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ECONOMIC STRATEGY

Memorandum by the Chancellor of the Exchequer

the miners' s following another year of low inflation and steady
growth, But ake of the recent pressure on sterling, this is not
a_time to take an s; but with unemployment still remaining stubbornly
high 1 believe tha in the constraints of prudence, the focus this
year should be on a for jobs,

We aPProachQ et with the economy in reasonably good shape, despite
t e
ot

ECONOMIC PROSPECTS

2. 1984 was a good year for the world economy - the best since 1976 for
Output and trade. But with the return to a more normal growth rate in the
United States 1985 is unlikely to be as good. Nevertheless, output growth
N the major industrialised cou should average 3 per cent or so,
With inflation staying below 5 £

3. The United Kingdom economy ha
€Xports and 1985 should see further
trade, pLast year we saw a sharp rise
Manufacturing, and further substantial
With personal real incomes also continui
COnsumer spending to rise by 2-3 per cent

4. The economy has withstood the coal strik er than might have been
€Xpected, Nevertheless, the strike is calculated to have reduced output
8rowth by | per cent in 1984: without it the economy could well have
Erown by 3} per cent., On the assumption that the strike is over soon,
Browth for 1985 should be over 3 per cent. However, North Sea oil
Production, which has been contributing nearly #% per w year recently

ited from a strong rise in

, broadly in line with world
estment, especially in

ses are expected this year.
ise, there is scope for

to the growth of total output, is now probably at or s peak.

2‘ It looks as though the balance of payments on curre ount was in
Mall surplus in 1984, despite the extra oil imports resu
¢oal strike. Once that is over, the current account should

Substantig) surplus for a time. Looking further ahead, the
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in the 0il surplus will be partly offset by extra income from our
increases stock of overseas assets. But there will be a continued need to
improve our performance if British industry is to be competitive in world
rkets and at home.

y but the recent fall in the exchange rate, coupled with the effect
OW mortgage rates of the sharp rise in interest rates, will inevitably
mean a modest increase in the Retail Price Index in the first half of
1985, However, with a gradual improvement in financial markets, and a
Steadier pound, the inflation rate should be falling again before the end
of 1985 andginto 1986.

. ’ Inflation has been running at around 5 per cent for the last two

7. Ther wo principal external worries. First, the United States
budget defi ains a major uncertainty for world economic prospects
and for fina rkets generally, whilst the extent of the United
States Adminis n's proposed action suggests the problems will remain
for some years Second, with the prospect of plentiful oil
Supplies, future ices also remain uncertain; a sharp fall in oil
Prices, or in the would pose a threat to our balance of payments
and reduce tax reve r the coming year.

8: At home, despite ears of continued recovery, the high and still
Flsing level of unemployment also remains a major source of worry. The
growth in output has been accompanied, as we always expected, by some
lncrease in employment; but with wage increases staying well ahead of
Prices - to a greater extent than arly all our competitors = progress
towards lower unemployment has lower than we would like. We must
continue to do all we can to ge

essage across.
9. Annex | sets out some of the pgures from the forecast. Those
er this year are based on early ford@as@8; a further and firmer forecast
W1ll be published as usual at Budget

THE MEDIUM TERM FINANCIAL STRATEGY 9

10, vpLast year, colleagues agreed that the i Term Financial Strategy
(MTFS) should, exceptionally, be extended to 9., The figures assumed
that public spending in the years beyond the Survey would be held constant
at the 1986-87 level published in last year's White Paper. I see no
Feason for any further extension this year.

BORROWING

11, 1In the Autumn Statement the published forecast of
Borrowing Requirement (PSBR) outturn for this year was p

billion, £11/4 billion more than the figure anticipat
the Budget, This forecast assumed that the coal strike, to
overrun is mostly attributable, would be over by the end of

12, At this stage of the year, the PSBR outturn is always dif
Orecast with any accuracy; as the difference between revenue an
€Xpenditure flows is approaching £200 billion, small changes on ei

2

e
o
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side can have a significant effect on the net outcome. But, with the coal

xpenditure planning total, there is a real prospect that this year's PSBR

‘trike continuing and with other very serious pressures on the public

1 be substantially higher than that envisaged at the time of the Autumn
ement,

his is the second year running in which, largely because of
unforeseen events, the PSBR has exceed expectations. That is
disappointing enough., But it must also be seen against the background of
market doubts both at home and abroad about our determination to maintain
downward pressure on inflation. It is all the more essential, therefore,
that our fi 1 stance next year should be seen to reinforce the thrust of

Policy ge . This means, in my view, that we should aim to get back
to the pat orrowing set out in last year's MTFS, which envisaged a
PSBR of 2 p of Gross Domestic Product.

FISCAL POSITIO

14, As the resul e decisions we took in this year's public spending
round, my room for vre in the Budget seems unlikely to be very

1arge_

15, In the Autumn Stat@ I referred to the possibility of being able
to_make some tax reductions this year, on top of the £lxx billion tax cuts
Which come through in 1985-86 as the result of measures included in last
yeﬁr's Budget, The autumn forecast put the prospective "fiscal
adJuStment", on the usual illustramive assumptions, at about £1% billion -
Subject to the usual wide margi@rror at that stage. That figure was
OVer and above broad indexation excise duties and the income tax
thresholds and bands, the effects ich are illustrated in Annex 2.

16. 1 have to say that the latest f
Manoeuvre, On the receipts side, as t
and in the dollar exchange rate, it see
€ Somewhat greater next year than had b
there are already indications of even stro
Spending next year. I have already referre e continuation of the
€oal strike which - even if it ended tomorro would still cast its
Shadow into the coming financial year; and other demand-led claims on the
Reserve are already in prospect for 1985-86. Moreover, higher domestic
INterest rates are bound to increase the total debt interest.

;Z; In short, I now envisage haviqg-only mo@est scop
thesufes in the Budget, after providing for indexatio
eff‘m?re important to focus on measures which will incr
o iClency of the economy, and which will be seen as enc
B Ployment and as improving the prospects for bringing do
Y way of background, Annex 3 shows how the various taxes h
fecent years,

s imply even less room for

1t of changes in oil prices
ly now that oil revenues may
ecast in the autumn, But
ward pressures on public

any new

as makes it all
e underlying
greater
loyment.
ed in

b
e
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SUMMARY AND CONCLUSIONS

98. In spite of the miners' strike, the economy has come through the last
a

r reasonably well, and there are no signs of the recovery faltering.
recent weeks have underlined the importance of the strong dollar and
tain oil prices, and reaffirmed the need to maintain confidence in

o mitment to the defeat of inflation and to policies which will bring
that about. To that end, we must do everything possible to keep within
our public spending plans, and to bring the level of public borrowing back
On to the downward path charted in the MTFS. Therein lies the only secure
foute to continuing non-inflationary growth, higher employment and an
€ventual engmto rising unemployment,

19.  Acco I seek colleagues' views on the appropriate level of the
PSBR for 19 paragraph 12), and on the broad shape of a Budget with
an employmen (paragraph 17).

N

Treasury Chambers

11 February 1985
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ANNEX 1

SELECTED ECONOMIC INDICATORS

1979 1980 1981 1982 1983 1984 1985(1)

Worig GDP, volume 33 1 2 0 23 5 31
Per cent change)

UK GDP, volume 2y - 2% -1} 2 3 23 3
Per cent change)

CSEud 23) (4)

D°m95tic

; demand, volume 3} -~ 3 - 1} 23 43 2 3
(ootluding stockbuilding) X )

Per cent change) (25 21) (%)
kR o on 178 15t a2 6 5 5 2

Per cent change)

Inte:-!es 1(2)
t rat 1 14 12 10 10 13
(average i 132 i : .

R
S~montp interbank)

Cy
(E'"E?flfag&m ety 3§ AnEy 5 2} } 2

on

(53 ) Hderof 3]y ()

Un
(Esployme“t 5 63 10 113 12 12} 123(3)
pel" (:e 2
SChoolmi Sistuding

€2verg)

Ste '
Mling Irndex 87 96 95 903 83 783 713(2)

(1)
P
"OVisiona) pre-Budget figures.

(2)
Early FEbruapy

(3)

N
2t e forecast. Figures based on assumptions in PEWP
(4)

Fi :
stﬁige in brackets is adjusted for the estimated effect of the rirers'

N39s4
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ANNEX 2
RE
VENUE EFFECTS OF TAX CHANGES
Al 1
Direct Taxes: Indexation
The i
atnou,I:fI Increased in the year to December 1984 by 4.6 per cent. With indexation by this
be: and statutory rounding, the figures for the main allowances and other thresholds would
Per
=283l Allowances 1984-85 1985-86
£ E
Sl
irl:g:: nd wife's earned
Mar'ealowance 2,005 2,105
r
4 allowance 3,155 3,305
Sangs o
309 -
at
0% 0-15,400 0-16,200
rat
over 38,100 over 40,200
The ¢

Ota)
In 1985__86 !—9-":93392_5%& of indexation of income tax (reflected in the forecast) are £860m

»and £1,125m in a full year, at forecast 1985-86 prices and incomes.

[ll A
d“‘eCt Taxes: Indexation

- fec
Price ch t8oof 4.6 per cent revalorisation of the excise duties (including VAT effects,
8¢S rounded) are as follows:

Revenue effect

Typical Price Change (85-86 prices) RPI impact
£m %
Beey
Wine 1p/pint 80 0.05
Spirits 33p/75cl light wine 15 neg
Toha% 25p/bottle 30 0.05
Petrq) 4p/20 King size 130 0.15
Dery 4p/gallon 205 0.1
VEp 3ip/gallon 50 nil
£5/car 100 : 0.05
1 effec
t (ref]
fOreca-st} ected
610 0.4
N — e—
& p

irat Y
Sar anq fy)) year revenue effects are virtually identical
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Cl
Ready Reckoner: Ilustrative Tax Changes

£ million at forecast

(1)

1985-86 income levels

1985-86 Full Year

Anow
1% spooces and Thresholds

ove i :
ulow“ci;ndexatlon on all statutory

160 200
1% ab

alloy Xation on all statutory
NCes and thresholds 175 225

B..E.Lt,t_a_g
Chapn, :

€€ bagjc rate of 1p 1070 1150
e :

Chigh
e .
l:""illtg Main rate by 1 percentage

?hange

135 235

Sma]) ;
Pere COmpanies' rate by
“itage point 15 30

Chag
8e VAT ..
Poing (2) T rate by 1 percentage
625 840
1)

ir
SCt revenue effec

ba ts. For CT (which is collected one year in arrears) the figures are

Sed
On 1984.85 income levels.
R)

Ao
change in tne VAT rate would change the RPI by 0.5%

i
>
==

(Y
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ANNEX 3

THE TAX BURDEN

S
iNce the Government came to power total taxes and NICs as a

Proportion of GDP at market prices has risen by over 5 percentage
poi]’lts‘I

; though the ratio has remained virtually unchanged since
981-82

The figures are as follows:

Total taxation* as a % of GDP (market prices)

1978-79 33.9
1979-80 35,4
1980-81 36.4
1981-82 3951
1982-83 39.0
1983-84 38.8
1984-85 (estimate) 392

1985-86 (assuming indexation) 39.1

*Inclug;
. ludlng NICs and local authority rates.
e

5l sector

D : . : , :
A ©Spite reductions in income tax, total personal taxes (direct
nd 1ndirect,

a
bout ¢ 5 billj
. For

including employees' NIC and domestic rates) are
on higher in real terms than they were in 1978-79
followin income tax and national insurance contributions the

9 table shows how the proportion of gross pay they

Tepre
Sent has risen, particularly for the low paid:

Table 2
Income tax and NICs as a % of gross earnings*
X average Average 2 average
197 - earnings earnings earnings
19g, 89 16.0 27.8 31.4
l9g5 82 20.8 293 _ 32.2
l9gy 83 20.8 29.8 32.3
=84
1934“8 20.1 23988 . * i ol
1985-85 (estimate)  19.2 297 315
; (indexation) 19.6 29.3 8319
*
Ady)
12
workin s €arnings (all occupations). Married couple, wife not
dlstorzf the couple are assumed to have no children, to avoid
allg, 2P0 of the figures from the abolition of «child tax
ance
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These figures reflect the rise in the employees' NIC rate

3.

from 6% to 9%. So far as income tax 1is concerned, personal
allowances have increased 16% in real terms since 1978-79 and
have roughly kept pace with earnings. The basic rate has been

reduced from 33p to 30p, but the 25p reduced rate band has been
abolisheq.

4, 1 ) :
As the table shows, indexation of allowances in the Budget

W : ; i ;

©uld lead to a very slight rise in the proportion of incomes
t : 5 : .

aken in tax and NIC. This 1is because earnings are assumed

t .
O rise by 7% compared with the indexation percentage of 4.6%.

Sompany sector

51
The last two years have seen a strong recovery in company

Se . e
: Ctor profitability though the rate of return remains well
e

low the level in the early 1960s (figures for manufacturing

al
Ohe are not available for 1984):

Table 4
Net pre-tax real rates of return
Industrial and
commercial companies Manufacturing
excluding North Sea companies
1369
111 B 14.0
1965
. 8 16
1374 S 6.5
1975 74+9 8.0
197 4.3 Bl
1974 6.8 6o
19g0 4.9 4.2
19gy Bl 33
1983 4=.3 : 4,2
1984 555 S5:3
(estimate) 6.8 ; n.a.

So

—Ce pry

ince
1978-79 total taxes paid by businesses (outside the North
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S
®3) have fallen slightly as a percentage of GDP. Within this

increase

Total

26.2
(8.6)

27.0
(8.:3)

capital

t
Notal, the major change has been a fall in employers' NIC and
.Is S a percentage of GDP, partially offset by an
i B
A businegsg rates,.as the following table shows:

Taxes paid by businesses £bn in 1984/5 prices

(figures in brackets are %s of GDP)
Corpor- Taxes on Employer's
tion self NIC
taxl employment and
incomes NIS Rates Other?
1978~
B50: 6 5.2 9.3 4.5 3.5

$12.2) (0.7) (3.1) {155 (1.1)

1984
84~85 6.6 2.5 8.0 5.5 4.2

(2.1) (0.7) (2.5) (Bt TR @ B )

ll
Excludes North Sea, but includes ACT.

20
taxeg?b' car tax, road fuel duty, duty on rebated oils,
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