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e, At Cabinet on 10 July you were asked in consultation with
those of us concerned to circul € r in due course on the
options for further measu £ al support. I should
like to give you my initial vie s question before the
supmer break, although I hope there will be an opportunity to
review the position again and to discuss your paper before you
circulate it more widely to colleagues.

The Prospects for Companies

2. It is now clear that in the few months industry has
moved sharply into recession. Th ne point reduction in IMIR,
though helpful, has not had a signi i 5 effect on companies'
finances. The corporate sector's financial deficit may well
be very high th year. The cumulative effect of deficits in
1979 and over- year and n 1ill be thab many companies

4 ome highly geared. Dependence on bank borrowing will in-
crease, while liquidity declines. Company liquidations are now
at a higher level than previous peaks, and rising.

-

s Within the corporate sector, manufacturing companies are
expected to Le hit particularly hard. They face intense com-
petition and demand in both hoge and overseas markebs.

The destocking appears to be Taking place is helpful to
liquidity, but damages oubput and supplicrs (though it me
reduce imports)- The profitability of manufackuring companies
may be even worse than in 1974./75, itsell the culmination of
years of declining profitability, and it is certain that lanpe
arcas of manufacturing industry will be operating at a loss in
real terms this year.

b, Our policy of squeczing inflation oub of the economy of
course requires a period of pressurc on the corporate scctor,
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in order to lay the basis for the sound sustainable growth
described in our Medium Term Financial Strategy. 1 do not

in any sense advocate a change in that policy. Indeed one
possible way forward would be to identify further public
expenditure cuts to reduce the PSBR and bring interest rates
down more rapidily. Unfortunately it may be very difficult

to achieve quick results through this route. But while in
the medium term companies' prospects will be much improved by
a reduction in inflation and (I assume) in interest rates, I
believe in the shorter term we need to keep a carcful watch

on the speed at which pressure develops and the possible con-
sequences for certain sectors and activities. Companies
inevitably require time to adjust. To the extent that a
reduction in inflation reflects an inability by firms to raise
prices, even this may initially intensify the liquidity squeeze
and reduce profitability in the short term.

o The evidence so far available suggests the possibility of

a severe liquidity shortage developing, leading to loss of
productive potential in several hitherto viable sectors. Where
productive potential is maintained, discretionary expenditure of
all kinds (including capital investment, R & D, product improve-
ment and marketing) is likely to be cut back, jeopardising
companies' ability to respond to the improving environment ahead.

63 We also have to bear in mind the likelihood that, even after
interest rates have come down, North Sea oil will keep the
exchange rate higher than it would otherwise be. This will
increase the pressure on those sectors (typically in manu-
facturing industry) exposed to international competition.

7 I attach a paper setting out in summary form our latest
assessment of the position and prospects of the main sectors

of manufacturing industry. Assessments of this kind must be
treated cautiously and I do not place too much weight on this
one. Nevertheless, even taking account of prospective reductions
in inflation and interest rates, it indicates serious cause for
concern about the future of large parts of industries such as
vehicles and components, construction equipment, domestic
electrical appliances, batteriés, consumer electronics, clothing,
knitwear, footwear, leather, paper and board and furniture. —
This list excIudes public sector steel and shipbuilding, which
have their own difficulties, and a number of other industries
which undoubtedly face a tough period ahead.

Work Already in Hand

8. The reduction of inflation will in the medium term be our
greatest single contribution to laying the foundation for the
prosperity of the corporate sector. But we have also given
companies a great deal of help through your Budgets and by other
measures, and we have a programme of continuing work in hand.
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9. I attach psrticular importance to the work of the TASE
Group. The issues under consideration there are central to
the restoration of vitality to the corporate sector and T am
sure you will agree that we should press on with this part of
our worl with all possible speed.

Need for Further Measures

10. Nevertheless I am convinced that the situation has reached
a point where we must now consider yet further measures which,
without departing from our basic strategy, will seek to ensure
that the corporate sector retains the ability to take advantage
of the improved business climate that will surely come.

believe we must contemplate a_change in the bal e

of our scarp S i Z

realise of course that the pu > sector of industry has cla
and may continue to claim - a greater share of resources than
we envisaged. This is a matter of profound regret to me,
although it must be remembered that much of the extra assistance
going to the public sector is finding its way through to sup-
pliers and support industries in the private sector and to that
extent may be more beneficial than may immediately appear.
However, I believe we should now exercise some of the options
for giving further support to the private sector.

11. With some exceptions, most of the possible measures we could
take would take several months to become effective. This means
that to some extent any decisions we take must be based on a
Judgment about fugype developments. It also means, I believe,
that we must review all the possibilities at this stage, even
though the real squeeze has only just begun, so that we can be

in a position to take decisions quickly if it becomes necessary.
Even where measures take time to become fully effective, an early
announcement can give a considerable psychological boost to the
confidence which is often a vital factor in business decisions.

712. Tor these reasons I very much hope you will agree to include
in your paper for colleagues the fiscal options open to us as
well as the expenditure options. Many (though perhaps not
necessarily all) of THe fiscal options could no doubt only be
implemented in a Budget context, but to be effective from the
date of the next Budget many of them would have to be considered,
and in some cases announced, some months beforehand. I do not
think it would be helpful to restrict the next Cabinet discussion
to expenditure measures alone. In general, fiscal measures will
tend to benefit corporate liquidity, and expenditure measures
will help preserve some parts of productive potential and main-
tain "seed corn'. I believe we need to consider both these
approaches. Within them I see distinctions more in terms of

the relative objectives, size and speed of possible measures, and
whether they are likely to be indiscriminate or selective in the
benefits they confer.
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13. I set out below the list of possibilities I should like to
see considered. I should stress that I regard these as options.
I shall not necessarily be proposing that they should all be
implemented at this stage : clearly there are significant PSBR
implications. Nevertheless yithin the list (which you will
notice already omits a mumber” of possibilities I have decided

not even to offer for consideration) there are some items which

I would regard as having a certain priority, and as worth doing
i? their own right independent of the present economic conjuncture.
These are:

(a) ?‘the increase in support for science and technology
(which I have already discussed in detail with John
Biffen);

(b)  more effective use of public purchasing;

(c) 7 assistance related to large overseas projects; and

(@)  further assistance for small firms.
I deal with each of these in more detail below.

Q4. Concentrating first on measures aimed at easing liquidity
pressures, I believe we should consider the following options:—

i) The Wational Insurance Surcharge

This was imposed by the previous Government in response to
a crisis largely of their own making, and we should get rid
of it as soon as circumstances permit. At Cabinet on 3 July
there was general agreement not to modify the NIS at this
stage and I am not now in favour of this form of help because
it can so easily leak into pay. I believe, however, that
we should give serious study to the NIS for the future
in case the liquidity crisis became really severe and a
reduction became necessary. I understand that in order to
implement a reduction by the time of the 1981 Budget, you
would need to announce the change in about November of this
year. I believe we should consider that option seriously,
though of course I know there would be difficult PSBR

—

implicatigng. \/
ii)  The "Lord! Proposﬂp/

This is guch smaller-scale but could be useful in directing
assistance of perhaps £0.3bn a year to tax-exhausted but
viable companies (althéugh I recognise that the scheme could
encourage bank borrowing%. I know you are already studying
this proposal, and I hope you will consider including it in
your paper for colleagues.

Reduction/....




iii) Reduction of BEmployers' Contribubion to Redundancy
Payments

I believe we should consider giving further relief to
companies through a larger inerease in the rebates payable

rom the Redundancy Fund. We have already agreed (but
not yet announcﬁd) that rebates should be increased this
November from 41% to 50% of the statutory minimum pavmonts.
I believe we should consider a further increase to 60%.
This would be of direct assistance to companies which are
forced through financial difficulties into declaring
redundancies.

iv) Heavy Fuel Oil Duty

UK excise duty on heavy fuel oil is the highest in the
Buropean Community. t currently yields Sl%pn in a full
year. Abolition would initially help the olil companies, but
the corporate sector as a whole should be able to secure

a share in the benefit in the form of reduced costs. To
the extent that heavy fuel oil is used in electricity
generation, there should also be a marginal benefit on
electricity prices. You may wish to consider replacing

the duty by VAT, thus bringing the UK into line with our
principal Community partners.

v) Extension of Deferral of Stock Relief Clawback

The present Finance Bill contains a useful deferral of the
stock relief clawback for businesses that reduce their
stock levels for one year only. Since the current period
of destocking seems likely to continue for several months,
I believe there is a case for extending the relief to dips
that last for two years. In addition, to help those
businesses forced to make large reductions in stocks, we
may need to consider writing off stock relief after 3 years
instead of the present 6 years.

15. In addition to these possibilities, I kmow your officials
and the Revenue are already looking at the implications of
offering improvements in the tax relief on R & D expenditure.

I shall be interested to see the result of this work, and I hope
we can consider this possibility alongside the others I have
listed.

16. I turn now to measures designed to encourage companies to
maintain discretionary expenditure or to help our firms win
ipPortant contracts overs Such measures . would be distinct
from any general or dlscrlmlnatory relief from pressures on
liquidity. They need not be expensive, and in relation to

the economy as a whole their effect may seem small. But their
aim would be to counteract the undesirable effects of the
liquidity squeeze in certain cases, by waintaining "seed corn"

expenditure/. ...




expenditure on which future prosperity relies. I do not
envisage that any new instruments would be required : the
Science and Technology Act 1965 and the Industry Act 1972
provide sufficient powers. Vithin thess exdsting instruments,
it is difficult at this stage to be precise about where further
resources could most effectively be spent. This will depend on
what possibilities emerge and on the overall situation as it
develops. Nor is it easy to quantify p: isely how much extra
money would be needed, but I envisage additional expenditure of
the order of £50m in 1981/2, S%QS in 1982/% and £90m in 198%/4,
inclusive of tHE additional scf®Rce and technology funds for
which I have already bid. I would envisage allocating such
extra resources under the following broad headings:

i) R & D and Product and Process Development

In addition to the additional funds for which I have already
bid, I believe the allocation of further resources to the
Product and Process Development Scheme could be helpful.
Improvement of the scheme might usefully take the form of

an increase in the percentage (currently 25%) of Government
assistance, or of some simplification of the administrative
prodedures.

ii) Public Purchasing

Better use of public purchasing policy could bring con-

siderable help to industry. There are several ways in

which this could be done, including development contracts

for nmew products or processes and purchases of prototypes
r for demonstration or testing in the public sector.

iii) Overseas Projects

A relatively small amount of Government assistance - for
example with the development of a product or process — can
sometimes enable British cowpanies to win large overseas
contracts which can provide a firm basis for future expansion
and development. I believe an increase in expenditure in
this area could bring considerable help to certain sectors.

iv) Investment Incentives

I believe there may be scope for giving effective assistance
to companies, in terms of waintaining investment levels for
a relatively low Govermment outlay, via stimulation of the
demand for assistance under Section 8 of the Industry Act.
Again, we may need to look at the possibility of some
modification of the present criteria.

) Private Sector Exchapge Risk Guarantee Scheme

The exchange risk guarantee scheme for EIB and ECSC loans
has proved a useful way of stimulating private investment.

There/. ... -
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There is no immediate cost to the PSER and I believe we
should consider a further increase in the lipit on this
scheme. We may also necd to consider an extension of
its period of operation beyond the present limit of the
end of 1981.

Energy Costs

17. I have already listed (paragraph 14(iv))one relatively
minor way in which industry's energy costs might be reduced.
But I believe we need to look urgently at the whole area of
energy cos There is increasing ence that we are now
out of 1 with our main competitors and that this is putting
Our industry at a disadvantage. I am writing separately to
the Secretary of State for Energy on this issue and I may well
need to come back to it with you in due course.

Swpall Firms

18. Many of the measures I have listed would help small firms
as well as large. But I believe that in addition we should
keep up the momentum of improvements in the assistance offered
specifically to small firms. I believe that fiscal measures
are the most effective means of stimulating the small firms
sector and I attach particular importance to the results of the
FASE exercise. But there are also various possible measures
involving expenditure. I am considering in particular an
initiative which would increase the resources available for
helping swall firms in the urban areas, ie those parts of England
not covered by COSIRA.

Regional Development Grants

19. Many of the possibilities I have listed could only take
effect in 1931/2. If the liquidity pressures sharpen quickly

in the coming weeks, I believe we may need to consider more
immediate and quicker-acting measures. Principal among these
would be the removal of the 4-month deferment of Regional Develop-
ment Grants introduced in your 1979 DUIEET. I realise this
option is unpalatable on public expenditure grounds, and indeed
goes against our current thinking that —the perrod of deferment
might even be lengthened, which I am exploring with colleagues
concerned as I undertook to do. Nevertheless, I believe that

we should bear in mind the possibility of cancelling the deferment
in response to what might become a rapidly changing set of cir-
cumstances facing the corporate sector. This option is one of
the few capable of bringing immediate relief to a considerable
section of industry.

20. I hope that during the Recess our officials can go through
all these options in detail, and I look forward to discussing
———————

———
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the terms of your paper to colleagues when we return.

21. I am copying this letter to the Prime Minister, the
Secretaries of State for Employment, the Environment, Scotland,
Wales and Northern Ireland and Trade, Energy, the Chief
Secretary, and Sir Robert Armstrong.

-
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