufacture fell from 3.1% to 8.5%. The sery

/

Ice
SECTor has been even WOrse hit than manufacturing by -

the Government’s policy,

To reduce costs and restore the competitive

PoSition

of both the manufacturing and
Sectors,

SErvice

|

Imposed by, and remaln the direct

repsonsibility of Government--notably

the Nationg] Ihsuronce §u£cna£Q£4hh /}

Total abolition Would cost £1,33
billg

0n. Some of that revenye could
De reclaimed by abolishing the ceiling
on employees’ Nationg] Insurance Con-
tributions, and therefore tmposing g

Progressive employment tax for higher




bald workers., Weak-minded Conservatives
Will argue that the NIS 1s 0 Labour
Creation. True, But that no'more dis-
qualifies me from urging 1ts abolition
In the new conditions than Pitt’s in-

YEntlon of Income tgx prevents Tories
from calling for CUtS 1In direct taxation

3) A close look gt NOW energy Drlclng,

especlally for energy Intensive sectors,
could be brought more Into line with

our Internationgl competitors, Indeed,

according to the Coopers and Lybrand |

FEPOrt on electricity Drlclng commls-
sloned by Nigel Lawson, EX1STIng elec-

tricity prices could be cut by five to

ten per cent and then hPLd-e@nsianL\iPr

~§g!erol Vears,

4) A reduction in Industry’s rate bills,

- According to the Government’s publicity
machine, escalating rates are the res-
ponsibility of profligate locql

autnorities, That is simply propaganda,
The Government'’s arant to locof authori-
~ties has fallen by £2,800 million in

—~——

reqlTemms since 1979, That is the—

principal cause of rote Incregses
gy 2
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5) A carefy] examination of the forms of
SUPPOTt GvVaTlab] e to Industry under

our treaty ob]lgotfaﬁgjhaﬁa the

lmofgﬁgﬁ?ﬁTTﬁﬁ‘of thoSe that would

promote oyr eXports by reducing COSts,
For example, many
e el e .

0T our COmpetitors

e

15 fhus Producing
0 direct or indirect beﬁgkit to large

SECTOors of the economy,

— et S 8 Se—

subs1d1ze coking coq

Of course, the re]

€ase of resources Which we .
need wilj]

WOrk best when related to Structurgl

Increase
at Increaqse pay

abour COSts, and Tnvestment

\_
€ase efficlency qgs Wel

1S also Probab]
depreciation which |
\
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Industry by Industry, the Merits
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. of unacceptable retaliation. They should be regarded
as a brief expedient. For thetr object must be to
provide industry with @ breathing-space rather than
‘permanent insulation q§01n§§'§n§ need for Lng[éosed
efficiency, high qualtty of service and competitive

et A i

costing,
e [ WA

e — —

Ideally, what Is required 1s @ co-ordinated

International expansion of output so that, as we
Increase our Importsfrom overseas, other countries in
turn take more of our exports., However, 1In ‘the-

absence of such a co-ordinated international
expansion, the Government should not allow three and

o holf million people to continue suffering the
misery of unemployment. If the bolonce'of payments 1s

0 constralnt on putting Britaln back to work, then we
must 1ntfoduce selective controls on the rate of
growth of Imports., It s .absurd to suggest that we
live 1n o world of free trade. What 1s requlired 1s a
positive, planned approach to trade, rather than the
ad  hoc sets of controls anc beggar-my-neighbour
déflotlons that we have now. Using controls on}he |

l

rate of growth of imports 1s necessary to allow new
Iﬁaggg}iﬁs to—develon, old Industries to re-structure

and the economy as @ whole to expand, /7

L
Although the principal thrust of our policy for
expoansion must be an increase in capital spending,

adJustments are essential In the Government’s revenue
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ACCOUNT, SOME MUST BE DESIGNED TO ADD A MODEST INCREMENT TO
THE INCREASE IN CONSUMER .SPENDING WE EXPERIENCED LAST YEAR.

BUT BY FAR THE MOST IMPORTANT OBJECTIVE OUGHT TO BE A
 REDISTRIBUTION OF INCOME =~ INITIALLY A REVERSAL OF THE PRESENT
POLICY OF GIVING TO THOSE WHO HAVE AND TAKING AWAY FROM THOSE
THAT HAVE NOT. AND NOTHING HAS MORE DECISIVELY CONTRIBUTED TO

THE RANKS OF THE HAVE-NOTS THAN THE MASSIVE INCREASE IN
UNEMPLOYMENT SINCE 1979, THE FIGURES SPEAK FOR THEMSELVES,
THE TOTAL OF THOSE ON SUPPLEMENTARY ALLOWANCE HAS DOUBLED

OVER THIS PERIOD, TO NEARLY 5 MILLION, THE NUMBER o# CHILDREN

IN FAMILIES ON SUPPLEMENTARY BENEFIT HAS DOUBLED TO NEARLY ‘
2 MILLION,

[ DO NOT SIMPLY SUPPORT THE EASY OPTION OF LARGE INCREASES I[N

ALL THE TAX THRESHHOLDS - FOR A GENERAL INCREASE WILL HELP
THE RICH MORE THAN IT WILL HELP THE POOR AND IS, IN
CONSEQUENCE, AN EXPENSIVE.AS WELL AS AN INEFFECTIVE WAY

OF REDISTRIBUTING WEALTH. MOST PEOPLE WOULD BE MUCH BETTER
SERVED BY .INCREASES IN CHILD BENEFITS AND PENSIONS, A
RESTORATION OF THE CUTS IN HOUSING BENEFITS AND EXTENDED
LONG-TERM SUPPLEMENTARY BENEFIT RATES TO THE LONG-TERM

UNEMPLOYED, THE CHANCELLOR SHOULD INCREASE THE TAX THRESHHOLDS

FOR THE STANDARﬁ_RATE. - TAKING MORE OF THE POORLY PAID OUT >

OF TAX ALTOGETHER, WHILST STILL REQUIRING THE HIGHER INCOME ~

—

GROUPS TO BEGIN PAYMENTS OF HIGHER BANDS OF TAX AT THE PRESENT

'%AX THRESHHOLD LEVELS. CERTAINLY, IF TAX THRESHHOLDS ARE T0

BE¥TNCREASED; THE INCREhSE SHOULD BE NO HIGHER THAN THE INFLATION
RATE, AND SHOULD BE LIMITED TO THE BASIC RATE,




In the short term, our abtlity to help the ]ow
WQ9E earners and the reciplents of long-term benefit
WIT1 cructally depend on our ability to expagnd
hatlonal Income and to bring about those structyragl
changes 1In wage ‘Ne€gotlation procedures that enable
the low paid to receiye higher primary Incomes, In
the short term, fiscq] redistribution will depend bn
Our abllity to widen the tax base, and to discover.
NeW Ways of raising extra revenue. The ralsing of the
Notionol Insurance ceiling 1s one Dosslble source, So -

s SOME. form.nf Loy ealth. We have to ] 01
1s7s -6A-Wea | cTho 00K again

\
ot frlnge benefits and ollowonces, tWo 1nrrengjﬂgly

“ popular technlques of tax avoldance, Indeed We have

o~

th Committee reveqled that the estlmoted
vearly loss from tax avoidance is £4 blllton, while
that from Socig] Security froud is g comparatively

meagre f£4.7 nnlllon. FURTHERMORE; [F THE GOVERNMENT PURSUED
tax evasion with the determlnatlon employed by the

Department of Sociq) Security in 1ts campaign against:
l1legal  benefit rectplents, and 1f the Chief
Secretary struggled to block avoldance loopholes 1in
the way the Home Office constantly changes the
Immigration regulations to  prevent - their
exploltation, the revenue would be millions of pounds
better off, Yet I fear that the Finance Bil]l will
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deal with few of the abuses of the better off,

[ fear that the Chancellor will not pursue the
tax defaulters, Nor will he accept the priorities

which I urge upon him. That 1s because his standards
are not my standards, and the values of his party are
not the values of Labour., But let no one doubt that
1t will be the Conservatives who 1ntroduce 0 budget
based on class prejudice and outdated theory, We are
the party of all the nation, We offer the Drdctlcol

solution to the slump., All that 1s needed for the-
remedy we propose is the will to implement it,
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10 DOWNING STREET

From the Private Secretary 21 February, 1984
3 “

RESIDUAL SHAREHOLDINGS

The Prime Minister has seen the Chancellor's letter
to the Secretary of State for Energy to which was attached a
draft passage for the Budget speech. She was content with
the proposals to clarify the Government's attitude to residual
shareholdings and to indicate those companies which are potential

candidates for further share sales in 1984-85.

I am copying this letter to Michael Reidy (Department of
Energy), John Graham (Scottish Office), Callum McCarthy
(Department of Trade and Industry), Dinah Nichols (Department of

Transport) and to Richard Hatfield (Cabinet Office).

(A. Turnbull)

John Kerr, Esq.,

H.M. Treasury

CONFIDENTIAL —
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Treasury Chambers, Parliament Street, SWIP 3AG
O1-233 3000

PRIME MINISTER

BUDGET: TAX REFORM

You already have my Budget proposals on the MTFS, on the Excise Duties, and on the
reform of Business taxation. This minute covers my remaining tax proposals, and in
particular the two further areas in which I envisage major reform, ie changes in the
balance of taxation on income and on expenditure, and changes in the area of savings

and investment to increase the role of individuals.

Shifting the balance

Ze I am sure it is right to shift when and where we can to taxing spending rather
than earning. It is not simply a matter of increasing individual freedom to spend or
save: only by cutting income tax can we tackle the poverty and unemployment traps,

and maintain the momentum of improving incentives.

Je I do not believe that the right route is a further increase in the VAT rate; my

——ss

preference is for widening the VAT base, which at present covers little more than half

of consumers' expenditure. As you know, there are three areas where I believe we

“_—

can, and should, extend the base. These are:-

S B

(a) newspapers, periodicals, newspaper advertisements and news services. There

is no case on merit for leaving these untaxed. Nor, in logic, is there a case for

not applying VAT to books, but I have decided against bringing them in.

(b) building alterations and extensions. The present position, with necessary

—

maintenance and repairs attracting VAT, but alterations and extensions not doing

so, is manifestly absurd.

(c) hot take-away food. By this I mean hamburgers and other fast food

gy

produ-c;ts, fish and chips, Chinese take-away meals etc. It makes no sense that

the fast food restaurants now have two price-lists, one including VAT for those

——
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who will do their eating on the premises, another, without VAT, for those who

carry their purchases away. VAT is, of course, already levied on ice-cream,

o . e ——
confectionery, chocolate, crisps etc.

—— —

These changes will raise an extra £600 million or so next year, and over £1 billion in

PR o e —— S ———

1985-86 - £340 million on newspapers etc, £490 million on alterations, and £220 million

on take-away food. The effect on the RPI will be less than one-half of one per cent,

so there is no threat to the counter inflation policy: inflation this year is still expected

to be on a declining path.

4. In addition, as a surrogate for VAT - which the EC rules do not allow us to apply

to financial services - I envisage a new licence duty on consumer and other forms of

————— A ———————A————

personal credit. An effective system of taxing the banks is long overdue. The new

e g 08 T

duty would be charged on a six monthly basis on outstanding credit issued, but would
DT R e e T e bl o i

not be applied to loans made to businesses or to mortgages qualifying for income tax
M

o .

relief. I envisage a rate of 1 per cent. To allow time for preparation, it would apply

M
only from July 1985, raising some £90 million in 1985-86, and some £200 million in a

full year.

5, Given the extra money from VAT, it is already clear that, within the context of

a neutral Budget, I can this year increase the single income tax allowance by £200 and

the married allowance by £300. That is an 11 per cent increase, slightly more than

double the amount required by indexation, and will particularly help the low paid. I

———

am considering whether there is any way in which I could go a little further, in order
to ensure that every married couple paying income tax gains - NIC apart - by at least
£2 a week. There would be considerable attractions in that. The higher rate
threshold, and the higher rate bands, would be fully revalorised but no more, as would
the age allowance. (The higher paid of course get the largest cash gains from raising

the allowances).

6. I should also mention that I have decided to sweep away two small out-dated

reliefs: the relief onlforelgn earnings lfor those who spend 30 days or more worl:mg

Tt e ——

abroad, and (with suitable staging) the relief for foreigners coming here to work for

foreign employers. Both date from the days of confiscatory top rates of income tax

and have outlived their justification, and both are subject to substantial abuse. I must
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also announce the 1985-86 car benefit scales for those who have company cars. We

have been slowly increasing these to more realistic levels in recent Budgets. The
- . A S r————

increase last year was 15 per cent, but, with lower inflation, I plan to hold it to 10 per

cent this time.

—

\/. I also propose to make the tax treatment of executive share option schemes

markedly more generous, along the lines we discussed before Christmas. The essence

of my proposals is that gains under such schemes would in future be subject to Capital
Gains Tax rather than (as at present) to income tax. This improvement, which has
long been pressed upon us, will be widely welcomed, especially by smaller companies,

who will now be able to attract key staff by the promise of substantial rewards.

8. The overall effect of this shift in the balance of direct and indirect taxation

should be generally welcome. We have good news for the building trade, eg on Stamp

Duty (para 12 below) and DLT (the threshold for which I envisage raising from £50,000
ﬂS,OOO, thus red&:ing gy a third the number of cases it affects), and this will

iusMe blow of VAT alterations. But I have no illusions about Fleet Street's likely

reaction to the change affecting them. It may indeed colour théﬁ attitude to the

S _"'m

"~ whole Budget, but I am sure that it is right, and should not be ducked on that account.

Savings and investment

9. As you know, I believe that we must also make a start in removing some of the

features of the tax system which distort the pattern of personal savings. I have three
R —— PRI,

aims in mind:-

.-

(a) to reduce the extensive privileges for institutional savings and make it more

—

attractive for individuals to invest directly in equities;

(b) more generally, to increase the encouragement given to personal savings; and

(c) to put the banks and building societies on to a more equal footing.

—

—
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10. First, I have reviewed the array of tax privileges which are putting more and

more personal savings into the hands of the institutions and driving the direct investor

out of equities. This is a classical case of reliefs and exemptions eroding the tax base

and keeping income tax rates higher than they need be. It is something we have been

concerned about for a very long time, and which our friends constantly urge us to

tackle.

11. We cannot touch the tax treatment of pensions until Norman Fowler has

completed his enquiry." But we can act now on life assurance premium relief. Relief

from higher rates of tax was removed some years ago, but the allowance (at half the
basic rate on qualifying premiums) still costs £700 million a year, is growing, and has
been subject to considerable abuse in recent years. So I have concluded that the time
has come to withdraw relief on new policies taken out after Budget Day. There is a
strong case for gradually phasing out relief on existing policies as well; but to avoid

any possibility of hardship, I propose to leave these completely untouched.

12. At the same time I propose to encourage investment in equities by halving the

rate of Stamp Duty from 2 per cent to 1 per cent, which will help to strengthen the

TLondon market against growing US competition. I intend the cut also to apply to sales

of houses and land, which will help housebuyers and the construction industry, and to
raise the stamp duty threshold from £25,000 to £30,000, which will mean that 90 per

cent of first-time buyers will not have to pay Stamp Duty at all.

13. Secondly, direct encouragement to personal savings. I see no justification

whatsoever for continuing to tax savings income more heavily than earnings, and I

propose to abolish the Investment Income Surcharge. Of course, our opponents will
| AN iR e 8 N S BRSSO b ettt 11 )

reﬁresent this as a hand-out to the rich; but half those liable to the surcharge are

elderly, and many are by no means well-off. And the criticism is one which we shall
have to face whenever we remove the surcharge - as we certainly must. I think it best

to do it straight away, in the first Budget of the new Parliament.

14. In a broadly neutral Budget, I do not have room for substantial cuts in the capital

—

taxes: we shall in any case be reviewing them, with Arthur Cockfield's help, before

next year. But there are some small but useful changes which can be made now at

e ——— ettty

modest cost. In particular, I have in mind to cut the top rate of capital transfer tax

——

from 75 per cent to 60 per cent.

S
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15. Finally, the banks and building societies. The banks have long complained of the

unfair advantage enjoyed by the building societies by virtue of the composite rate, and
campaigned for its abolition. But the composite rate is a sensible arrangement which

simplifies tax return-filling, and saves large numbers of Revenue staff. So instead of

taking it away from the building societies, I propose instead to extend it to the banks

as well. This will eventually save 750-1000 Revenue staff, and demonstrates our

—

willingness to encourage the movement towards interest on current accounts. The
b —

banks have been informed and don't like it; but their case is weakened by their having

for so long complained that the composite rate gave the societies a competitive edge.

And the fact that the new arrangements will not apply to deposits by foreign residents

(or, of course, businesses) will help to meet fears of loss of overseas business. The
banks will need a year to prepare: the new arrangements will not therefore apply until

1985"'86-

16. The banks may to some extent be mollified by the fact that building society

gains on gilts transactions will, as you know, be taxed in future on the same basis as

——

gains by the banks. But it must be admitted that the effect of the composite rate on

the banks may well be to cause upwards of £1 billion of bank deposits to be switched to

——

the building societies in 1985-—86z and we can expect them to object strongly to the

change.

Summary

17. I enclose a table setting out all the main measures proposed (with the exception

of North Sea taxation, for I still have to discuss with Peter Walker some possible ACT

changes). The net effect is roughly neutral in 1984-85, but they reduce taxes by about
£1.5 billion in 1985-86. Most of the extra second year benefit goes to business, but
provided we stick to our published plans for public expenditure, the 1985-86 fiscal

prospect still leaves room for substantial income tax cuts in next year's Budget.

18. The measures proposed for this year will mean we make a real start on reforming
the tax system and getting the supply performance of the economy moving. There
will be gainers and losers, as is inevitable in any radical change, and it will be vital to

get the presentation right. But the story will be a good one, and I am determined that

it should be well told. \ﬂ/

v
N.L.
21 February 1984
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Provisional Costing of Proposed Changes

1984-85 1985-86
~ + +

Income and Spending

Excise duties (see 16 February minute) 10 10

VAT on newspapers etc; alterations;
hot take-away food

Consumer Credit Duty

Withdraw reliefs on foreign earnings and foreign
emoluments

Car benefit scales for 1985-86
Income tax thresholds etc*¥

Businesses (see 16 February minute)

Corporation tax reform

- abolish stock relief and reduce first year
capital allowances

- offset by reducing main CT rate to 50 per cent
in 1984-85 and to 45 per cent in 1985-86

- and small companies CT rate to 30 per cent
VAT on imports (PAS)
Abolish NIS from 1 August 1984

Savings and Investment

Composite Rate on banks

Life Assurance relief

Halve Stamp Duty on share transfers

Halve Stamp Duty on land and buildings

Improve Share Options schemes

Capital Taxes

- CTT changes

- DLT threshold 1
16. Abolish IIS 25

*All figures are over and above the cost/yield from indexation

** Assumes double-indexation of basic threshold _ (%24
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=

PRIME MINISTER cc Mr. Redwood

Residual Shareholdings

The Chancellor intends to include a passage in the Budget

speech on residual shareholdings which will:

(i) clarify the Government's attitude to such

shareholdings;

indicate those companies where the Government

is free to sell further lots of shares. This
S P B ——

would count as informing Parliament and obviate
B ——————————

the need for any further announcement until the

share sale itself is announced. This is signalled

e e e e e M e il

clearly in the text.

—

I see no problem with (i). On (ii), the aim is to give the

i s

Government greater flexibility while avoiding the kind of row which

occurred over the announcement to sell BP shares.

It can be argued that identifying certain shares as possible

candidates for sale will cast a shadow over them and will depress
. S A M S — R ————

prices. Against this it can be argued that Parliamentary proprieties
EEEEHE'some kind of advance announcement and so the ideal of taking
the market by surprise, which the private sector would aspire to,

is not available to Government. Secondly it is not clear whether

————————— S
advance announcement does in fact cost the Government a great deal.
et S L B B e i
The discount which the Government negotiates should take account of
the degree of market information. In the case of both BP and C & W,
———————— ——————— S —— L ————t—— "_N
the final selling price was above that at the time the intention was

announced.

Agree the Chancellor's approach reconciles the need to satisfy

Parliament and the need to maintain market flexibility?

1y q

CONFIDENTIAL

20 February 1984
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PRIME MINISTER

MEDIUM TERM FINANCIAL STRATEGY

The key to sustained recovery remains keeping inflation down, which in turn means
further firm control of money supply growth, and of borrowing. So I plan to
emphasise on 13 March the continuity of our economic policies, and to restate the
Medium Term Financial Strategy, which, as Cabinet agreed on 9 February, will be

extended to cover the next five years.

2e I shall of course be'announcing monetary ranges for 1984-85. As you know, I
have reviewed the formulation of monetary policy, and the results were foreshadowed
in my Mansion House speech in October. I am sure that it is right now to have
separate targets, consistent with a continuing reduction in inflation, for broad and
narrow money, and the MTFS will therefore show ranges for £M3 and MO. There is no
reason to change the range of 6-10 per cent for £M3 shown for 1984/85 in the 1983
MTFS. For MO (mainly notes and coin in the hands of the public) a range of 4-8 per
cent would be appropriate. I envisage a subordinate role for PSL2 and M2 as cross
checks on growth of broad and narrow money respectively. These changes were
discussed with Alan Walters when he was last over; he was very much in favour of the
new range for narrow mbney. For later years the MTFS will include illustrative
ranges showing a downward path for both money measures, and making clear our
determination to achieve a substantial reduction in monetary growth, taking us

towards the ultimate objective of stable prices.

3. The monetary targets need of course to be supported by a consistent policy for
public borrowing. The 1983 MTFS suggested a PSBR for 1984-85 of 2% per cent of
GDP, or £8 billion. As you know, I believe it would be right, for three reasons, to aim

a little below this:-

(a) First, interest rates are still high both in nominal and in real terms. Lower
public borrowing will ease the domestic sources of pressure on our interest rates,
and insulate us to some extent against possible disturbances arising from

uncertainties about the outcome of United States policies.
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(b) Secondly, special sales of assets may bring in some £2 billion next year, or
nearly £%4 billion more than was assumed at the time of the 1983 Budget. The
monetary benefit from this form of reducing expenditure is smaller than from

other forms, and we must allow for this in settling the size of the PSBR.

(c) Thirdly, 1984-85 may be the peak year for North Sea revenue, and therefore

—» . . . . - -
ought to be a year in which to make a substantial reduction in borrowing:

thereafter the PSBR would need to decline only very gradually.

I have of course taken full account of the views expressed in Cabinet on 9 February,
and I shall not take a final decision until the latest revisions to the forecasts are
available. But my present intention is to publish a figure of 2% per cent of GDP, or
some £7-7% billion. The reduction on the 1983 Red Book figure would demonstrate
that we had taken account of the three factors mentioned above. Publishing £7-
7% billion would put borrowing firmly back on track after the likely PSBR overshoot
this year. And the latest forecast suggests that it would be consistent with the neutral
Budget I envisage, and would still leave us a safety margin in hand, which we both

think important.

4., The MTFS would show an illustrative path for the PSBR declining further to 1%
per cent of ‘GDP in 1988-89, with room for cutting taxation next year and over the
remainder of the life of this Parliament - provided of course that firm control is on
public spending is retained. The path shown in the MTFS will of course be consistent
with the assumptions to be used in the Green Paper on expenditure and revenue in the

longer term.

If any of the numbers mentioned above cause you any concern, I should of course be

happy to discuss them.

N.L.
20 February 1984




. MR TURNBULL
RESIDUAL SHAREHOLDINGS

Nigel Lawson's letter to Peter Walker concerning residual share-

holdings and the Budget Speech conceals a danger.

If it is announced in the Budget that sales of shares in ABP,

British Aerospace and Britoil are all possible in the forthcoming
financial year, the overhang of these shares will serve to depress
the market price and would reduce the companies' room for manoeuvre

on any other issues.

It is better to make one announcement at the time that the sale 1is
finally under way. This should be done for each individual issue

separately.

JOHN REDWOOD
17 February 1984
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. Washington DC
Feb 17th 1984

Prime Minister ‘Qﬁl

Economic Policy

My absence here in Washington prevents me from being involved in

the budget discussions. I shall be in London on 27th for a week

-

——

so that I will be able to advise you then in more detail. But I

thought it might be useful to set out my general thoughts here.

First I think it is important that in this budget the government

F——-
H‘

be seen to be initiating its programme for reducing inflation to

—— S

zero. The government needs to convince the sceptical public that
e

it will not rest on its achievment of 5 per cent as ''acceptable'.

(Shrewd market men know that an inflationary floor at S per cent

will soon see the rate surging again up to 10 per cent or SO. And

market expectations reflect an inflation rate of more than 7 per cent.)

I believe that the distressingly high increase in average earnings

in manufacturing last year (to December) at 9.7 per cent reflected

inflationary expectations exceeding 7 per cent. These expectations

-

probably reflect the more relaxed budgetary and monetary conditions

—

last year; a modest but unmistakable correction is called for this year.

-'"-‘-"—-——‘

e \

In principle I would like to see the PSBR fall to 2 per cent of GDP

or roughly@{g bn. (This would still be % per cent over the 1980 MTES
o"_"j h
figure for 1983/4) It would be much tighter than anyone at present

expects - and for that reason would be quite powerful in revising
expectations. The implicit tightening that is already absorbed
in the increased contingency allowance will work in the right direction.

. - Sahmfh'fwﬁw
This will be offset, however, by the fact that mueh of the increase

in revenue is from the sale of assets. On balance I think £7 bn
N Sp—— T — :
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should be regarded as an upper limit.

- —

Secondly, you are aware, I am sure, of the ambient view that

the "government seems to have no real policy for this second

Se—

term". This view was put to me - albeit in a friendly way - by

™

——

the leader of the IMF team to the U.K., Mr P. de Fonteney. He

el

agreed that the policy had been generally successful so far, but

there seemed to be no clear policy of reforms ahead. While I know

.

p—

that this is far from true, there is a case for considering whether
m

you could defuse this cause for concern. I believe that a suitable

budget,that clearly showed there was no more drift, would help. But

[—

there is a long list of other reforms where a clear statement of
policy would be of considerable benefit, both economically and

I suspect politically.

In the United States, the publication of the budget and economic

report of the President has changed nothing. I continue to

s

A

think that nothing will be done about the deficit until 198Q£

agantn o

Meanwhile there are signs that opinion is becoming less sanguine

" e

about the continuation of the boom. The stock market, often a very

ST

GRS s

useful early indicator, turned sharply down, interest rates have
= e
crept up higher - but nevertheless the shine has gone off the dollar.
And there is anecg¢dotal evidence of a rise in the inflation rate.
I continue to believe that the marked turndown will come later this

W

Sy

year - and this seems to be the way opinion is veering.

=

Although 6ur recovery in Britain is much more firmly based than that
in the United States, the backwash from a marked turndown in the
United States would be serious. There is little to be done except

continue to ensure that our financial strategy is right for us.

¥ T belicue Prhdres Tuvmbedd
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Excise Duties

The principle of valorisation, the overall level of revenue

raised and the RPI impact seem reasonable.

Pt e+ = =

You could ask whether the balance between beer, wine and spirits

1S correct. The Chancellor's proposals will be seen as:

a) a victory for foreigners at the expense of good British beer

-y

ki ———emal,

b) favouring the rich at the expense of the rest. .

L o ] -

Some brewers will undoubtedly try to foment a nationalistic

working man's campaign against these proposals.
> N

——

Would it be possible to reduce wine duty by less and still show

willing on the European Court judgement? And couldn't spirits

be valorised fully?

The abolition of kerosene duty is a good idea.

———— -

Business Taxes

The proposals are bold and imaginative.

1) Speeding up VAT on imports. A good measure: at the moment
importers in the UK are favoured unduly.

”~ »

There will be opposition from some importers whose cash f1low

will be badly affected by this measure .

It is being used, as the Chancellor spells out clearly, to

defer the revenue impact of abolishing NIS. This is sensible

' d

e
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Stock Relief. Now is a good time to abolish it with

inflation low and with other changes dwarfing its

significance. Some will protest.

v_ ——

Capital Allowances. The changes are good. They will

N

cause friction with leasing companies and banks: capital et

=
allowance reduction is the best way of taxing bank profits

s e i i T e 0 S SO

by removing one of the prime types of shelter. Some

manufacturers, doubtless egged on by the CBI, will also

vt T

complain.

/

The main risks in the package are:

a) Financial. The announcement commits the government to a

reduction of £1.4 bn in 1985-86 in total business taxes,

—

despite rising profitabilitgaand stronger cash flow for

companies. This limits manoeuvre on personal taxes but is

about right if expenditure can be properly controlled.

— -

Presentational. The many favourable characteristics,

particularly ending the tax on jobs and moving to a more
neutral stance between capital and 1abour,have to be
hammered home. There are several groups of losers, some
with lobbies, who will otherwise dominate the debate.

You could raise these risks with the Chancellor whilst welcoming

the central thrust of his proposals.

e

J. Redwood

17 February, 1984.
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PRIME MINISTER

The Chancellor has now sent in his papers on:-

(i) Business taxes o™

() Excise duties. >~

On (i), you should be aware of a difficulty raised by Mr. Tebbitt.

He, or perhaps more accurately his officials, claims that the
withdrawal of capital allqﬂgnces will make leasing less attractive (as

——

indeed it is intended to do as part of the Blan to raise more
tax from the financial sector), and will hit the Nissan project.
The Department of Trade and Industry fear that this could be

interpreted by Nissan as a failure to deliver the assurances which

the UK Government, and you yourself gave to the company.

The Chancellor has spoken to Mr. Tebbitt about this - see the
attached letter. The Treasury are questioning the estimate of the
effects, have noted that there are offsetting benefits, for

example; the removal of NIS, and believe that even if there is a loss

to Nissan, there may well be other ways of handling the problem.

A further report is awaited.

——

I think the paper on the business package should have done more

to identify who the complainers will be, and how their arguments

-

~— Ty
can be countered. Tax-exhausted companies should not complain

——

if the value—gf allowances they are unable to use is reduced, but

Ehey, along wWith the banks, may complain that leasing is becoming less
attractive. . On PAS (VAT on imports) the CBI will find it
“difficult to speak with one voice. They may direct their efforts

towards securing a concession for importers of components and semi-
mahufactures. This would, however, make the scheme much more

complex to operate, and create a new frontier to defend. In any case,

BUDGET - SECRET / importers
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importers can hardly complain about a measure which puts them on the

w"‘

same footing as those who buy British.

o

On excise duties, the point you will need to establish is whether

the cut in the wine duty really is the minimum we can get past the

S e —

European Court.

In considering these measures, you will want to keep in mind

the nature of the complete budget package. Next week's paper on the

takation of the personal sector and ofgéavings will include a

e

consumer credit tax?ya composite rate for baHE.interest the removal

it
——

of life assurance premium relief,]/ and abolltlon of the investment

[ — P —— e S 4 S W

income surcharge & It will be apparent that this could be one of

the most revolutlonary budgets for some time.
st =

S -

Also coming next week will be a paper on the framework of the
Budget, for example, the time horizon of the MTFS, the path for the
borrowing requirement, and the monetary ranges.

We have arranged two slots: 1100 on Wednesday for 45 minutes
and another 30 minutes before Cabinet on Thursday.

=

17 February, 1984.
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10 DOWNING STREET

From the Private Secretary 16 February 1984

Building Societies: Taxation of
Profits on Gilts

At their meeting this morning, the Prime
Minister and the Chancellor discussed your
letter to me of 14 February. The Chancellor
explained that, in the long term, this measure
should not have a significant impact on the
flow of mortgages or on the mortgage rate.

He told the Prime Minister that it would
represent on average a reduction in the margin
of 0.1%. In the light of this, the Prime
Minister agreed that this change should be
made, but without retrospection.

ANDREW TURNBULL

John Kerr, Esq.,
H.M. Treasury.
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As your proposed corporation tax package develops, I have been
taking a closer look at its effects in the short and medium run -
say up to 10 years or so - on manufacturing industry. As a
particular example - because of its high profile in political
terms - I have looked at its effects on the Nissan project. It
may be useful if I briefly set out the facts.

SECRET

T

2 We believe that the net present value to Nissan of Phase 1 and
Phase 2 combined of the current tax structure, compared with the

structure you are now considering, is in the region of £50m.
This is a very large sum in relation both to the total cost of
capital expenditure and to total Government financial assistance
to the project. The gains to Nissan from the reduction in
corporation tax will not be any great comfort: the profit
profile shows that it is not until the beginning of the next
century that this reduction will actually help Nissan.

3 This is made more awkward as in response to a personal appeal
from Mr Kawamata to the Prime Minister for the Government to
build a factory and lease it to Nissan, the Prime Minister
offered her personal support and the good offices of the Bank of
England to secure commercial leasing arrangements to finance the
capital expenditure. Although no assurance was given on the
continuance of the current corporation tax system and capital
allowances, you will see from the attached letters from the Prime
Minister that the tax benefits accruing to Nissan through the
leasing route were explicitly spelt out. Nissan are in no doubt
of the considerable advantage afforded by current leasing
arrangements in addition to regional development grants and
negotiated selective assistance.

4 To have the advantage of leasing so seriously reduced and so
soon after the deal was signed can hardly fail to be regarded by
Nissan as at least sharp practice and very possibly as a breach
of faith. Because of her close involvement, the Prime Minister's
personal credit will be called into question. There is a real




risk that it would lead Nissan to cancel the project. At least
we must expect them to seek additional selective asslstance to

make good the loss.

5 I do not see how we could give sufficient additional selective
assistance. To do so would increase the level of aid to the
point where the European Commission would have a veto over i e
Such action would in any case be virtually impossible to defend
when we have emphasised that Nissan is being treated no
differently from any other would-be investor.

6 We are therefore facing an unpleasant dilemma. I must say I
cannot see much prospect of transitional arrangements to protect
Nissan from the effects of the change, since those arrangements
would of course have to be available generally to all business.

7 I am copying this letter to the Prime Minister.

M=

NORMAN TEBBIT
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10 DOWNING STREET

THE PRIME MINISTER ' ) .
' 9 November 1982

Dear Mr Kawamata,

\

At our meeting in Tokyo, you explained yoﬁr concern
that the UK project would impqsé a heavy additional financing
burden on Nissan. In order to reduce the immediate impact of
a UK investment you asked whether it would be possible for the
British Government to build and fully equip a factory initially,
and to recover the cost from your company OvVer a'peribd through

a rental’arrangement. I undertook to consider personally whether

we could offer .a solution to this problem.

As I mentioned when we met in Tokyo, it would be possible
for one of the relevant public agencies to build a factory and
lease it to Nissan; but it is not the practicé under our law
for these agencies to equip a factory. . So this would not be a

complete solution to the problem which you raised.

However, the inquiries which I have made indicate that
there is an alternative solution which would achieve the result
you are seeking. ‘This is.an_arrahgement that the assets of the
project should formally be under the ownership of a group of UK
financial institutions who would lease them long term to Nissan
on commercial terms. Under such an arrangement, Nissan would in
practice remain in effective control of the désién, construction
and operation of the factory and its capital equipment.

.8
This form of leasing finance is an established part of

current corporate financing in the UK. -: However, Nissan's investment

“would be of an unprecedented size for such financing, and would in

. O
.f' ﬂ- et
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Jtain years be likeiy to absorb a significant proporti
the UK's expected capacity. for leasing finance. Nevertheless,
with the Government's backing — to which I would lend my personal
support - and through the good offices of the Bank of England, who
would, at my request,-use their best endeavours in bringing together
appropriate partners, I ‘believe that there_is a good prospect that
a suitable qonsortium of financial institutions could be encouraged

to participa%e in order to facilitate Nissan's investment 1n this

country.

Such .an arrangement could also offer some additionél advantages.
As you know, there are taxation ailowances relating to the cost
of acquiring buildings and plant that can be set on a favourable
basis against profits when assessing a company's Habhility for
Corporation Tax in the UK. Your financial projections presented
to the Department have shown that these allowances would not be
able to be set against taxable profits for some years. Under present
tax law the lessors would be able to set these allowances against
their own current. profits when assessing their Corporation Tax
1iability. The financial benefits to them would be reflected in
the leasing charges made by them to your company. While the exact
terms naturally depend on market conditions, such charges might
be expected to offer a significant advantage against the equivalent
cost of .UK bank borrowings by a prime commercial borrower. In the
present.mérket, some part of this benefit might be récognised
by, for example, a three year period during which no leasing charges
at a1l would be made, with a-commensurate increase in the charges
made in ensuing periods. The teérms and conditions of such a lease
would be a matter for discussion with the lessors.

Aé you know, I had a meeting on 18 October with Mr Ishihara,
whom I was delighted to meet. He expressed the hope that we
would be flexible over any conditions relating to exports. I was
able to reassure him that-we have.alwayéfﬁndérSfaod'fhat you
are unable to enter into commitments on. the 1eve1.9f exports,

& .

though it is our common hope that a significant proportion of _zex
p f" R

the output will eventually be exported, ; h

4




/, CJ I Finally, may I éay how much I appreciated the constructive
: discussion which we had*in Tokyo. I hope in turn that the
proposal-I have outlined above'will be helpful in meeting the
anﬁiety which you expressed about the project. Naturally
I should be delighted to arrange for.representatives of the
Government and the Bank of England to discuss these proposals

further with Nissan if you. feel that this would be helpful.

\

With every good wish, -

Yours sincerely,

Margaret Thatcher

Mr. Katsuji Kawamata
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10 DOWNING STREET

THE PRIME MINISTER 6 January 1983

/;;ch«.fjlx. tk:14JC~n~alc: ‘

Thank you for letting me know your conclusions on the

proposal I put to you in my letter of 9 November.

I was surprised that you concluded that the leasing route
did not present a bigger advantage; and just so that there
should be no misunderstanding between us I should like to make
sure that you are aware that the leasing route is not an
alternative to the receipt of Government grants. Under a leasing
arrangement the grants would continue to be available; the
selective assistance under the Industry Act would be available

to the lessee.and the regional development grant to the lessor

(though in certain circumstances to the lessee). Where the

lessor was the recipient, this would be reflected in a reduction
in the leasing charge. Since I was not entirely clear that you
had taken this into account in yoﬁr studies, I have thought it

worth clarifying the point.

As you say in your letter, the terms and conditions of any
leasing arrangement would have to be negotiated with the financial
institutions. My point about the Bank of England was not that
they could help you to secure more favourable terms, but that
such alleasing arrangement would be extremely large, even by
the standards of the City of'London, and that the Bank of England's
good offices would be helpful in enabling you to secure arrange-

ments on this scale.




As I said in my letter, I am very willing to arrange for

experts to discuss with your people these or any other aspects
of thehproject if it would be helpful to you. I still hope

that, when you are ready to do so, you will reach a favourable
decision on the project which would be to our m1tual advantage.

Mr Katsuji Kawamata

v
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THE PRIME MINISTER

Dear MT Kawamata,
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11so been major movements 1n currencies which are in most

respects significantly favourable to this project. But unemployme

and the pressure for British

people to have the opportuhity of the jobs involved in producing

the goods sold in this C
~all these reasons, I warmly hope that we shall soon be ab

bring this matter to a favourable conclusion, and I look forward

to hearing your conclusions following Mr Kawai's report to you.

Yours sincerely,

Margaret Thatcher.

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

16 February 1984

M C McCarthy Esq
Private Secretary to the Secretary of State
for Trade and Industry

l&w Catlwm ,

Your Secretary of State had a word with the Chancellor tonight
about his letter earlier today on Nissan.

The Chancellor queried the estimate of £50 million for the dis-
advantage to Nissan, taking phase 1 and phase 2 of the project
together, of the proposed corporation tax/capital allowance
changes. It was not necessarily right to include both phases,
and allowance should be made for other factors - e.g. NIS. It
was agreed that Treasury and DTI officials should urgently
conduct a joint analysis of the effects on Nissan of the total
proposed tax package. |

Your Secretary of State confirmed that he still favoured the
package. He was sure that it would be beneficial to the economy:
the problem was the handling of the transitional phase. It
would be necessary to find a way of finessing the Nissan problem:
if nothing was done, there must be a risk of action by Nissan
which would be seized upon-by the critics as concrete evidence
that inward investment would be deterred by the tax changes.

It was however noted that some investment might actually be
drawn forward by the proposed Budget announcements.

It was agreed that the Nissan problem required early joint con-
sideration, not least because of the Prime Minister's letters to
Mr Kawanata, though the Chancellor drew attention to the fact

that the main point made by the Prime Minister was that leasing
arrangements would be available: the tax benefits for the lessors
"under present tax law" had been mentioned only as a subordinate

point.

I am sending a copy of this letter to Andrew Turnbull at No 10.

WA lntl,
-t
J O KERR

BUDGET SECRET




Ireasury Chambers, Parliament Street, SWIP 3AG

Andrew Turnbull Esq
10 Downing Street
LONDON 16 February 1984

Dear Phodeew,

At Questions last Thursday, the Prime Minister
was asked about the way the Flnanclal Secretary
appeared to be treating NICs as a tax 1n

answers to Parliamentary Questions. I enclose

a short note about our practice, and a suggested
line to take. I am sorry you have not had this

before now.
\-/M'J Lo AV

_ //Jr"‘ﬂ‘*‘” HWO?‘"’“

A P HUDSON




NOTE FOR NO 10

NICS AND "THE TAX BURDEN"

There is a quite clear distinction, both in principle and in practice,
between NICs and taxes. National insurance contributions are paid

to provide entitlement to specific benefits - the general rule is no
contributions, no benefits - whereas taxes are collected to meet
general government expenditure. NICs are applied solely to the costs
of social security benefits, being paid into a specific fund - the
National Insurance Fund, from which these benefits are financed - and
not to the Consolidated Fund which meets general expenditure. Hence
NICs are treated as a separate category in the national accounts and
the same distinction is made in other countries operating social
security systems based on separate contributions.

2 This distinction is not invalidated by replies which take NICs
into account when Parliamentary questions are asked about disposable
income or net take-home pay after state-imposed deductions. NICs are
included where it is accurate and helpful to do so; they clearly are,
in such contexts, a deduction from gross pay like income tax. It is
on other occasions helpful and accurate to take into account the
effect of child benefit, though no-one suggests that as a result child
benefit should now be classified as some form of tax rebate.
Similarly, NICs are often included in replies to questions seeking
international comparisons, because to do otherwise would give a false
impression of the comparative burden of deductions from gross earnings.

Line to take

(i) Arguments about classifications are not particularly productive.

(ii) NICs are not a tax and they have not been classified as a tax
since their .inception.

(iii) In amswering questions about disposable income or net take-home
pay my Rt Hon and Hon Friends have taken NICs into account
when this is helpful or appropriate to the purpose of the
question.




NICs have inceased because spending on benefits has increased -
if the Opposition want reduced benefits, they should say so.
(Note: The Treasury supplement has also been reduced. This to
keep a proper balance between taxpayers and contributors in
financing the total social security programme. And the last
time there was such a reduction - ie, for 1984-85, NIC rates
will not be increased.)

Income tax has been reduced because the Government has cut rates
- with the basic rate reduced from %% per cent to 30 per cent -
and increased allowances by 7+ per cent in real terms, in
contrast with the party opposite's record of a reduction in

real terms of 20 per cent in the value of the single allowance
and 5 per cent on the married mans allowance. With this
record, it is not surprising that the Opposition seeks to
quibble about definitions.

(vi) Important to remember that NICs are not paid by pensioners.
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Ch/Ex Ref NOB.(BL’)

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

PRIME MINISTER

I owe you a report on the changes in the excise duties

which I envisage for the Budget.

2l I am sure that it is right to aim at broad revalorisation:

this is what people have come to expect, and the RPI img%ct
effect is small, given low inflation. But I propose a number

of minor exceptions.

e The most politically sensitive items are of course petrol

and derv.. For petrol, I have in mind an increase of 4.5p a

gallon, exactly what is required by revalorisation, but on derv

I propose an increase of only 3.5p a gallon, which is a slight
rounding down of the strict revalorisation increase (3:8p). I
have consulted Nick Ridley, Peter Walker, George Younger, Nick
Edwards, and John Wakeham: all are contentg with my plans. (But

I might of course still have to review them again if our forecast,

or the outlook for crude oil prices, were to change significantly

before the Budget.)

4, As to tobacco, I have in mind an increase of 4p for 20
Pe——

cigarettes. This is a rounding up of the straigHE revalorisation

increase of 3.5p. As a minor concession, sought by Jim Prior,
because of the industrial implications in Northern Ireland, there

would be no increase in the duty on pipe tobacco.

D On the Vehicle Excise duty, straight revalorisation of the
£85 rate for cars and light wvans would produce £89.50, but

BUDGET SECRET
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Nick Ridley and I have agreed that this should be rounded up to
£90. We have also agreed changes in VED on goods vehicles which
will produce very slightly (£3m) more than revalorisation. The
duty for most goods vehicles will in fact rise broadly in line
with revalorisation but there will be reductions for the lightest
lorries offset by higher increases for some heavier lorries, to

recognise their differing contribution to road costs.

Ols Finally, drinks. After consultation with Geoffrey Howe about

the recent European Court judgement, I propose an increase in the

duty on beer of 2p a P%Ptr and a reduction in the duty on wine of

about 18p a bottle. Following the unsatisfactory talks which
Michae?aﬁgpling and I had in Rome with our Italian counterparts
over the Italian foot-dragging on the implementation of the
analogous European Court judgement against their discrimination
against Scotch whisky, I am in touch with Geoffrey Howe about the
possibility of a temporary surcharge on vermouth, to put pressure
on them. On other drinks, I have in mind an increase of 1Op a
bottle for spirits - well below revalorisation - 10p a bottle for

fortified wines, and 3p a pint for cider.

—r——

/s I have in mind one other small concession: abolition, at a
cost of only £5m, of the_lp a gallon duty on kerosene, which applies
to paraffin used, mainly by the elderly, for home heating.

>

Bie Altogether these increases will yield about £660m in a full

year, compared to £640m from strict revalorisation. The RPI impact
Pm———

effect will be only 0.4 per cent, and this has of course already

been allowed for in our forecast.

9. I see no serious problems here, but I would be grateful to
know whether you too would be content with the proposed changes.
I would of course consult you again if I had to consider larger
increases for petrol and derv; and I shall let you know in due course

what conclusions Geoffrey and I reach about vermouth.

N.L. -
16 February 1984




BUDGET SECRET @ ‘)K

Ch/Ex Ref No &(‘%'LD \53

Treasury Chambers, Parliament Street \X{"IP AG

01-233 3000 J/\Y‘
)

PRIME MINISTER

REFORMING BUSINESS TAXES

In the last Parliament our major achievement was bringing

B

down inflation. It was accompanied by some valuable changes im—

tﬂé structure of personal taxation. But we could do little to

[ —

bring about the radical structural reform of the present complex
and unsatisfactory system of business taxation which we are agreed
is long overdue. We now have a rare opportunity. The economic
prospect is favourable with output, liquidity, profits and invest-
ment all rising. The first Budget after the election is the right

time to launch this reform.

25 My basic aims are to reduce distortions, entrenched in the

——t—

present tax system, between different types of asset, different

forms of finance, and the cost of labour and capital; to widen
‘the tax basé*and simplify thé_system; and to Ilight&n the tax burden

on business in the next two years and ensure a progressive

alleviation thereafter. The reforms will benefit business and
the economy as a whole by improving the quality of investment,
and by taking less from business profits. At the same time we

shall sweep away a host of complex special provisions.

3a The overall package will have three main elements - reforming

Corporation Tax; abolishing NIS (which you have called "Labour's
L gu——— — —
pernicious tax on jobs"); and speeding up the payment of VAT on

impaftST The cash flow effect in the next two years is summarised

in Table 1 (annexed).

Corporation Tax

4., This major structural reform will be staged over several years.

BUDGET SECRET
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It will accompany the further lowering of inflation and inflationary
expectations indicated by the MTFS. Stock relief, which was intro-
duced as a rough-and-ready means of coping with high rates of
inflation, will be abolished immediately. First year capital

allowances, which discriminate heavily in favour of plant, machinery,

vehicles and industrial buildings, irrespective of the profitability

of the investment, will be phased out, and the Corporation Tax rate

will come down in pérallel from 52 p;r cent to about 35 per cent

(see TaQ&e 2 annexed). This will also greatly reduce the undesirable

discrimination in the present system in favour of loan finance and

—

against equity finance. The Corporation Tax rate for small companies

Nt . e

will come down in one single step from 38 per cent to 30 per cent.

So that business can plan ahead, I intend to announce all stages

for allowances and rates in the 1984 Budget, though I have not yet

decided how much to put in this year's Finance Bill.

— mp—

D' These changes will:

a. improve the quality of investment. On average a

slightly higher pre-taidyield will be required to

achieve a given after-tax yield on new investment,

and at the margin projects with a lo%Etax yvield will

not go ahead; but there will still be some tax assis-
tance for most investment that gets it now. Projects
not at present assisted, like commercial buildings,

will show a better post-tax yield;

b. reduce the total tax take from companies over the
next two years and also in the long run when the
revenue gains from reducing capital allowances run
out but the benefits of low corporation tax rates

continue.

O These fundamental changes will provide large overall benefits
for companies. But there will inevitably be some losers as well as
gainers. Tax exhausted companies will not gain from the CT package
and some will lose, as will unincorporated businesses which choose

not to incorporate; but both these categories will gain from NIS

BUDGET SECRET
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(see below). Critics of the CT package will claim that it will
reduce the quantity of new investment, particularly in manufacturing
whose investment is dominated by plant and machinery. But we expect
that in reality a considerable amount of investment will be brought
forward in the next two years to benefit from the remaining capital

allowances. More important, the quality of investment will be

raised. Some inward investment may be encouraged by a lower CT
rate, while others will be discouraged by the phasing out of

allowances which will make leasing finance more expensive. This

has
poses some problems for Nissan, as Norman Tebbit/pointed out, and

we shall need to examine that separately. (It is, of course,
the present scale of leasing that enables the banks to pay so

little by way of Corporation Tax.)

National Insurance Surcharge

Tie The abolition of NIS from 1 August is necessary to help sell

-

T e
the CT package by sharply reducing the number of losers. We are
in any event already committed to abolition in this Parliament.

It was the CBI's first priority and will bring a continuing benefit
to all employers, whatever their tax position. Coupled with the

Corporation Tax changes, it will also reduce the present tax bias

in favour of investment in capital rather than labour, and should

thus at the margin help create new jobs.

Speeding up payment of VAT on imports

8. The UK allows postponed payment, unlike most other major

EEC countries. Some manufacturers have asked for this to be ended
to help them compete with imports, although others will dislike
the cash flow impact or its interest cost. But the once and for
all revenue gain from ending it is large. I need it to reconcile
bringing forward the ending of NIS to this year with the sharp
reduction in the PSBR which we must make in this Budget if we are

to maintain downward pressure on inflation and interest rates.
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Overall effects

9% The summary table shows that there is a cash flow loss to

Eusiggﬁg_in_12§41§§ (due to PA§) and a considerably larger cash
flow gain_in 1985/86. I shall of course present the two years

together. On a wider basis, including other tax changes directly

affecting business, and scoring PAS in terms of interest cost and
not cash flow, business gains in each year - aEgut £900 million
in 1984/85 and £1500 million in 1985/86. With a neutral Budget
in 1984 and a large fiscal adjustment in prospect for 1985, this

leaves room for desirable changes in personal taxation, provided
we keep public eibenditure fla?. That will also Eg'necessary in

e 2 e ——ge

"the longer term to keep CT rates low when the temporary revenue
gains from ending capital allowances are running out, a point

that fits well with the paper on long-term public expenditure.

Conclusion

10. I have discussed the package with Norman Tebbit and Arthur
Cockfield, and the EEC aspects of speeding up VAT payments on
imports with Geoffrey Howe. They are generally content. I am

sure we should now seize the opportunity to launch this major

structural reform of business taxation.

\
11. I will be letting you have a note on the Budget as a whole

next week.

Pr- Ko

e n.L.
16 February 1984
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TABLE 1 BUDGET SECRET ANNEX

. SUMMARY EFFECTS OF MAIN CHANGES IN BUSINESS TAXATION
. Revenue & million
(cost (=)/yield (+)
1984-85 1985-86
- 4 - +
1. Corporation tax reform**

-~ abolish stock relief and
reduce first year capital
allowances; offset by

reduce main CT rate to 50%
in 1984/85 and to 45% in
1985/86;  and

- reduce small profits CT
rate to 30% in 1984/85 80

2. Abolish NIS from 1 August 1984  (@65>

%. Withdraw postponed accounting
system (PAS) for VAT on imports* 1200*

455 — 1375

Notes

* Represents once-~for-all acceleration in the VAT paid on imports.

e First stage of phased programme. The 1985-86 yield assumes, for
capital expenditure incurred after Budget Day, first year allowances
are reduced from 100% to 75% for plant and machinery; from 75% to
50% for industrial buildings; and that stock relief is abolished.
Later stages are set out in Table 2.

TABLE 2

STAGES OF THE CORPORATION TAX REFORM

First year capital
allowances for:

Plant,

: Industrial
Machinery,& Pt
Torioles ’ Buildings

Stock Relief

J /
% %

1984 /85 - 50%
1985 /86 Abolition 75 50 U5%
1986/87 50 25 about 40%
1987/88 25 WDA 4 WDA about 35%

The table sets out the years in which cash flow would firs?t

be affected by each measure if all the stages were implemented
in the next three budgets. For example the first reduction in
capital allowances and the loss of stock of relief apply in
1984/85 but affect cash flow in 1985/86.
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PRIME MINISTER

MEETING WITH THE CHANCELLOR: 16 FEBRUARY

Only fifteen minutes 1is %yailable. The Chancellor will probably

L

set out for you the schedule he has in mind for considering the

—

various Budget issues. A paper on business taxes,. corporation

tax, NIS, VAT on imports,. should reach us before the end of

‘the week, as should another paper on excise taxes. Next week

there should be a paper on taxation of the_personal sector

b

and savings, including relief on insurance premiums.

[e—

[r—

The only specific proposal received so far is the change in

the taxation of profits on gilt trading by building societies -

see separate note.

M

15 February 1984
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Treasury Chambers, Parliament Street, SWIP 3AG
O1-233 3000

15 February 1984

The Rt. Hon. Peter Walker MBE MP
Secretary of State for Energy

b i

RESIDUAL SHAREHOLDINGS

We recently agreed in E(A) (E(A)(84) 2hd meeting) that residual shareholdings in
privatised companies (other than any Special Share) should in future be held by
the Treasury. I think it would be helpful in view of the continuing mis-
understanding by outside commentators about the function of the shareholdings
(to which I referred in my E(A) paper) if I were to make a statement in the fairly
near future in order to clarify the Government's position. My Budget speech
would provide a natural home for this.

Such a statement would emphasise that our underlying intention was not to use
these shares as a lever for exerting continuing influence on the companies
concerned but Instead to sell the shares as market conditions and other
circumstances allowed.@The statement could also conveniently refer to those
companies where we are not precluded from making further sales in 1984-85, We
should then not have to make any further announcement until arrangements for a

sale were complete.

I enclose a draft of the sort of passage which the Budget speech might contain. I
should, of course, consult you and other colleagues separately about any specific
proposals to sell shares in companies which you sponsor.

I am copying this letter to the Prime Minister, George Younger, Norman Tebbit,
Nick Ridley and Sir Robert Armstrong.

/MW;/S :

NIGEL LAWSON
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Passage for Budget Speech [possibly following section on public expenditure and asset sales

targets]

Mainly as the result of its privatisation programme, the Government holds minority
shareholdings in a number of quoted companies. Questions have been asked about the
Government's intentions towards these shareholdings. It has been suggested that they
represent a continuing and deliberate means of exerting Government influence over the
privatised companies. That is not so: indeed, it would defeat the main purpose of

privatisation were it so.

Let me put the matter beyond doubt by making it clear that the Government's policy is
progressively to sell such shareholdings from its portfolio as the circumstances of the
individual companies and market conditions permit. Where there are national interests at
stake, they can be adequately safeguarded through the mechanism of a Special Share as has
already been done in the case of Britoil, Amersham and Cable & Wireless. Meanwhile, in,
order to reflect the Government's policy more closely, the Treasury, rather than the former

sponsor Department, will in future take responsibility for residual shareholdings other than

Special Shares.

During 1983-84 the Government sold substantial shareholdings in BP and Cable &
Wireless. The terms of the share sale prospectus rule out further sales of these shares
during 1984-85, but sales in ABP, British Aerospace and Britoil are not precluded in this
way. The Government will be considering the possibility of further sales during 1984-85 in
the light of market conditions and other factors. A full announcement will be made to

Parliament at the time individual sales are made.
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TAXATION OF GILT EDGED SECURITIES OF BUILDING SOCIETIES

The Treasury are proposing to tax the profits on the realisation
of gilts by building societies as part of their trading profits
rather than as capital gains. This follows advice they have
received from Counsel. I suspect the findings of Counsel are
not unwelcome to the Treasury who have been wanting to make

this change for revenue reasons.

L il S e ST ——

This will prevent building societies using capital gains on
gilts to keep their marging low. This should not, however,

seriously affect the flow of mortgages in the longer term as
it represents on average a reduction in the margin of 0.1 per
cent (the margin has been about 0.5 per cent). Lt coulds

however, be used as an excuse in the short term to delay a cut

in the mortgage rate,q¥ﬁough in practice this is unlikely to

be the case as it is doubtful whether building societies will

now make a move ahead of the Budget.

If the Chancellor goes ahead with a tax on the providers of
credit, the building societies will not be able to complain as,
notwithstanding the change in the treatment of capital gains
which brings them into line with banks, their relative position
will still be favourable as the credit tax will not apply to
that part of their lending which attracts mortgage interest

relief.

You might want to confirm with the Chancellor at your bilateral
tomorrow that this measure will not have serious effects on

the flow of mortgage finance.

il

15 February 1985
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Treasury Chambers, Parliament Street, SWIP 3AG
O1-233 3000

14 February 1984

Andrew Turnbull Esq
10 Downing Street

e i

As the Prime Minister knows, profits made by building societies on the realisation of
gilt-edged securities and similar stock have so far been treated as chargeable gains,
against which losses are allowable, and taxed under the capital gains tax regime. This
has represented something of a privilege vis-a-vis the banks, whose gains on gilts have
been subject to corporation tax. Counsel have now advised that profits on the

realisation of gilts in fact form part of a building society's trading profits, and should
accordingly come under the corporation tax regime.

The Chancellor is clear that the Inland Revenue have no choice, given the legal
opinion, but to bring the building societies into line with the banks without delay.
Strictly speaking, the change should apply to accounts which are still open, or could

properly be re-opened, ie to all the societies' 1983, and some of their 1982, accounts.
But this would be harsh, given that they have not been providing for the extra tax, and
the Chancellor believes that the right course is for the Revenue now to write to the
Building Societies Association, informing them of the legal advice, but saying that it
will be applied only from the date of the letter.

Since there will no doubt be some publicity, and an Appeal to the Commissioners
seems on the cards, the Chancellor thought that the Prime Minister would wish to be
aware of these developments, and his decision against any form of retrospection. One
small bonus is that the removal of the discrepancy between the tax treatment of gains
on gilts sold by building societies and banks will of course be well-received by the
latter, who are at present concerned about the proposal, of which the Prime Minister
is aware, to extend to them the composite rate income tax arrangements now applying
only to the building societies.

c_‘jum WD |
2

J O KERR
Principal Private Secretary
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Treasury Chambers, Parliament Street. SWIP 3AG
Ol-233 3000

13 February 1984

The Rt. Hon. Lord Cockfield
Chancellor of the Duchy of Lancaster
Cabinet Office

70 Whitehall

LONDON

SW1

fhtt.

CAPITAL GAINS TAX: ALTERNATIVE CHARGE

Thank you for your letter of 7 February.

I have a lot of sympathy with your comments on the indexation provisions. We
must think again very hard about their effect both on the administration of the
tax and on its likely yield in future years.

As you know, the Revenue have in hand a detailed review of the tax. I have
asked them to give specific consideration to your suggestion for limiting the
charge to a proportion of the net disposal proceeds.

We need to examine this and perhaps a number of other possible variants for
taxing chargeable gains in the future. It is essential to get it right this time and
we ‘need to go through all the possibilities before making the next move. Once
the Budget and Finance Bill pressures have eased a little, I propose to ask the
Revenue to let me have an interim report on their review, and it might be useful
if you and I and John Moore could get together to discuss it soon after Easter.

A copy of this letter goes to the Prime Minister.

NIGEL LAWSON
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TREASURY ECONOMIC FORECAST: JANUARY 1984 REPORT

Introduction anqksummaqx

This is the report on the internal forecast and describes
our best view of the next two or three years. ©Separate reports
are being produced on the prospects forJ%he world economy, for
public finances and for oil. More details on the UK forecast are
available on request. A revised and updated forecast will be
published on March 13 in the FSBR. The forecast is mainly
concerned with 1984 and 1985, but has been tentatively extended

into later years.

2e The Autumn Statement, including a short-term forecast, was
published in mid November. Economic statistics available since
then are, broadly, consistent with that forecast. In particular,
the inflation rate remains low; while there_ﬂas been even stronger
growth 1n consumer demand;.and an earlier than expected recovery
iﬂhexports. The labour market is strengthening. But industrial

output: at least on provisional estimates, is still showing only
moderate recovery. The balance of payments, with revisions to
earlier data, is in larger than expected surplus.

3. On the world economy we take a similar view to that of the
IMF and OECD. It looks as though there may be several years of
moderate growth and fairly low inflation:

iy

Major 6%, per cent per annum

1981 -83% 198%-85
GNP Growth 1 2%
Inflation 6 5

*US, Canada, Japan, Germany, France and Italy

But there are major worries about the world economy:
Sme—

(i) the performance of most European economies
continues poor with little progress likely on unemployment;

(ii) the size and duration of the US fiscal and trade
deficits threaten turmoil in financial markets.

™ -l

== e e
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5. The fiscal prospect is set out in some detail 1in a

separate report, essential reading for a full understanding of
public finances in the forecast. For 1983-84 our estimates of
the PSBR made from July onwards have moved within the narrow
range of £10-11 billion. Theﬁprecise f{éure in this forecast is
£10.5 billion but that is likely to change as further information,
including the new expenditure returns, becomes available over

the next few weeks. This estimate assumes that EC refunds of
about £g bllllon will beneflt the CGBR before the end of March.
This is one of the main uncertainties about %2§2_84 together

——————— S S ——
with local authority borrowing and central government spending.

B's Our forecast of the PSBR and the fiscal adjustment are
summarised in the table below:

£ billions
1982-83 1983-84 1984-85 1985-86
PSER 9 10% 8 8
(per cent of GDP) (32) (33) (2%) (23)
Fiscal Adjustment - = 1 >

7 e Subject to a margin of error of several billions either way,
our latest forecast suggests that a 24 per cent PSBR, equivalent
to £8 billion, is consistent with a Eﬁz'in taxes - relative to
full' revalorisation - of about £1 billion in 1984-85. Subject
to even larger errors, our assessment of 1985-86 is that there
might be scope for a further £4 billion tax cut (cumulatively

£5 billion) on the assumption_gf a 2+ per—ggﬁt PSER.

8. The forecast for 1984-85 is based on:

(i) full revalorisation of direct and indirect taxes

by 5.5 per cent;
.

(ii) asset sales of £2 billion;

(iii) a full spend of the £22 billion reserve on
public expenditure. This difficult judgment assumes:

CONFIDENTIAL
2




CONFIDENTTIAL

a normal level of contingencies (£% billion);
overspending by local authorities of about £1 billion

M

(highly uncertain in the present climate);
overspending on demand-led programmes (much of it

social security) of £1 billion;ﬁoffset by a normal,

nearly &£ billion, degree of underspending on cash
limited expenditure.

Q. The change in the fiscal adjustment since the Autumn
Statement mainly reflects increased revenue:

i) Higher North Sea oil receipts (over &} billion)
on account of higher production and higher sterling
oil prices (reflecting the higher value of the

dollar).

ii) Higher receipts (£1 billion) from personal income

e

tax and national insurance contributions (partly
‘higher employment, partly estimating*ghanges).

iii) Higher receipts (&% billion) from Customs taxes
because of higher consumer spending. '

The forecast for 1985-86 is based on:
i) revalorisation of 4% per cent;
ii) asset sales of £2 billion;

iii) no change in the contribution rates for National
- Insurance - even though there is a surplus forecast of
£1-11 billion (much the same, we think, as in 1984-85).

iv) A full spend of the reserve of £3¢ billion.

1ll. On the basis of the public expenditure plans for 1985-86,
which show a 44 per cent increase in cash terms, equivalent on
this forecast to little change in cost terms, the growth in
onshore revenues induced by a 24 per cent expansion of the
economy provides the basis for the sizeable fiscal adjustment,
equivalent to about 1 per cent of GDP, despite the beginnings

CONFIDENTTAL
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of a fall in North Sea revenues. This position in 1985-86

has been a feature of all recent forecasts, although its size
1s obviously highly uncertain. It is crucially dependent on
keeping public expenditure constant in real terms and on growth

in the economy.

12. The assumptions of a gradual fall in the PSBR and in the

growth rate of the main monetary aggregates points to a
continuing slow decline in the growth of money GDP:

1982-8% 1983-84 1984-85 1985-86
PSBR, percentage of GDP 34 33 21 2%
Growth rates
£M? Lk 11 9 8%
MO 2} 7 6% 6
Money GDP 9 8% 8 6%
15. Growth of nominal income is generally more stable than that
of the monetary aggregates, and consequently somewhat less

difficult to forecast. The split of money GDP between quantity
and price might be as follows:

growth rates, per cent
1982-8% 1983-84 1984-85 1985-86

Output 2% 5 b 2%
Prices 6% 5 5 &

14. The broad picture on the demand side is of export growth
offsetting for 1984, but not fully for 1985 and beyond, the
slowdown in the growth of domestic demand. Consistently with
recent and prospective increases in profitability, the recovery
continues through 1984 and into 1985:

CONFIDENTIAL
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per cent changes on a year earlier

1982 1983 1984 1985
Domestic demand 41 3% 2%
5

of which consumer spending 3L

Exports

Imports

n
2%

5%
>
-
7%
i
5

Total output (GDP)

15. There may be a gentle fall in unemployment in 1984. After
1985, with Ezi—broduction expected to fall, the growth of the UK
economy consistent with no change in unemployment may be no more
than 1} per cent per annum. ZFor both cyclicaiﬂand trend reasons,
growth in the economy may_élow further after 1985.

16. Relative to the rest of the world, the UK economy both went
into and is recovering from recession earlier than most other
countries. The comparisons over a longer time span are as follows:

per cent per annum

1964-75 LS o= 1979-85 1983-85

major 6 Se5 2.9 1% 5 -

o @ (o2 @

UK less oil 2e9 0.6 -0.3

=

Thus the forecast of UK output growth shows a smaller gap than in
most past periods, especially when oil is excluded.

17. The chart below shows that UK prices are no longer rising
faster than the rest of the world, and that the fall in unemployment
in other countries (dominated by the USA) is now, and is expected

to remain, greater than in the UK. ) .

——. t—-—’—: —
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UK TO MAJOR SIX ECONOMIES
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18. Monetary grthh is assumed to decline slowly, but with

the growth of money incomes tending to fall slowly the forecast
for activity and prices should be consistent with a fall in
interest rates. The extent and timing is bound to be heavily
affected by US and other rates and by the movement of the exchange
rate but some time in 1984, as inflationary expectatlons decline,
there may be scope for a further fall in interest rates.

CONFIDENTTIAL
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19. The uncertainties in this forecast are best illustrated
by the average errors from past forecasts:

Average errors*
Forecast calculated from:

Last Last five
10-15 Budget
years forecasts

GDP growth, 1984 on 1983% 1

RPT rise to the fourth quarter
of 1984

Current account of balance of
payments 1984, £ billion 2,

PSBR, 1984-85, per cent of GDP 1%

(£ billion equivalent in
brackets) (4%)

*
applicable to forecasts made at Budget time

20. There are, as always, some obvious risks attached to this
forecast. One that has been highlighted by outside forecasts -
wrongly so far - is on inflation. Two recent pieces of
information may give cause for concern: the sharp rise

[NB CONFIDENTIAL until 31 January] in the CBI balance of firms

e
ewpecting prices to rise; and the indications from the CBI of

an increase in wage settlements in manufacturlng in recent months.
The CBI balances do not have a very good track record as a

forward indicator, and the CBI information on wage settlements

is probably less reliable than the data from the DE's economy-wide
(but unpublished and confidential) series for wage settlements
which suggests little change in wage settlements in recent months.
Were the recent combination of sharp rises in exports and

consumer spending to continue for long then domestic inflation
could be a problem. Otherwise, the main risk to the inflation
forecast perhaps lies with the exehange rate. 3

CONFIDENTIAL
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SUMMARY TABLE AND COMPARISON OF FORECASTS

FSBR/MTFS

MARCH 1983

World Trade in Manufactures

(% change on year earlier)

1982
1983
1984
1985

GDP Volume

S
1
6%
6%

(% change on year earlier)

1981
1982
1983
1984
1985

Manufacturing Output

(% change on year earlier)

1981
1982
1983
1984
1985

Unemployment

(UK sa excluding school leavers,
millions, new definition)

1982
1983
1984
1985
1986

Q1
Q1
Q1
Q1
Q1

2.
5.0

2.9
3.0

3.0
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FSBR/MTFS

MARCH 1983

on year earlier)

1981
1982
1983
1984
1985

Effective Exchange Rate
1975 = 100

1981
1982
1983
1984
1985

Current Balance
(£ billion)

1981
1982
1983
1984
1985

Nominal GDP (mp)

(% change on year earlier)

1981
1982
1983
1984
1985
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FSBR/MTFS

MARCH 1983

PSBR and Fiscal Adjustment
(£ billion)

1981-82
1982-83
1983-84
1984-85
1985-86

Interest Rates Short-term

per cent

1981-82
1982-83
1983-84
1984-85
1985-86

Money Supply £M

(% change on year earlier)

1981-82 target period
1982-83 " P
1983-84 " ;
1984-85 " .
1985-86 " -

Money Supply £MO
(% change on year earlier)

1981-82 target period N/A
1982-83 " N/A
1983-84 " N/A
1984-85 " N/A
1985-86 g N/A

CONFIDENTIAL
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The world economy

51. Our forecast for the UK is conditional on the assumption
that existing policies will be maintained. For other countries
we attempt an unconditional forecast: our best guess at what
will actually happen. This involves judgments about policy
developments abroad, and in particular about the US.

22, Like nearly all commentators, we Jjudge that the deficits
on the Federal Government budget and on the current balance of
payments are not sustainable. In the case of the government
agfi01t, the ratio of govefhggnt debt to national income is
continuing to rise strongly and sooner or later will be curbed,
either with a lower nominal deficit or by faster growth of
nominal income (mainly through inflgtion) og;ggfh. In the case

of the current account deficit the rest of the world's dollar
assets are rising at a rate that cannot be sustained indefinitely.

—

[ —

2%, In our main forecast we assume that there is some fiscal
tightening after the Presidential election, to affect mainly

1986 and beyond. This slows growth and helps to limit the rise

in inflation stemming partly from what may be a considerable fall
in the dollar though we have no way of judgimg the timing. In
Europe efforts to reduce structural budget deficits continue, and

growth picks up only slowly.

24, The forecast for output, inflation and trade is summarised
in the following table and chart:

Output, inflation and trade
(per cent changes)

Major 6 GNP

Major ©
consumer prices

World trade in
manufactures
(UK weights)

CONFIDENTIAL
i




CONFIDENTIAL

MAJOR SIX GNP GROWTH AND INFLATION
G4 ON Q4 X CHANGES

INFLATION
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25. There may be some further rise,relative to the general rate
of inflation, in prices of industrial materials as industrial
production rises 4-5 per cent a year in the OECD.

But the scale is modest. For oil, potential supply continues to
exceed demand and the real price may continue to fall for another
two years or so. Except for oil producers, many developing
~countries are improving their debt/income and debt servicing
positions, and so contributing to the rise in world trade.
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The exchange rate and relative costs

26. Over the past year or so sterling has been falling against
the dollar and rising against most European currencies - a pattern

which we expect to be reversed over the forecast period. The
current level of the effective exchange rate is close to that

in the first half of 1983.

27. In projecting a broadly flat effective rate at a level of
around 83, we have taken account of forward rates (in the short
term), of the path of oil prices (constant in depreciating

dollar terms until end 1985), the continuing surplus on the
current account, the further fall in UK inflation, and the likely
pattern of capital flows. Oil production, expected to decline
from 1985 (possibly by 20 per cent by 1988) may lead to some
modest fall in the rate beyond 1985 though much of this, and
perhaps all, may already be discounted in the current value of

the exchange rate.

STERLING EFFECTIVE EXCHANGE RATE AND DOLLAR RATE

EFFECTIVE |
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28, Tentatively - because we have said this before and been
wrong - we see sterling rising against the dollar and falling
against the deutschmark. Because of the smaller weight of the
dollar, the export weighted index falls a little in the forecast
(2 per cent between 1983 and 1985, compared with no change
forecast for the effective rate). . Thus the weighting

of different exchange rates can make some difference when there

are sharp movements in cross rates, and the weights used in
the effective rate are not always appropriate. But the effect is
not large relative to the uncertainties involved in exchange rate

forecasting.

29. The table below shows our projections of relative costs
and prices:
1980 = 100

Relative unit labour Relative export
costs prices

1970-1980 average 75 83%

1981 108 e
1982 104 25
1983 96 91
1984 98 Rl
1985 Sl L

30, The recent behaviour of price competitiveness of UK exports
shows that exporters used the initial fall in sterling during

1981 to reduce export prices rather than to increase their profit
margins: between the first and fourth quarters of 1981, relative
export prices improved by 12 per cent and relative costs by

11 per cent. However, the fall in sterling in late 1982/early
198% saw a much more modest improvement in relative export prices
of 1 per cent or so at a time when relative costs have improved

by 5% per cent, implying a fairly substantial rebuilding of margins.
But with little change in the export-weighted exchange forecast
before the end of 1985, and UK trend unit labour costs growing
roughly in line with those of our competitors, the forecast shows
little further change in relative export prices or relative labour
costs in the next couple of years.

CONFIDENTIAL
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Trade and the balance of payments

31. The large current account surpluses of 1981 and 1982 were
succeeded by a moderate surplus in 1983. We expect no major
change over the next few years, although forecasting errors and
data revisions tend to be large.

32, The changing composition of the current account is shown in
the charts below. These show the balances on the main items as a
proportion of GDP. (Note that the scale of the two lower charts is
larger than the scale of the top two). Since the early 1970s the
balance on manufactures has been declining, and is now negative

and expected to stay negative, while other goods and services

show a generally rising trend. Beyond 1985, as the oil balance
declines, and - we think - the other trends continue, there could
be some worsening in the overall current account.
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3%, The charts give an impression of the longer-term
trends. The table below shows our forecast of the balances
by sector for the recent past and the next two years:

Surpluses and deficits, £ billion

(per cent of 1982 1983
total goods)

Fuel (17) 4%
Manufactures (66)

Other goods (17)
Total goods (100)
Services

Transfers
IPD

Total invisibles

Current balance
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34, The prospects for oil reflect the path of production which
is expected to peak in 1984 or 1985 and the continued weakness 1n
0il prices through the forecast period (see chart on page ).

A separate note on the forecasts for oil production and revenues
will be circulated by MP2. For goods excluding oil and
manufactures, there has been a persistent decline in the deficit,
reflecting increasing UK exports of food and some other non-
manufactures, and a fall in the propensity to import food and
basic materials.

%25, The balance on manufactures turned into deficit in 1983%.

This tendency was inevitable, given the swing in the oil balance
(unless the whole of the gains from oil had been invested abroad) ;
a moderate decline in the oil surplus and a rising surplus on
other goods and on services suggest that the balance on
manufactures is likely to stay in (increasing) deficit. But these
arithmetical calculations tell us nothing about the level of
domestic output, nor about the level of the exchange rate, likely
to be consistent with this overall picture. In volume terms,
imports have been increasing their share of the UK market for
manufactures for many years; and the UK has tended to lose share
in overseas markets.

UOLUME TRADE SHARES:MANUFACTURING

:“

UK SHARE OF DOMESTIC MARKET

l
l
l
UK SHARE OF qORLD TRADE
!
|
|
|
|
|
|
|
l
|

¥ r 1

I iy 1 L L) r T
197 1976 1977 1978 1979 198.1 1981 \ 1982 1983 ! 1984

I'l'l"l’l'l'l'_r'l | . b Do /R L P ) | .

CONFIDENTIAL
i




CONFIDENTIAL

6. The decline since the early 1970s in UK volume shares in
manufacturing has been mitigated by two factors:

(i) a low growth in demand for manufactures in the UK,
relative to the demand for goods and services in total.

(ii) A gain in the terms of trade - also known as a
loss of price and cost competitiveness.

37. The overall picture for import penetration is shown in the
chart below. In volume terms there was a slower rise in import
penetration economy-wide than for manufactures alone; while in
value terms there have been large fluctuations but no major trend.
Comparing where we are now with 1972 suggests some upward trend in
the value share (continued in the forecast) after allowance is made
for the commodity price booms of 1973-4 and 1977 and for the
tendency for the pressure of demand in the UK, relative to the
rest of the world, to fall between 1973 and 1983.

IMPORT PENETRATION EXCL.FUEL (% OF TFE)
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%28, The fluctuations in export volumes have continued into
recent months: after low figures in the middle quarters of 1983,
recent monthly figures have risen sharply and the fourth quarter
was some 5 per cent above the annual average. But the seasonal
adjustment could be at fault and we have therefore discounted,

to some extent, the fourth quarter level of exports as a starting
point for the forecast.

39. For 1984 and 1985 we foresee a fairly rapid rate of growth

of exports of manufactures as the world recovery continues against
a background of recent improvements in cost competitiveness for
UK products. For imports of manufactures, some fall on the rapid
growth rate seen this year seems likely in 1984, while in 1985

the slower growth in the domestic demand for manufactures should
restrain import growth.

40. The outlook for trade prices is important both for the
balance of payments and for domestic inflation. Overall, the
terms of trade (less fuel) have hardly changed over the last
three years: the fall in sterling has been offset (at least
until 1983%) by falls in the world terms of trade between
commodities and manufactures; and by importers into the UK
cutting their profit margins (which were very high in early 1981)
until now it looks as though, taking manufactures and non-
manufactures together, importers are charging prices in the UK
which are not out of line with those charged elsewhere. (This
also implies that were sterling to fall there would probably be
somewhat more effect on the domestic price level than was
observed in the period 1981-3).

41, Overall the terms of trade are not expected to change much,
with both import and export prices rising at an annual rate of
about 5 per cent, compared with a rise of 10 per cent in import
prices in 1983.

42, The invisibles balance - made up of services, transfers, and
net interest, profits and dividends - has, so far, shown
disappointingly little improvement. The build up of UK owned
foreign assets, from a net £20 billion at end-1980 to an
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estimated £70 billion by end-1983, has been accompanied by little
growth in net IPD. This may reflect, in part, the inadequacy of
the provisional statistics for 1983. Genuine factors include the
falls in world interest rates since 1981 and the emergence of the
UK from recession earlier than other countries (and hence an
earlier rise in UK profits and thus debits). Ignoring, to a
considerable extent, the message of the 1983 IPD statistics (which
imply a very low return on UK owned assets abroad), the forecast
sees a substantial growth year by year. The services balance, as
a percent of GDP, should rise as recovery in the rest of the world
continues, but, as the chart on page 15 shows, by 1986 the
balance in real terms, is still below the level in the late 1970s.

43, Overall, the current account surplus in 1983% is put at

some £2 billion; the proposed change in treatment of gold will
raise that by &£ billion or so; and it would not be surprising if
there were upward revisions (common in earlier years) to early
estimates of the surplus on invisibles, particularly IPD. There
is not much change in the current account surplus for 1984 and a
small decline in 1985. Very broadly, this reflects growth in the
UK which is a little less than in the industrialised countries as
a whole, with no major change in commodity prices. Beyond 1985
the tendency for the current account to worsen may continue as
01l production falls. But that will be only one influence amongst
many .
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Demand and activity

u4, The personal sector's spending, particularly on consumer
durables and dwellings, has been rising rapidly since early 1982.
By the end of 198%, the volume of total consumer spending was
some 7 per cent higher than in early 1982, with durable spending
up 40 per cent. Over this period the real income, after tax, of
the personal sector rose by only about 3 per cent.

45, While we can explain the modest rise in non-durable spending
over this period in terms of the rise in income and falls in
inflation and interest rates, the boom in durables has been
considerably stronger than we, or our equations, foresaw.
Consumers have taken on extra debt - from banks, building
societies and shops - in order to finance the fall in the savings
ratio. A sharp improvement in consumer confidence since 1982 has
reflected: the resumption of a rise in real incomes, particularly
for those in work; lower inflation and interest rates; as well as
a strengthening of asset prices. We made some allowance for this
in earlier forecasts - considerably more than most outside
forecasters - but the fall in the saving ratio has been quicker

than we expected.

46. The forecast for consumer spending takes account of the
flows in income and saving, together with analysis of the stock
of wealth implied by the flows and revaluations. In the absence
of major shocks, the prospects are for continued real growth in
after-tax income, as the rise in earnings remains above price
inflation and as employment grows slowly. (A lower growth in
real wages, much of whiach would be offset in the medium term by
higher employment, would probably affect the distribution of
income between those in and those out of work, as much as the
total income of the personal sector). From 1985-86 in particular,
the forecast/assumption of a substantial cut in income tax -
dependent on keeping public expenditure roughly constant in

real terms - allows faster growth in real incomes, which is the
main factor behind the rise in consumer demand over the next

few years.
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per cent changes on a year earlier

Real Personal Expenditure (constant Erices}

on:
disposable income durables non-durables dwellings
1982 0 8 7
1983 1% 18 22
1984 32 (£ )* 9 >
1985 3 (13)* =1 5

*of which fiscal adjustment.

47. Personal sector spending may grow broadly in line with incomes
in 1984 and 1985, consistently with little change in the ratio of
net financial wealth to income, as falls in interest rates and rises
in asset prices increase personal sector wealth. A roughly constant
saving ratio reflects the opposite influences of the strong rise in
real incomes and the fall in inflation. Investment in dwellings has
been helped by the rapid growth in housing improvement grants but
investment in new housing is also strengthening.

SAVING RATIO AND WEALTH:INCOME RATIO

WEALTH: INCOME RATIO

SAVING RATIO
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48. This forecast of consumer spending and saving is reflected
in continued growth of debt, at a slower rate than in recent
years, but still well above the growth of income. We have
little idea how far or fast this will go: it may yet be some
time before the adjustment to a freer credit system is complete.
The consequence of higher borrowing for the debt/income ratios
1s set out in the chart below:

TOTAL Bank,B.Soc. & HP borrowing

b
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49. The historically high levels of the debt/income ratio
suggest that the personal sector could be more vulnerable to

rises in interest rates - and possibly more volatile in its
spending - than in the past. But there do not seem to be any
obvious limits in the short or medium term.

50. While the stock of debt continues to rise in relation to
income, the fall in interest rates means that the level of
interest payments, in relation to income, has not risen further
since 1981, and no substantial change is envisaged:
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GEARING

PERSONAL SECTOR GEARING
(EXCLUDING LOANS FOR
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The company sector

51. All the evidence points to a rapid increase in company
profits since the low point of early 1981, reflecting both
higher domestic sales and better margins at home and overseas.
In real terms, the level of profits, excluding North Sea
operations, has risen by over one third, back to the level of
early 1980. Companies have increased their spending since 1981,
but more slowly than income, and so improved their liquidity
position. Bank borrowing declined in 1983.

52. It is difficult to go beyond these very general statements
because of the size of the discrepancies in the company sector
statistics (the "balancing item") in the national accounts:

Industrial and commercial companies (including oil), £ billion

Financial Other Balancing Borrowing
surplus identified item requirement
financial*®
transactions

1981 2%
1982 2

1983 (first three 6%
quarters,
annual rate)

*
including investment abroad

* %
including effects of CS strike (reduced

borrowing by perhaps &£2 billion in 1981 and
increased it by a similar amount in 1982)

Thus companies borrowed much more in 1982 and 1983 than can be
explained by ldentified transactions, and built up their liquid
assets. |

5%5. The CSO are investigating the reasons for these large
discrepancies. Whil<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>