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SOME MATN ECONOMIC ISSUES

.

This note aets out as briefly es posaible tho stage
reached in working out our position on a number of central
issues, and points up a mmber of important mattera for
diacusaion. L

FUBLIGC SPENDING, TAXATTON AND GOVERNMENT BORROWING

2. At the globsl level we have in effect to plan the best
cambination of econcmles in mpending,{ reductions in the pubiic
sector defielt end tax reductions, gross snd net (1 e nfter

. al!.mring for “switching"from direct to indirect taxatinn)
To reach our preferred cutcome is rather like solving a set
of simultaneous equations with thres unknowns by what
mathematiclans call the method of “successive approximations",
Gne ptarts by specifying intuitively sensible figures in each
of the threse areas, confronts each with the other twe, adjusts
one's initial Judgements -and then reworks averything agaln before
a second athempt at Juxtapesing and harmonising. Thia
iterative process has to be undertaken afrash esch year, since
the ground moves quickly under one's feet, particulerly as
regards publio spending. S0 far this year we have completed,
roughly, the first confrentaticn and are preparing to embark
on the second. We will certainly need a third befare the

. election if 1t cen be managed.

3. All the arithmetic involves prodigious uncertainties, while
demanding the tlearest thinking. We cannot yet be
confident on either front, and hence most of the figures which
follow are the broadest possiblie orders of magnitude, with the
possible excepiion of the tax computations. Some of the policy
Judgements are more complex atill - for examples over the
proper course to seek for the Government's financlal deficit
{PSD} over the years, or what RPI increase is tolerable in the

- early days of office. Finelly we muat note that many
secondary effects can only be allowed for in the crudest ways
and have not yet been considered at sll this year. For
instance. hov; muth must we make addesd provieion for the neady



to offset some of the hardship inwvolved in higher VAT, exclse
duties and counsil rents? In some cases these sscondary issues
could well turn out to be quite primery in due course, sither
in economic ot political terms. 7

ECONOMIES IN PUBLIC SPENDING

4. The renewed search for economies conducted bilaterally by
lessra. Howe and Lawscn with all ma_‘jor speniding colleaguea
has Juat ended, and the very crude position 1e as follows

(4 full report will be available shortly). We sought &

’ package of ecconomiss - net of cup major commitmenta to
increased apending In suth areas as Defence and Law and Order -
which would keep public spsnding at the outturn level
experienced in 1977/78, the latest yaar for whilch tolerably
Tirm figures are avallahle. That dictated a year-by-yesar path
for net econcmisa se follawe:

£ b1llions 1978/79 prices

1978-79 1979-80 19B0-A1 1981-82
Bought 2.9 3.5 4.1 4.3
Obtainad . 2.1 5.7 4.9

The apparent shortfalls between target and propoaals agreed =
large in 197’9—_80. smailer in 1980~81 = are ptrikinﬂ. but not
necessarlly diaasatrous. For they can onlyl be judged in
conjunction with the (as yet incomplete) assesament of their .
implications for taxsation and 'the PSD. In thet light we might
well judge that the sconomies sought in the earlier years were
unnacessarily large. However 1t is clear that we are faced
with a dual problez ovar the first year or ao. It is almosat
impoazihla ts astsblieh (at least at present) what public
apending will be in the financisl year 1978-79; and 1t 18 even
more awkward to have hto assess what economies could
meaningfully be made in tha last & months up to April 1978

in relation to that hypothetleal and unknown figure.. Hence

tha empty space in the table under 1978=79. The global
shortrun judgement i of course stlll more unclear untll we know
the longar term implications of Healey's praposed 1% per cent
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increade in the NI Burcharge. All one’. can say 1s that it is
possible that we could squesze out a few hundred mililiong of
extra sconomies in spending in 1978-79, and that the surcharge
would give us more room for manosuvre later in a number of
complex ways.

GOVERNMENT BORROWING

8. The dominating issue in deciding on a course for the PSD

ia 1ts cansequences for the money supply, which in turn

have to be appraiged against what the course for Inflatisn should
be. This is discussed later. At present suffice it to say that
two paths have been selected, ané involving getting tha PSD

down to about 2% per cent of Gop in the last year (1981.82)

the other to 1X per cent. - /It cannot be sufficiently emphasised
that a small or even zaro rate of monetary expaneion ia

compatible in principle and practice with a PSD ¢ PSBR of consid—
erable sige. Everything hinges on how far that PSD or I;SBR

is "covered" by private and external sector lending. A zare
deficit could well imply quite a sharp rate of mometary contraction
in today or tomorrow's eircumats.ncesJ Both are very tough
targets by higtorical standerds. Even the 2% per cent (dubbed
"easy'} PSD is very low by our sxperience ih the 1960z and

1950s. The 1 per cent target ("hard") is therefore still nore
dracenisn. Even the easy target could well imply money aupply
growth as low as the 3 = 5 per cent zone, and inflatlon

running at 1 - 2 per cent per annum in the early 1980s. The
technical issues underlying the coemputation and prophesy of the
proper F5D path are so coemplex as to be almost insurmountabls in
oppoetion, but one can be falrly confident that hoth figures are
on the cauticus side. The target figures we have worked with
are as followa:
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Deeired PSD . © 1978-79 1579-80 1980~-81 1981~1
Eagy: as % of GDP 5.1 1.3 2.8 2.5
in £bn constant N
prices 6.8 4.3 . 3.8 3.4
Hard: as X of GDP 5.1 ‘ 3.3 2.4 1.5
in Zho L 6.5 3.3 a3 2.1

GOVERNMENT REVENUE

-0 The next fmgus is the likely path of Government revenus.
Thia depends on t:hne matters - the real growth of the sconomy,
the buoyancy of the tax yield and the special sontribution %o

be antiocipated from North Sea oil. R .

e) GOP

Wa have taken two views. <The"main" case assumes that the
aconomy averages 2.8 per cent per annum real growth over the perid
1977-81, of which 0.7 per cent per annum is attributable to oil and
tharefore 2,1 par cent per snnum to the “normal® éccmmw. The
"worse" cese allows for the same contpibution from oil, but con=
cedes only a 1.6 per cent per annum avarage growth rate for the
nomall econamy. 0Of course, we aim Tor much better than that: hut
all experience shows the folly of assuming the maintenence of high -
growth in ones planning.

b)  Buoygncy of revemge . ‘ ®

We judge, after careful tschnical Enquir'ieh,_ that revenus
will grow in line with GDP in bgth real and nceminal terma,
excluding the taxes and royalty feem on North Sea oll, assuming
all direct and indirect taxes and excises are fullx indexsd from
the current year onwards. This latter assumpiion.is important,
since some of our tax proposals naturally refléct a degree of
indexation, and we have not yet fully worked ocut how much. At
present we are therefore likely to ba slightly over-esatimating
the cost of cur tax reforms.

o) HNorth Sea oil

The revenus acoruing to BEMG cannot be fnrecﬁst nccurute1y.l
Since it 1s projected to be running at £3bn. a year or so by the
19808, the allowance made for it is of great importance.
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To indicate the maximun renge of uncertainty implied,
the mcops for tax reductions analysed below covers bhoth extremes
~ i.s. asguming the official estimates
of ell’ revenue are correct, and assuming at the other
extreme that there is no o011l revenue whatever. The realistic
estimates are in fact near the upper end of the range.

HOW MUCH DG OUR SPEHDIHG PLANS ALLOW US TO GIVE AWAY?

7. On the basis of all the work and assumptlons sa far
dascribed the monay available for net tax reductlons works out as
follows {in £bn current 197879 ' pricea, which are also the
basis of the tax computations which are set out later in this
pape!')

1979-80  1980-81  1981-82
Main Case -~ 2.8 % p.a. GDP

Easy PSD 1.7 - 3.9 4.5 - 7.3 6.1 - 9.8

Hard PSD 1.7 - 3.9 3.9 - 6.6 4.4 - 7.9
¥orseCase -~ 2.3 % p.a. GDP

Eaoy P8D 1.0 - 3,1 2.0 - 5.6 4.5 « 8,0

Harda PSD 1.0 -~ 3,1 2.3 - 5.0 2.8 - 7.3

THE TAX PACKAGE

a. At & rescent meeting considerable progress was made by -the
Treasury team, Lord Cockfield and Patritk Jenkin in identifying
optiens . for the firast tax packege. The main conclusions
of thet meeting are set out in some detall in Appendix 1.

There are o number of points which emerge when one juxtaposes
these "first-round" conclusfons and the figures for net tax
reductions in the préevicus paragraph.

a) The net tex reduction required to finance the propossd
package is some £1X% - 2 bn and that allowing for & measurse
of indexation which 18 really ¢oatless given the approach
we have adopted in paragraph 8 (h}. That could be
accomodated even on the gloomiest prognosis unless North Sea



-6 -
Fevenus i1s considerably less than projected (less than £1 bn as
agalnst the £1% bn or so anticipated for 1878/9, to spell the
figures m;\t)

b) More genercus, or at least equally generous "giveaways"
could be antieipated in both the subseguent yearsa.

¢)  But the-packege does appear to involve & daunting,

sudden jump in pricea, since 1t might add soms £5 by to prizes
of (mainly) conmumption, which ceould in turn put up the R
overall " price level by same 4 per cent, and the RPT by somewhat
mors. However thim apparent problem could turm out to pose
fewer difficultiea than thess crude figures suggest. The

gcale of the hiecessary "switch" may be barely negotiable, .
making timing the crucial question.

4)  The offsets required (but not yet computed) on the scoial
security front, rent rebates, etc, could well consume some of
this gross readuction - perhaps as wmuch as £1 dn or so,

N 4

e‘) The particuiar package suggestsd councentrates rather heavily
on raising allowances. Whille this will give a sizeabls lump
sum to all taxpayers, thus reducing or even elimlnating the
need for offsetting help to all but the most nesdy, Lt would

. undeniably be worth considering whether the nesd for batter
incentives does not point to doing more at the outeet on the
standard rate. With the packege suggested stgndsrd rate cuta
would have 1o be spread over a number of yeara. —

£) The pensioner credit option mentioned in the Appendix {but not
included in the suggested package) becocmes much cheaper to
1mp1emen§: with a lower standard rate and a smaller incrsase in
allowsnces than propoaed; but 1t could not be in force before
1980-81. )

&) The proposals for taxing unemployment and other benefita
mentionad at the end of the annex are going to be difficult to
get into operation gqulckly.

h} We have yet to examine the important case for giving a
-substantial proportion of the revenue currently raised (and, a
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fortiori, likely to be raised in the future) by the National
Insurence surcharge back to industry. The total bill for the
original 2 per cent and propossd further % per cent. aurcharge

will be sbout £2.6 bn in 1978-79, sbout two th.l!‘da of the

£4 bn or so which corporation tax is 1ikely to yield and, probably,
well in excess of the value of the stock appreciation relief,

And Industry looks like being in extremely serious financial
deticit in 1979. .
D L ——

HAW FAR_CAN WE MAKE DECISIONS QN TAX, SPENDING AND THE PSD?

9. Implicit in everything that has been sald so far 1z the
conclustion that ft i1s net yet quite the right time to make firm
decisions on all these matters. A lot more work needs to be
done in all areas, Howaver, subject to every possible caution
and ceveat, 1t does begin to look as if the tax and spending
rrogrammes could fit tolerably well together.

INFLATION AND THE MONEY SUPPLY

10, ¥We have Bo far not thought it sensible to consider in detatl’ s
the desirable and possible path for inflation over the lifetime

of a Parlisment. It may indeed never be possible to more than
talk orders of magnitude. S0 the foliowing observations are
tantative, thoﬁgh informed by a falr amount of wnsystematic

but valuable disél._lasions both £n EXG and outside over the years.

11. There are several prineiples we might wish to follow:

&) The trend of inflation must fall perceptibly betwesen one
year and the next;

b)Y  We should be well place if inflation could be larpgely
"squeezed out of the system™ by the end of a 4/5 year pericd of
Government.

o) If we attempt to force the pace of price de-escalation, ths
economic’ and political consequences will be unacceptable.

d} If we aet out an inflation goal for the end of our pericd of
office, we might stand to gain greatly. {But there are, of
course, ripks 1in ko doing).
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12, Principles (a} to (c) allpoint in the same Airection.
One doubts whether an accumulating de-eascslation of 1 per cent
off inflstioh in successive years will be parceptible. That
aould anly bring 11: down from 10 = 1} per c¢ent per annum in
early 1979 tc € - 7 per cent by 1883, and the likely data of

the next election. Experience internationally suggeats
;thlt to de-escalate at more than about 2 per cent per annum
iz very difficult, e-rxcept when one is starting from an
exceptionally high base and in moa$ unusual circumstances, such
as those encountered in 1975 to 1977. A 2 per gent -
de-epcalation would take one from 1D — 1l per cent par annum
JAn 1879 to 2 - 2 per cent by 1983, which would be a fairly
‘staggering achlevement. To enunciate it gredibly could
well have a massive effect on confidence over a year or two. .

13. The implicationms for money supply targets are on the face
of it aimple, but worth touching on briesfly. They will
have in the main to reflect the desired inflatien rate a cou'pz.e
of years later and, on top of that, the hoped for real growth
in the economy. In, the "main" GDP growth case the excess would
work out at about 3 per cent. The acteptable and lmplied growth
in total nationel earnings in one year (nof. per capita) would
be roughly the same as that of the sum of real production in the
sene year and ‘prices a year later, taking one year with another,
. except in a8 much as one might want to provide for:higher
real profits, in which case the growth figure should be shaved
‘down A 1ittle, Bince we would envisage a growth in employment.
the per caplta growth in earnings might bs of the order of % per
cent per annum less, and wage rates another 3 pesr cent or so
lowar still because of drift and such factors. Putting all
these thoughts together would suggest the following:



Pe: Bsible target increases, per cent year on vear

. . 1973 1980 1981 1982
Dasired inflation path 9 7 s 3
£ My 8 6 4 2
National earnings, total & B 3 4
Nominal earnings per caplta 7% k21 5% 3%
Wage rates per capita 4% a4y 2% X

It egnnot be too strongly emphasised th.at: theae figures are
unteatgd{ tllustiative end speculative in the extreme.

14. It should he noted that thare are quite a variety of
views about the pattern of future de—escalation of prices end
Mmoney BUpply which would bs optimal. F;:r exgnple a number of
monetarists (on oc¢asions including such luminaries

a8 Friedman, Brittan and Laidler) have suggested that the

cost of de-escalation would be ao great that It would be batter
to learn to live with inflation once it has got back to a
reasonably atable and tolerable level. Theywould, 1f atill
achering to that view, probably advise a massive move to
indexatlon after a chort while and a lull in the war on
inflatlon. The London Business School tco, have recently
argued that: intersational inflaticn rates should be an important
factor in deciding how far and quickly one should de-sscalate.
Some waight should be given te their a.x-gu.ments' even if they are
not wholly acceptable. Thelr tentative conclusion 19 that we
should tolerate B per cent per anrnum or so for the next Tew.
years.

1s5. Finally it should be stressed that no sarious monetarist
would deny that there 1a an optimal rate of de-escalation

Too quick a monetary contraction is, in its way, as dangerous
as a too modest one.

16. It is élea‘rly interesting to consider how much of this
kird of thinking might profitebly be spelt out soon (numerioal
axamples and all) and how fer it would be wital that

somsone sheuld dg B0 once we were Iin Government.
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WAGE FIGURES AND COUNTER-INFLATIONARY FOLICY
17. This discussion brings one to the gquestion of how to
treat the igsue of wages. A useful si:arting position 1a from
"The Right Approsch to the Economy" (page 16):

"What elms must be done by Government to ensure that
pay-hargainers and others understand and accept the
imperatives on whith economic atability must necessarily

be built? There are cbvious dangers involved in enunclating
a general 'target! or 'norm' for pay bhargaining. A

target 'maiimum' always threatens to become a ‘mintimum?’

to which everyone feels he 15 entitled; evan a target -
‘range' for general pay limits i= 1ikely to drive

bargainers to look for settlements at the top of the

range. Yot in freming its monetary snd other

policies the Governmsnt muat come to, some conclusions

about the likely scope for pay increasss if excess

public expenditure or large-scale unemplayment iz to ’
be avoided:; and this estimate cannot be concealed from t1=.
representatives of enpleyers and untons whom it is
consulting.*

18. The practical conclusions as to what we should want to
do are: .

a) We should ateer clear of a Government proclaimed norm which
at one and the same time¢ makes bargaining inflexible, provides
a target for wnions to attack and an excuse for confrontation
and tends to Jatck up wage settlements which should be at the
lower and of the scale, But alsc

h) It 1s desirable that bargainers - both employera and
Vamployaue ~ should have a realistic idea of the kind of range

in which the generality of settlements should fall if earnings..
prices and money supply mre to be consistent with one ancther.
Markets need information if they are to function properly,

and the labour market is no exception.

The responsible and realistic pattern of wage bargaining we
oosk will not emerge sasily if the Government takes positive
stepa to prevent people from thinking about or discussing
what responsibla hehavicur lnvolves.

-
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18. Then there are gquestions about what we E&Y . These often
boll down to tone of voice, Do we at this point want to
dramatice the differences of view between ourselves and the
Government? In particular, should we ley great stress on
abolishing the system of sanctions and Government contracta, on
not having a wege norm, and not having the Government talking
sbout pay to anyone other than its own employees? Do we make
a positive virtue of atfacking Incomea Policiep?

20.  Whatever the objective truths of the issues ' -
underlying these questions, certain purely political facts
are relesvant., Kaat people favour an etmosphere of income
restraint, and s0 do many smployers (at least for the
generality of husinesses 1if not themselves). Becguse of
rocent exparisnce we could well unsettle many people who
would otherwise vote for us if we do not show some awareness
¢f"and sympathy for the idea that £t ig a duty of Governments
to play some part, if only indirect, inp ensurlng mederation in
wage settlements. Such conslderations must surely be
important in this pra-slaction atmﬁsphere.

THE ECONOMIC OUTLOOK

21. A selection of background meterial about the economic
outleck is attached in Appendix 2, The "Comparison of Forecasts”
" undsrtaken by Philiips and Drew each month gives a useful
indicatfon of the scale and speed with which the praspects
for the future are altering. By and large the older the
forecaat, the more optimistic it 1s. Periods of

substantial revisions of projections such as we are now
witnesaing ars normal when the sconomy is full of unresolved
tenmions and contradictions. As they are recognised by the
expearts or resolved by evente, the plcture the forecasters
paint neturally dsrkens dramatically. It will probably getb
darker ved, as emerges fairly graphicaily from the short
summary of Phillipa and Drew's latest monthly foracast, which
should make depressing reading. The recent Times plece by
David Blake reflects quije similar anxieties. Finally it 1a
sorth glancing agein at Sam Brittan's recent Lombard piece
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"Why the country is botrlﬁf.ﬁg“, , even 1f he is sf:retl::hing.
the meaning of the word monstrously in applying 1t to present
ciroumstances, and over-optimistic sbout the growth of output
and state of confidencs,

Carisgrvative Regeurch Daspartment, " ANR/wrg
24, 0ld Qusen Street, London, SWi 30.6.78



APPENDIX.T
'THE FIRST TAX PACKAGE

1. The fiscal programma iz seen as having two main
features: reduction of the total tax buxden and a switch
from direct to indirect taxation within that total.

2, The expenditure studies suggest a margin available
for tex reduction, after sssuming wholesale indexation of
the existing tax structure and maeting all existing public
sector commitmefts, #nd on the best and worst cqses Set

. o‘u\: :.-bn the main text, of:

Best (Main Came GDP, 'Worst (Worst GDP,
hard PSD)

easy PSD)
Year I . . Unforseeable
Year II 1.7 - 3.9 1.0 - 3.1
Year III 4,5 = 7.3 2.3 ~ 5.0
Yeaxr IV 6.1 ~ 5.6 2,8 ~ 7.3

These figures are expressed in terms of 1978/79 survey prices,

3. Given an October 1978 election, Year II is to be
identified with the financlal year 1978-79, although there
might have to be a eix month slippage.

&, The major switch from direct to indirect taxatien
should be taken early on in the new Parliament, The enterprise
peckage needs to be given the fullest posdble time space

to take affect. Once VAT is raised it cannot be touched again
within the first Parliament., Therefore the changes in the
£lxst Bv.;dget have to be radical aad 1argeiy self-financing.



5. The First Budget Package fs worked

assmption thet the increase in VAT i to be balanced by

large incresases in personal allowances and that the basie

out on the

tate of tax 16 to be reduced in both the first and

subsequent years as resources become aveilable.

6. Based on AC's computations (made in terms of

1978-79 taxes and prices) the Pirst Budget Packege might

be: .
Incredséd Personal Allowances €4.4 billien
Cuts in higher rates £0.8 billien
Cuts in besic rate £1.1 Billien
Cuts in other taxes (IIS) £0.3 billion
26,6 billion
Increases in VAT £3,5 billion
Increases in Exclses £1 to-€1,5 billion
4.5 to £5.0 bilifen
Cap = required net tax £1.5 to £2,0 billion
reductions C e
7. This package embodies g_cgt_i:i_;ﬁé basic rate from

33p to 30p in the first year, with the reduced rate band

Lloft in situ, Had the alternative approach been made,

concentrating a substantial cut in the basic rate in Year I,

an initial further cut of Sp from A0p to 25p would have cost

approximately £1.9 billion.

®



8.

i)

- it}

ii1)

iv)

v}

vi)

vii)

viit)

The tabulated programme set out above involves:

a fifty par cent increase in the two main
personal gllowances, costing £3,850 billion
and a furt:l;er €550 billion for an increase
in the earning wifets allowance (which might
be omitted in certain circumstances),)

subatitution of a new scale of higher rate taxes,
starting with 35% at £10,000 and riging by 5%
steps to 60% at £30,000,

an initial basic rate cut from 33% o 30% with
leeway for further gradusl veduction in subsequent ’

years.,

an increase in excise duties reaching up to 25

per cent, with a particularly important decision

on hydrbcnrbun oils.

& EifCesr per cent unified rate of VAT,

as & first stage compromise, inereases to £10,000

in the starting pdint for Investment .Incoma Surcharge,
Capital Gains Tax, and for the deEinition of "highar
paild" for purpouau of taxation of benefits,

minor tax allewances left in place but not
indexed,

Child Benefit fndexed and the residual child tax
allowances abolished in conjunction with the
reduction of higher rates.




9. The great bulk of the 4% per cent national
insurance surcharge must be left {n place, slthough some

small initial relief would encourage industry,

19. Offsetting benefit increasas will be necessary

when VAT and the excise duties are increased, in order to
compengate those who do not henefit fully from direct tax
Teductions, The-prices Link must be maintained; the

earnings link reconsidered, .
it. The adoption of pensioner credits is not assumed

in these computarions, The door might be kept open, although
of couree the cost of a switch to credits is substantially
Increased by & major 11ft in the persenal allowances.

General tax credits are not envizaged at 1ea.st until the

Inland Revenue tias effected fts computerisation.

L]
1z, A standard pexmonal ailowance for all taxpayexs is
envisaged, leading to removal of the present wife's earned .

income anomaly; AC has a scheme for this shift.

.13, Taxatior of unemployment benefit is to be made a
DHSS responsibility at an early stage. The 'ﬂrst four weeks
of sickness benefit, and taxation thereof, 1s to be made

the employerk zesponsibility; except in the fase 6f the mmall



Appendix 2 omitted for copyright reasons

(Phillips & Drew Economic Forecasts
Summary, dated 28 June 1978, embargoed till
3 July 1978)



