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The Cabinet considered a memorandum by the Chancellor of the 
Exchequer (C(82) 1) on the Government ' s economic s trategy and i t s 
imp l i ca t ions for the p repara t ion of his fo r thcoming Budget on 9 M a r c h . 

T H E C H A N C E L L O R OF T H E EXCHEQUER said that the la test forecasts 
predic ted continuing, though slow, r ecovery i n output and a fur ther f a l l 
i n i n f l a t i on . Unemployment was l i k e l y to edge up a l i t t l e fur ther i n 
1982, though at a d imin i sh ing ra te , whi le i n d u s t r i a l p roduc t i v i t y should 
continue to i m p r o v e . The general p ic tu re was one of continuing 
recovery , w i t h encouraging signs of r ea l improvemen t i n the economy, 
though this could be inval idated by events beyond the Government 's 
con t ro l such as high in t e res t rates i n the United States of A m e r i c a or a 
serious set-back on pay. Fo r the recovery to continue, and to secure 
a genuine improvement i n the employment s i tuat ion, i t was essential to 
persevere w i t h the present economic s trategy. F o r domestic and 
overseas confidence i n the strategy to be sustained, the f inancia l f r ame
w o r k had to be c red ib le . Wi th in this f r amework the size of the Publ ic 
Sector B o r r o w i n g Requirement (PSBR) for 1982-83 was c r u c i a l . The 
present forecast , which could change substant ial ly before M a r c h , gave 
a p rov i s iona l f igure of ra ther less than the £9 b i l l i o n for which the 
Government had planned at the t ime of the 1981 Budget. This forecast 
was based on the assumptions that public spending next year would be at 
the l eve l agreed by Cabinet i n November - a planning total of about 
£11 5 b i l l i o n ; and that income tax thresholds and excise duties would be 
increased i n l ine w i t h in f l a t ion , but that the tax s t ruc ture and rates were 
i n other respects unchanged. He would now welcome the views of the 
Cabinet on what might be the appropria te size of the PSBR i n 1982-83 
and, i f some reductions i n taxat ion should t u r n out to be possible , how 
these migh t be d i s t r ibu ted . 

In consider ing the size of the PSBR, a balance had to be s t ruck between 
the objectives of b r ing ing about lower i n t e r e s t rates and, where possible , 
making tax reduct ions, To plan for a PSBR of , say, £7 - £8 b i l l i o n 
would give a better prospect for lower in te res t rates which would be 
helpful to i ndus t ry and to people w i t h mortgages; i t would not, however, 
leave any r o o m for tax reduct ions, apart f r o m those changes a l ready 
assumed i n the forecasts . On the other hand, to go for a PSBR above 
about £9 b i l l i o n was l i k e l y to lead to higher in te res t rates than now, to 
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affect the confidence of the f inancia l marke t s , and to r i s k so la rge a f a l l 
i n s t e r l ing as to jeopardise the prospects of reducing in f la t ion and to 
i m p a i r , or even reverse , r ecovery . 

In so far as tax reductions were possible , the choice was b road ly 
between measures which would d i r e c t l y affect p r i ce s , those which 
would reduce income tax, and those which would d i r e c t l y ass is t 
companies; though elements of a l l three could be included i n the f ina l 
Budget package and he would also be consider ing a number of other 
smal le r i t e m s , as w e l l as the s t ructure of the N o r t h Sea tax r eg ime . 
Measures to affect p r i ce s could include less than f u l l r eva lo r i sa t ion of 
excise duties or a reduct ion i n the rate of Value Added Tax; such changes 
would avoid additions to the Re ta i l P r i c e Index. Fo r the personal 
sector, an increase i n tax allowance of 10 to 11 percentage points above 
in f l a t ion would be necessary to res tore tax thresholds , as a p r o p o r t i o n 
of average earnings, to the i r 1978-79 leve ls ; an increase would b r ing 
benefits i n wage bargaining, and would d i m i n i s h the pover ty t rap and 'why 
w o r k ' p rob l ems . Assistance to companies would have the most d i r e c t 
impac t on companies ' income, though at the r i s k of some leakage into 
wages; the ma in proposal which had been canvassed was for a reduct ion 
i n the National Insurance Surcharge (NIS). 

In d iscuss ion the fo l lowing were the ma in points made:

a. I t was general ly agreed that the a i m should be to main ta in 
the Government ' s broad economic s t ra tegy ; any r ad ica l departure 
now, i n search of benefits wh ich could be only s h o r t - l i v e d , would 
be damaging to the Government 's c r e d i b i l i t y and deeply disappointing 
to i t s suppor ters . The 1982 Budget should be seen as a development 
of present po l i cy . Its a i m should be to give confidence and hope to 
indus t ry , to the public general ly , and to the Government ' s 
suppor ters . 

b . I t would be a mistake to go too far i n offer ing tax and other 
re l ie fs i n the coming Budget. Something should be kept i n hand 
to deal w i t h d i f f icu l t i es which could emerge la te r i n the year. The 
r i g h t course was to leave r o o m for progress i n l a t e r Budgets i n 
which there could be fur ther tax reduct ions . I t was p a r t i c u l a r l y 
impor t an t to avoid the mistake of going so far i n the 1982 Budget 
that re t renchment might be necessary i n 1983. The Government 
should not put at r i s k the publ ic ' s sense of i t s competence i n the 
handling of the economy through a pe r iod of great d i f f i cu l ty and 
recess ion. I t would be impor tan t to be sure that measures included 
i n the Finance B i l l would be supported i n the House of Commons and, 
i n p a r t i c u l a r , to avoid any which migh t have to be wi thdrawn through 
l ack of support f r o m Conservative Members of Pa r l i amen t . Care 
should be taken i n the r ema in ing weeks before the Budget not to 
arouse over op t imi s t i c expectations of i t s contents. 
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c. I t was general ly agreed that i t would be better to make tax 
reductions ra ther than to plan for a PSBR as low as £7 - £8 b i l l i o n 
i n the hope of b r ing ing about lower in te res t ra tes . Tax reductions 
offered a more ce r ta in , and v i s ib l e , benefit than the possible 
reduct ion of in te res t ra tes . The Government could influence the 
l eve l of in te res t rates only to a l i m i t e d extent; the effect on in t e res t 
rates of a lower PSBR could be more than offset by other factors 
such as high in t e re s t rates i n other countr ies , notably i n the United 
States of A m e r i c a . 

d. A number of M i n i s t e r s thought that i t would be r igh t to p lan 
for a PSBR of up to £9 b i l l i o n . This should a l low for tax reductions; 
i t should also avoid put t ing at r i s k the r ecovery of the economy, and 
the prospects for continuing export led growth , by going so high as to 
lose the confidence of the f inancia l marke ts i n the Government ' s 
economic po l i cy . 

e. Some M i n i s t e r s thought that the PSBR should be somewhat 
h igher - perhaps £10 - £11 b i l l i o n - and that this would not undermine 
marke t confidence, provided that the PSBR was no higher as a 
percentage of Gross Domest ic Product than i n previous years . The 
f inancia l marke ts migh t be encouraged to accept bo r rowing at this 
l eve l i f the PSBR were rec lass i f i ed to d is t inguish public sector 
b o r r o w i n g to finance capi ta l and product ive investment , o r poss ib ly 
to exclude some of such b o r r o w i n g f r o m the PSBR; on the other 
hand, the marke t s migh t discount such rec lass i f i ca t ion , and any 
rev iew of the def in i t ion of the PSBR could lead to the inc lus ion of 
some types of b o r r o w i n g at present outside i t s scope. I t was fur ther 
suggested that, i f a high PSBR led to i n s t a b i l i t y i n the exchange rate , 
this migh t be met by the United Kingdom deciding to par t ic ipa te i n 
the exchange rate mechanism of the European Monetary System. 

f. In consider ing how any f inancia l r e l i e f m igh t be d i s t r ibu ted , 
i t was general ly agreed that the emphasis should be on giving help 
to companies ra ther than to ind iv idua l s . While there were now 
signs of economic recovery , there was s t i l l a long way to go, and 
i t was impor t an t to take steps to strengthen the count ry ' s i n d u s t r i a l 
and c o m m e r c i a l base. Th i s , ra ther than reductions i n the r e a l 
rate of personal taxation, was the best way to respond to the p r o b l e m 
of unemployment and to open up the prospect of creat ing jobs . 

g. I t was general ly agreed that income tax thresholds should be 
increased i n 1982-83 i n l ine w i t h in f l a t ion ( "Rooker -Wise" ) . I t was 
suggested that the Chancellor of the Exchequer should not seek to 
make good i n the 1982 Budget the effects of not indexing thresholds 
i n 1981-82, but that some r e l a t i v e l y modest changes i n personal 
al lowances, over and above "Rooker -Wise" migh t be considered for 
the 1982 Budget. Fu r the r changes i n personal taxat ion should be lef t 
for considera t ion i n the 1983 Budget. 
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h . I t was agreed that, w i t h the exception of p e t r o l and derv , 
i n d i r e c t taxes should be fu l ly r eva lo r i s ed . I t would be helpful 
to i ndus t ry and to r u r a l communi t ies i f any increases i n the 
t a x on p e t r o l and de rv were less than f u l l r eva lo r i sa t ion ; 
i t was un l ike ly that a m a j o r i t y i n the House of Commons would 
support a measure to increase the p r i c e of a gal lon of p e t r o l 
by 9p, which would be the effect of f u l l revalor isat ion. 

i . Opinion was divided on whether the m a i n measure to help 
i ndus t ry should be a reduct ion i n the NIS. Some M i n i s t e r s 
wished p r i o r i t y to be given to this reduct ion: the public were 
resentful of what they saw as a tax on employment , at a t ime 
when 3 m i l l i o n people were unemployed; and i t would be w a r m l 
welcomed by indus t ry as a response by the Government to the i r 
representat ions . These M i n i s t e r s doubted whether i n present 
c i rcumstances any s ignif icant p a r t of the benefit would be 
passed on i n the f o r m of wages ra ther than used to res tore 
p r o f i t a b i l i t y and to increase investment and output. Other 
M i n i s t e r s thought that a reduct ion i n the NIS would be m i s 
d i rec ted : less than one - th i rd of NIS payments were made by 
manufactur ing indus t ry and much of the benefit would go to the 
banking and N o r t h Sea o i l sectors whose needs were r e l a t i ve ly 
less press ing . Unless steps were taken to prevent i t , some 
of the benefit would also go to loca l author i t ies and nationalised 
indus t r i e s . The trade unions would be l i k e l y to seize the 
oppor tuni ty of the reduct ion to re inforce the i r c la ims for higher 
increases than otherwise i n the coming round of wage 
negotiat ions; the r e su l t could be that much of the benefit would 
be taken up by wage increases . 

j . I t would be bet ter not to devote any fur ther substantial 
resources to large p rogrammes of publ ic sector capi tal inves t 
ment which would be slow i n f r u i t i o n and i n helping to reduce 
unemployment . A better course would be to consider 
measures to s t imula te , and to accelerate , investment i n 
selected sectors by offer ing t i m e - l i m i t e d f inancia l incentives 
which would be available for , say, investment undertaken i n 
the next two years . In p a r t i c u l a r , there was support for 
measures to s t imulate a p rog ramme of house improvement : 
this w o r k was labour intensive, and so would be useful i n 
reducing unemployment; a p rog ramme could take effect 
qu ick ly ; and i t would be seen as a posi t ive and necessary 
measure to res tore the qua l i ty of the country ' s housing stock 
which was r ap id ly de te r io ra t ing i n a number of areas . 
Proposals for inves tment by the nat ionalised indus t r ies showJQg 
a sat isfactory r e t u r n should not be held back by capi ta l r a t i o n 
ing ; cash planning systems i n the publ ic sector should be 
operated so that capi tal p rogrammes did not suffer and were 
able to benefit f r o m underspending elsewhere. 
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k. I t would however i n general be bet ter for any new 
assistance to pa r t i cu l a r sectors of indus t ry to be given by way 
of tax reductions ra ther than increased public expenditure. 
Al though some public expenditure had the effect of helping the 
p r iva te sector, this point was not general ly and read i ly 
perce ived; and i t was impor t an t that the Government should not 
be c r i t i c i s e d for appearing to preside over an inexorab ly , 
expanding public sector. 

1. F u r t h e r considerat ion should be given to proposals for 
pr iva te sector pa r t i c ipa t ion i n public sector p ro jec t s , such as 
the roads p r o g r a m m e . There were poss ib i l i t i e s for using 
public sector money i n par tnersh ip w i t h pr iva te sector finance, 
f o r example i n house bui ld ing , w i t h a ve ry beneficial gearing 
effect i n the sense that a r e l a t i v e l y s m a l l in jec t ion of publ ic 
sector money could lead to a considerable investment p r o 
g ramme . The Secretary of State for the Envi ronment , i n 
consul tat ion w i t h the Chief Secretary, T reasu ry , would shor t ly 
be making proposals to the M i n i s t e r i a l Commit tee on Economic 
Strategy on the poss ib i l i t i e s for the d i r e c t involvement of m a r k e t 
finance i n const ruct ion projects i n the public sector. 

m . Although i t had so far proved imposs ib le to w o r k out a 
prac t icable scheme, i t would be he lp fu l i f there could be some 
reduct ion i n i n d u s t r i a l energy costs. The Secretary of State 
for Energy would shor t ly be making proposals to the Chancellor 
of the Exchequer on e l e c t r i c i t y p r i ces for large i n d u s t r i a l users . 
The Secretary of State for Indus t ry had put proposals to the 
Chancel lor of the Exchequer for measures to help sma l l f i r m s , 
to s t imulate en te rpr i se , and to encourage the development of 
new technology. 

n . In consider ing the measures i n the 1982 Budget, account 
should be taken of the i r impac t on the coming round of wage 
negotiat ions. Mos t wage earners were seeing the i r personal 
disposal incomes reduced by increases i n tax, national insurance, 
rates and fuel b i l l s ; about two- th i rd s of trade unionists l i ved 
i n counci l houses and they were faced w i t h rent increases too. 
This would increase the pressure for h igher wage increases i n 
the coming pay round. In the public sector, where cash l i m i t s 
operated, i t could i n d i r e c t l y lead to cuts i n capi ta l expenditure 
to compensate for increased wage costs. Considerat ion should 
be given to the p o s s i b i l i t y of inf luencing wage bargaining i n 
selected sectors of p r iva te indus t ry ; for example, i t migh t be 
indicated that i f the const ruct ion indus t ry were to settle at a 
r e l a t i v e l y modest l eve l of wage increases , the Government would 
then be w i l l i n g to introduce tax allowances which would s t imulate 
a c t i v i t y , and employment , i n the indus t ry . 
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THE P R I M E MINISTER, summing up the discussion, said that the 
Cabinet recognised that the Chancellor of the Exchequer would have to 
determine both the m a i n budgetary judgment and the details of budgetary 
measures i n the l i gh t of the s i tuat ion and prospect as they appeared 
nearer the t i m e . The discuss ion had shown that the Cabinet agreed 
that i t would be r i gh t to continue on the broad s t ra tegy which the 
Government had followed h i the r to . I t was essential not to put at r i s k 
the objective of reducing in f l a t ion ; w i t h i n that the a i m should be to 
enable the country to take advantage of the prospects of recovery . 

The Cabinet 

1. Took note, w i t h approval , of the P r i m e M i n i s t e r ' s 
summing up of the i r d iscussion. 

2. Invi ted the Chancellor of the Exchequer to take 
account of the views expressed and the points made i n 
discussion i n the p repara t ion of his fo r thcoming Budget. 

Cabinet Office 

28 January 1982 
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