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In the p our years we have secured substantial progress on inflation and
Productivixy. The foundations have been laid for sustainable growth and
employment, without a resurgence of inflation. Our decisions now and in

the coming months will determine the outcome of this Parliament.

?« The broad oflogk for activity and inflation over the next two years
1s little change he Budget forecast, though financial developments
this year carry a ¢ ning, as I indicated in our discussion of |

Public expenditure o Cizgé;.
PROSPECTS @

3. World Economy. Since e Budget the prospects for the rest of the
world economy have in some A&speégts deteriorated. Although output is
growing strongly in the United % s the fiscal and monetary position
there looks anything but healt he very high budget deficit is a
Cause for particular concern. gfﬂ? d be unwise to count on the

United States deficit being reduce% below $200 billion in the

next year or two, even assuming some ing of tax and expenditure
Plans. Recovery in Europe and Japan %a;f%latively slow. The overall
rate of growth in the major industria ries, perhaps some 3 per cent
next year, seems likely to be weak compa past cycles. The .
geographically narrow base of the recove mplies that the upturn in
world trade will be relatively modest by peyt standards, particularly

because of the depressed state of markets both in the non-oil developing
countries and in the Organisation for Petroleum Exporting Countries.

Manufacturing trade, which fell 3 per cent last zéi%blshOUId rise
v Ui

Per cent next year. So far recovery is under thout much upward
Pressure on inflation (inflation in the major sever tries averages
X be%ow 5 per cent), though some continuing rise in n commodity
Pr§ces, from generally very low levels, is to be expe‘ge?. Recovery is
being assisted by the general consensus in favour of r 'ble monetary
Iand fiscal policies. The French demonstration of the pf tryving to

Warning.

4. Output. Despite the slower growth in world trade our

now looks a little higher than the Budget forecast - perhaps 2

this year, mainly led by buoyant consumer spending and some welc
lncreased spending by companies on stocks and fixed investment.

In consumer spending reflects a significant reduction in the saving
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C?éQQ; growth in credit. At the same time company profits have been recovering
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ratio, helped by falling inflation, lower interest rates and & rapid

and are expected to continue to benefit from lower increases in labour
costs, with smaller earnings increases and continued rapid productivity
growth in manufacturing, as well as the reduction in the National
Insurance Surcharge. The balance of payments current account is moving
ls year from substantial surplus into rough balance (though the figures
as always, subject to wide margins of error). The change since the
et reflects firmer non-oil commodity prices this year and a faster
of demand in the United Kingdom, relative to the rest of the world.

3. np984, slower growth of domestic demand may be broadly offset by

a fa ise in world demand, producing another year of steady 2-2) per cent
8I0WtH;§§§21 will be helpful to the prospect for unemployment. I do not
expect 2jor change from current levels for the rest of this year, and
Fhe pros ts thereafter continue to depend on containing labour costs,
lmproving ¥ompetitiveness and seeing recovery in the rest of the world.

6.  Prices. are now rising more slowly than at any time since

tﬁe 1960s; and prospects for inflation have actually improved a little
Since March. A nd of 1983, despite the rise in the mortgage rate,
the Retail Price I hould still be only some 5% per cent higher than

6 per cent forecast at the time of the Budget.

21l realisation that there are good prospects

ill help the recovery.

7. The figures in the m ent Treasury forecast are shown in the
attached table. 4

RISKS AND UNCERTAINTIES @ "

8.  There are, however, still so nificant risks and uncertainties.

This, along with.the<g%;

=]
for low inflation in 1€

ited States interest rates and
udget deficit. Continuing
be very worrying, and the *

9. The major overseas uncertainty~i
t?e problem of the enormous United S
high real United States interest rates
Pressure is undoubtedly for them to ris 111 further. It is, therefore,
all the more important that our policies hould aim to establish conditions
1?.Which we can distance ourselves somewhat from what happens in the
United States. 0il prices, on the other hand, seem to have stabilised.

and there is a good prospect of a steady reductj in the real oil price
In the next two years, the more so if the dollaf{ wete to fall.

Political disturbances amongst the oil producing ies could always
Push up oil prices in the short term; but, that here does not at
Present look to be much risk of a major oil price in s

10. At home recent financial developments have exhib rrying

features, Money supply in the first four months of the ta
8s been increasing at an annual rate of around 17 per ce
above the 7-11 per cent target. Public expenditure and bo

iiso been well above the levels énvisaged at the time of the and
; Teaten our hopes of lower interest rates. With our decisio

July we set about correcting this, but continued vigilance wi
Needed if we are to keep on track. And, of course, pay in the p

1C
S : . Y :
€ctor will require our continulng attention. <ﬁ£§§5
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IMPLICATIONS FOR POLICY

11 Over the past four years we have followed a responsible and
consistent monetary and fiscal policy within the framework set by the
Medium Term Financial Strategy. The results can be seen in low

nflation - the lowest for fifteen years - and welcome signs of recovery,
ad of most other countries. The task now is to consolidate and

ove on these gains.

\e will continue to operate economic policy flexibly, as in the

- years. But there remains a firm, overriding requirement to

i he monetary conditions needed to keep downward pressure on
Qﬁgix nd to support this by firm control over public spending and
Eggéaf at is the only way in which we can keep the confidence of
ia cets, secure the conditions for better output and jobs, and
look forws§d to reversing the trend in unemployment. We are determined
to bring abbut a2 smaller public sector. And it is particularly important
now the recovery is under way that we do not let the public sector crowd
out investment inthe private sector.

13. But that w3 zmply some difficult decisions. The steps we have
Just taken on publ'enditure this year have helped with the immediate

Problem, but the maYke are understandably suspending judgment until they
Seée how we tackle th nt round of public expenditure decisions, the

first of this Parliame

1?- The budgetary prospggﬁ;>- next year is no an easy one. At the time
O the Budget we were antic @ g a small positive fiscal adjustment

of around £} billion in 198 : But since then the scope for tax cuts

Dext year has receded. The h&{®Q Lor room for manouvre is being squeezed
bEt?een lower revenue projectiowe fpartly because inflation is turning out
@ little lower than we had expect=~!’ d continuing upward pressure on
Public expenditure. Of course, a é?éEbstage, the figures are subject

to a wide margin of error. But the iate tax prospect looks distinctly
Uncomfortable. The conclusion is clezf:—yhe most we can afford is to

€ep to the expenditure plans in the ite Paper for 1984-85 onwards.
Even then there will be a risk that tax v still have to be put up

NexXt year if we are to keep to the Medium\lerm Financial Strategy.

15.  As the Chief Secretary's paper (C(83) 23) illustrates we had no
giziynaxive but to allow taxes to rise during t arly years of the last
lament. In this Parliament we must continue rend towards lower
qust a matter of meeting
svstem. Taxation

OUr commitments. We also want a better-structured
'i§ the key to individual incentive, to risk taking
Cz;d of change in attitudes needed to bring about a I dynamic,
Peétitive and enterprising economy. Tax reform must high priority.
And we are agreed that without lower taxes we shall not ;"pa her growth.
litis Securing conditions ?or lasting groth is al§o the kﬁgééﬁb ore jobs.
U now generally recognlsed that there is no gulck ?r easy tion
T OETployment and_no simple trade-off betwee@ 1nf1aFlon-an oyment.
1o Nly route to higher employment, on a lasting basis, is thi :
% 1?}5 a
¥
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Wer inflation, lower costs and higher productivity. Lower ta

n : :
€Ceéssary and vital part of this.
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expenditure in check. The Chief Secretary's paper sets the prospective

growth of public spending in its longer term context. The decisions
C;j) that will be needed are individually difficult. But the past four years
<<::iiave shown the wisdom of our policies and the eletorate's understanding

at they work.
I urge my colleagues to agree to the Chief Secretary's proposals.

%

: C?é;? 17. This, .in turn, will require firm resolution in keeping public

N L

Treasury Chambers <;§?ii
15 July 1983
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MAJOR ECONOMIC INDICATORS
1980 1981 1982 19830  opcp®@
(major 6
excluding UK)
1983
% change on previous year)
A~ Demand and activity
Domestic demand -3 -1% 3 4
ncluding consumer spending 0 5 1 3 2}
E
XPorts of goods and services i -21 3 4 -1
I
TPorts of goods and services -313 -3 5 5% 3
GDp
-21 -2% 1 23 2
B, 3
Inflation
Retail prices, 04 153 12 6 5% 431
A 3
Verage earnings, Q4 18 4 104 8 7 7%
' (Ley
ele) 1980 1981 1982 1983 OECD 1983
(major 6)
Ci
Qther indicators
0
| “rrent Balance, £ billion 3 6 4 -1 -12
U
ezzizl_c’yrnent (UK, %,
; Ing school leavers) 61 10 1113 12 % 81
Intey
| est rates (3 months), % 16 % 14 12 103 9!{4}
!
(1) .
i ;
Bures Consistent with Treasury summer forecast (CONFIDENTIAL)
{Z)US
J
: ’ Y@pan, Germany, France, Italy, Canada (weighted averages); Treasury forecast.
)
Cln'r
( T tevel o 3-month inter-bank rates.
4)

g€ of current 3 month rates (of which US rate is for 3 month Euro-dollars)
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