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CABINET 

ECONOMIC STRATEGY 

Memorandum by the Chancel lor o f the Exchequer 

We approachTBS^get w i t h the economy i n reasonably good shape, desp i te 
the mine r s ' s t  ̂ f  c e  l  f o l l o w i n  g another year o f low i n f l a t i o  n and steady 
growth . Bu t , 3fiifc]2fcake o f the recent pressure on s t e r l i n g  , t h i s i s not 
a time to take any r i s k s  ; but w i t h unemployment s t i l  l remaining s t ubbo rn ly 
h igh I b e l i e v e t h a t , w i t h i  n the c o n s t r a i n t s o f prudence, the focus t h i  s 
year should be on a l B | ^ ^  f o  r j o b s . 

ECONOMIC PROSPECTS 

2. 1984 was a good year fo r the wor ld economy - the best s ince 1976 f o r 
output and t r a d e . But w i t h the r e t u r  n to a more normal growth r a t e i  n the 
United States 1985 i s u n l i k e l  y t o be as good. Never the less , output growth 
in the major I n d u s t r i a l i s e  d cou r t should average 3 per cent or so, 

w i  - t h i n f l a t i o  n s t a y i n g below 5 p^ jbc j fe t . 

3. The Uni ted Kingdom economy h a  t bene f i t ed from a s t rong r i s  e i  n 
expor ts and 1985 should see f u r t h e r i  f  w  B  , b road ly m l i n  e w i t h wor ld 
t r ade . Last year we saw a sharp r i s e  % f c l f e e s  t m e n t  , e s p e c i a l l y in 
manufactur ing and fu r the r s u b s t a n t i a l  i t i  e  s are expected t h i s year . 
With personal r ea l incomes a l so c o n t i n u i n  Q g r  i s e  , there i s scope fo r 
consumer spending to r i s  e by 2-3 per cent ^W^^* 

* . The economy has w i t h s t o o d the coa l s t r i k a  ̂ ^  e  r than might have been 
expected. Never the less , the s t r i k  e i s c a l c u l a t e d to have reduced output 
growth by 1 per cent i  n 1984: w i t h o u t i  t the economy cou ld w e l  l have 
i^own~by 3  i per cen t . On the assumption t h a t the s t r i k  e i s over soon, 
growth f o r 1985 should be over 3 per cen t . However, Nor th Sea o i  l 
P roduc t ion , which has been c o n t r i b u t i n  g nea r ly i per c e j k  a year r e c e n t l y 
L ° the growth of t o t a  l ou tpu t , is now probably a t or r  ̂ m ^  s peak. 

It looks as though the balance of payments on c u r r e  ̂ R g  o u n  t was i n 
small surplus i n 1984, desp i te the e x t r a o i  l imports r e s u l M F J r o  m the 
c O al s t r i k e  . Once tha t i s over , the cu r r en t account s h o u l d  * ^ *  ™ to more 
s u b s t a n t i a l surplus for a t ime . Looking f u r t h e r ahead, the I  ̂ ^ ^  t a l  l 



m the o i  l surplus w i l  l be p a r t l y o f f s e t by e x t r a income from our 

k increases stock of overseas assets. But there w i l  l be a continued need t o 

mimprove our performance i  f B r i t i s  h i n d u s t r y i s t o be competitive i n world 

2 K   and at home. 
r k e t s


\  ̂ ^  I n f l a t i o  n has been running at around 5 per cent f o r the l a s t two 
y e ^ m but the recent f a l  l in the exchange r a t e , coupled w i t h the e f f e c l 
ow mortgage rates of the sharp r i s e i  n i n t e r e s t r a t e s , w i l  l i n e v i t a b l y 
mean a modest increase i  n the R e t a i l P r i c e Index i  n the f i r s  t h a l f of 
1985. However, w i t h a gradual improvement i  n f i n a n c i a l markets, and a 
steadie r pound, the i n f l a t i o  n r a t e should be f a l l i n  g again before the end 
of 1985 a n d j u i t o 1986. 

7. T h e r S m ^ k w o p r i n c i p a l e x t e r n a l w o r r i e s . F i r s t  , the United States 
budget defiadW^^nains a major u n c e r t a i n t y f o r world economic prospects 
and f o r f i n a n ^ p S i f c ^ r k e t s g e n e r a l l y , w h i l s t the extent of the United 
States Adminis t » i t » n ' s proposed a c t i o n suggests the problems w i l  l remain 
f o r some years ahead. Second, w i t h the prospect of p l e n t i f u  l o i  l 
s u p p l i e s , f u t u r e ^ V j  ̂ c e  s also remain u n c e r t a i n ; a sharp f a l  l i n o i  l 
p r i c e s , or i n the d o l l a r  , would pose a t h r e a t t o our balance of payments 
and reduce tax r e v e n ^ P ^ l ^ r the coming year. 

At home, despite f  ̂ r r y e a r  s of continued recovery, the high and s t i l  l 

r i s i n  g l e v e l o f unemployment also remains a major source of worry. The 

growth i n output has been accompanied, as we always expected, by some 

increase i n employment; but w i t h wage increases s t a y i n g w e l l ahead of 

prices - t o a greater extent than j ^ a r l  y a l  l our competitors - progress 

towards lower unemployment has l j e M w l o w e r than we would l i k e  . We must 

continue t o do a l  l we can t o gee; t h i s message across. 


9 - Annex I sets out some of the lM^a|Kures from the forecast. Those 
f°r t h i s year are based on e a r l y f o r  « 3 s ^  ; a f u r t h e r and f i r m e r f o r e c a s t 
w i l  l be published as usual a t Budget n l f c e ^  L 

THE MEDIUM TERM FINANCIAL STRATEGY ^QfW 

Last year, colleagues agreed t h a t the i  ̂ d i  ̂  L Term F i n a n c i a l Strategy 
(MTFS) should, e x c e p t i o n a l l y , be extended t o J  ̂ ^ ^  8 9  . The f i g u r e  s assumed 
tha t p u b l i c spending i  n the years beyond the Survey would be held constant 
at the 1986-87 l e v e l published i  n l a s t year's White Paper. I see no 
r
eason f o r any f u r t h e r extension t h i s year. 


In the Autumn Statement the published f o r e c a s t of the Public Sector 
Borrowing Requirement (PSBR) o u t t u r n f o r t h i s year was P^PIĵ L 
£ 8  i b i i i i   £1^/4 b i l l i o  n more than the f i g u r e a n t i c i p a t e ^ ^ r ^ m h e time of o n j


the Budget. This forecast assumed thai the coal s t r i k e  , t o ^ d a r ^ ^ t h e 

overrun i s mostly a t t r i b u t a b l e , would be over by the end of December. 

**• At t h i s stage of the year, the PSBR o u t t u r n i s always d i f f i c u l  t to 

orecast w i t h any accuracy; as the d i f f e r e n c e between revenue ancr^^ ^ 


e x  P e n d i t u r e flows i s approaching £200 b i l l i o n  , small changes on e i t h j ^ ^  ̂ 




I side can have a s i g n i f i c a n t e f f e c t on the net outcome. But, w i t h the coa l 
WL s t r i k e c o n t i n u i n g and w i t h other very serious pressures on the public 
L^pxpenditure planning t o t a l  , there i s a r e a l prospect t h a t t h i s year's PSBR 

w i l  l be s u b s t a n t i a l l y higher than t h a t envisaged at the time o f the Autumn 
Statement. 

]J^^%his i s the second year running in which, l a r g e l y because of 
unforeseen events, the PSBR has exceed expectations. That i s 
d i s a p p o i n t i n g enough. But i  t must also be seen against the background o f 
market doubts both at home and abroad about our determination t o maintain 
downward pressure on i n f l a t i o n  . I  t i s a l  l the more e s s e n t i a l , t h e r e f o r e , 
t h a t our f i  ̂ f c  l stance next year should be seen to r e i n f o r c e the t h r u s t o f 
p o l i c y g e n e r a l l y . This means, i n my view, t h a t we should aim t o get back 
to the p a tnf ^ ^ d k b o r rowing set out i n l a s t year's MTFS, which envisaged a 
PSBR of 2 per Qent of Gross Domestic Product. 

FISCAL P O S I T I O I  ̂  ̂ 


' 4. As the r e s u l  ̂ ^ a j ^  e decisions we took in t h i s year's p u b l i c spending 
round, my room f o r manoeuvre i n the Budget seems u n l i k e l y t o be very 
l a 
  r g e . V >  \ 


15. In the Autumn S t a t m e n t I r e f e r r e d t o the p o s s i b i l i t  y of being able 
to make some tax reductions t h i s year, on top of the £lxx b i l l i o  n tax cuts 
which come through i n 1985-86 as the r e s u l t o f measures included i n l a s t 
year's Budget. The autumn fore c a s t put the prospective " f i s c a  l 
a <  * justment", on the usual i l l u s t r  ̂ ^ /  e assumptions, at about £li b i l l i o  n ­
subj 

ect to the usual wide m a r g i  A B [ »  r r o  r at t h a t stage. That f i g u r e was 
over and above broad i n d e x a t i o n ^ f t j ^  e x c i s  e d uties and the Income tax 
thresholds and bands, the e f f ec t s ^^^3p.ch are i l l u s t r a t e  d i n Annex 2. 

I have to say t h a t the l a t e s t f o f c c a p t s imply even less room f o r 

manoeuvre. On the r e c e i p t s s i d e , as the r e s u l t of changes i n o i  l p r i c e s 

a n  d i n the d o l l a r exchange r a t e , i  t s e e  ̂ s j j ^ l  y now t h a t o i  l revenues may 


e
 somewhat greater next year than had been forecast in the autumn. But 
there are already i n d i c a t i o n s of even s t r o l E | ^ D w a r d pressures on p u b l i c 
sPending next year. I have already r e f e r r e c ^ t o J | » e c o n t i n u a t i o n of the 
c o a  l s t r i k  e which - even i  f i  t ended tomorrow^^Jould s t i l  l cast i t  s 
shadow i n t o the coming f i n a n c i a l year; and other demand-led claims on the 
eserve are already i n prospect f o r 1985-86. Moreover, higher domestic 

l n  t e r e s  t r a t e s are bound to increase the t o t a  l debt i n t e r e s t . 

^7. i n s h o r t , L now envisage having only modest scope^^^^any new 

m
 easures i n the Budget, a f t e r p r o v i d i n g f o r i n d e x a t i o r ^ ^ p ^ ^ s makes i  t a l  l 


e more important t o focus on measures which w i l  l increase the u n d e r l y i n g 

l c i e n c y o f the economy, and which w i l  l be seen as e n c o l r l M  ̂ g reater 


^ mPloyment a n  ^  a s improving the prospects f o r b r i n g i n g down^mejpployment. 
way of background, Annex 3 shows how the various taxes h a  \ ^ M ^  d i n 



SUMMARY AND CONCLUSIONS 

\  l 8  . i  n s p i t e o f the mine r s ' s t r i k e  , the economy has come through the l a s t 
l^kar reasonably w e l l  , and there are no signs o f the recovery f a l t e r i n g  . 

Bu t recent weeks have u n d e r l i n e d the importance o f the s t rong d o l l a  r and 
^ ^ l  ̂ ^ t a i  n o i  l p r i c e s , and r e a f f i r m e d the need to m a i n t a i n confidence i  n 

o  ̂ ^  m m i t m e n  t t o the defeat of i n f l a t i o  n and to p o l i c i e s which w i l  l b r i n g 
t  ̂ i  t about . To t ha t end, we must do e v e r y t h i n g pos s ib l e to keep w i t h i  n 
our p u b l i c spending p lans , and to b r i n g the l e v e l o f p u b l i c bor rowing back 
on to the downward path char ted i  n the MTFS. There in l i e  s the on ly secure 
rou te to c o n t i n u i n g n o n - i n f l a t i o n a r  y g rowth , h ighe r employment and an 
eventual e n  ̂  o r i s i n  g unemployment. 

19. A c c o r ^ l ^ ^ I seek co l l eagues ' views on the appropr i a t e Level of the 
PSBR for 1985-86 (paragraph 12) , and on the broad shape o f a Budget w i t h 
an e m p l o y m e n t % 5 i | ^ (paragraph 17) . 

N L 

Treasury Chambers 

11 February 1985 



SELECTED ECONOMIC INDICATORS 


1979 1980 1981 1982 1983 1984 1985<1> 
W ° r l  d GDP,  V o l u m e 31 1 2 0 21 5 .	 31 cent change) 

G D P .Uf  volume 21 - 21 - 11 2 3 21 3l p e  r cent change) 

( 31) W ( 2 i ) ^  ) 

d e m a n d( ino i » volume 31 - 3 - 11 21 	 2 3 
n g(n»  s t o c k b u t l d i n g ) 

V p e  r cen t change) ( 2 l )CO ( 2 l )  W 

R ? t a l  l P r i c e s QH 171 151 12 6 
P e r	

5 5 5' c * n t change) 

^ ^ ^ t a sr t e 

^

^average 131 161 m 121 10 10 131(2) 

f f l  ° n t h in te rbank) 


C u r r e n t ba i* 

( £  c  e - 1 31 7 5 21 1 2
^ i i i o  rn 

(  3 m ( 3 i ) W 

5 61 10 111 12 121 121(3) 

S t 6 r l  i n g  i n d e x 

87 96 95 901 83 781 1J (2) 7 

(1)	 p r o 


i s i o n a l
(2)	  ° V  pre-Budget f i gu re s . 

^ a r  l  y February 
< 3 )	 » o t a r 

 ° r - e c a s t . Figures based on assumptions in PEWP 

8 U r  & In K 


f .

 D r a	 c k e t s  i sS t r  5 k e  .	  a d j u s t e d f o r t h e e s t i m a t e d e f f e c t o  f t he m i n e r s ' 



ANNEX 2 


REVENUE E F F E C T  S O  F T A  X C H A N G E  S 

• Direct Taxes: Indexation 

The R P  t
 • 

1 increased in the year to December 1984 by 4.6 per cent. With indexation by this 
be: statutory rounding, the figures for the main allowances and other thresholds would 
a i  n

1984-85 1985-86 

- £ £ 

w i f e  e a * n e d' 8^ m e l S  ,allowance 2,005 2,105 
allowance 3,155 3,305 

3 0 ^ r a  t e 

6 0  0-15,400 0-16,200 ^ r a t e 

over 38,100 over 40,200 

M s i T  S ^vgnue costs cf indexation of income tax (reflected in the forecast) are £860m 
8 6  » andl lTTzSml  n a full year, at forecast 1985-86 prices and incomes. 

indirect Taxes: Indexation 

U  o fW c , ! ?  e c   4.6 per cent revalorisation of the excise duties (including VA T effects, 
h a  nges rounded) are as follows: 

Revenue effect 
Typical Price Change (85-86 prices) RPI impact 

£m °7r 

*ine 1 p/pint 80 0.05 
S P»ri t  s 3}p/75c l light wine 15 neg 

25p/bottle 30 0.05 
4p/20 King size 130 0.15 
4p/gallon 205 0.1 
3}p/gallon 50 nil 
£5/ca  r 100 0.05 

t 
^ e f f e c t  , 

f * ( r e f l e c t e d* ^ c a s t  )

610 0.4 

and fun year revenue effects are virtually identical 



C O N F I D E N T I A  L 

Ready Reckoner: Illustrative Tax Changes 

£ million at forecast 

1985-86 income levels ^ 

1985-86 Full Year 

I N C  ° M  E TAX 

^ ^ a n d j ^ s h o  ̂  
ea l  l o  W a n c  e  ̂  n d e x a  t i o  n on all statutory 

a l l ow^ 

160 200 
6 l n d e x a  t i o  n on all statutory 

s ^ thresholds 175 225 

Sates 

C h a * 8  e basic a e f  ]r t o p 1070 1150 

C 0 R P ^ A T i   TAX O N

Poin  t

 a i  n r a  *e by 1 percentage 
135 235 

1 p e  * c e n t ^ U ^ P ^ i e s  ' rate by 
^ge point 15 30 

° T H E  * T  A X E  S 

C h a  *ge VAT 
t a t e  b y 1Point

 (2)  Percentage 

625 840 

(1) .n 

U l  *ect revenue effects. For C  T (which is collected one year in arrears) the figures are 
b a S e d  0 n 1984-85 income levels. 

l 2  ) A i<* 
r change in the VA T rate would change the RP I by 0.5^r 



C O N F I D E N T I A L 
ANNEX 3 

THE TAX BURDEN 

t o power t o t a  l taxes and NICs as a 
Since the Government came P ^ ^ ^ ^ g p e r c e n t a g  e 


Proportion of GDP a t market p v i r t u a l l  y unchanged since 

points, though the r a t i o has remained v i r t u a 

1981-82. The f i g u r e s are as f o l l o w s : 


Table 1 

T o t a l t a x a t i o n * as a % of GDP (market p r i c e s ) 


1978- 79 33 .9 

1979- 80 35 . 2 

1980- 81 36 . 4 

1981- 82 39 .1 

1982- 83 39 . 0 

1983- 84 38 . 8 

1984- 85 (estimate) 39 . 2 

1985- 86 (assuming indexation) 39 .1 


i n c l u d i n g NICs and l o c a l a u t h o r i t y r a t e s . 


^ ^ a l s e c t o  r , ( d i r e c t 

^ ^ I ^ I u c t i o n  s i  n inco.e t a x . t o t a  l persona taxes (a r 

« * i n d i r e c t , i n c l u d i n g employees' »  C and domestic » " ' 
9 7 8 . 7  9 


 t e a , ^ r::^ ­l u b i l l i o n h i g h e r  i n
  TZ c• For i n c o I  „ e t a  x and natxonal msorance 

following  shows how the p r o p o r t i o n of gross p
t a b l  e


p r e s e n  t has r i s e n , p a r t i c u l a r l y t o r the low pard: 


Tabi
e 2 


.Income t a x and NICs as a % of gross e a r n i n g s * 


h average Average 2 average 
earnings earnings earnings 

l 9 7  8 ~ 7 9 
 16.0 27. 8 31.4 
l 9 8 l - 8  2 


20.8 29 . 3 32 . 2
l982-83 

20.8 29 . 8 32.3 


l 9 8  3 ~ 8 4 
 20.1 29.6 , 31.7 

E s t i m a t e ) 19.2 29 .1 31.5 


l 9 8  ^ 8 6 
0 D ( i n d e x a t i o n ) 19.6 29. 3 31.7 

d U l t  m a
 
W o r 
  l  e earnings ( a l  l occupations). Married couple, w i f e not 


t k l n g :

d
 °  the couple are assumed t o have no c h i l d r e n , t o avoid 


o r
* t
 t i  0  of the f i g u r e s from the a b o l i t i o n of c h i l d tax 
n




3. These f i g u r e s r e f l e c t t h e r i s e  i n t h e employees' N I C r a t e 
from 6%  t o 9%. So f a r as income t a x  i s concerned, p e r s o n a l 
allowances have i n c r e a s e d 16%  i n r e a l terms s i n c e 1978-79 and 
have r o u g h l y k e p t pace w i t h e a r n i n g s . The b a s i c r a t e has been 
reduced f r o m 3 3 P  t o 3 0 P , b u t t h e 2 5 P reduced r a t e band has been 
a b o l i s h e d . 

4 . As t h e t a b l e shows, i n d e x a t i o n  o f a l l o w a n c e s  i n t h e Budget 
»ould l e a d  t o a v e r y s l i g h t r i s e  i n t h e p r o p o r t i o n  o f incomes 
taken  i n t a x and N I C . T h i s  i s because e a r n i n g s are assumed 
t o r i s e by 7% compared w i t h t h e i n d e x a t i o n p e r c e n t a g e  o f 4.6%. 

£°iH£ariy Sec t o r 


5
- The l a s t two y e a r s have seen a s t r o n g r e c o v e r y  i n company 

^ t o  r p r o f i t a b i l i t y t hough t h e r a t e  o f r e t u r n remains w e l l 

b e l o w t h e l e v e l  i n t h e e a r l y 1960s ( f i g u r e s f o r m a n u f a c t u r i n g 

alone are n o t a v a i l a b l e f o r 1984): 


Table 4 


Net p r e - t a x r e a l r a t e s  o f r e t u r n 


I n d u s t r i a l and 
commercial companies 
e x c l u d i n g N o r t h Sea 

M a n u f a c t u r i n g
companies 

1965 1111.. 22 1144 .. 00 

1970 • 9 . 8 16 . 5 

1975 7 . 9 8 . 0 

1978 4 . 3 3.1 

1979 6.8 6 . 3 

1980 4.9 4 . 2 

1981 3.7 3 . 3 

1982 3.4 3.1 

1983 4.3 4 . 2 

19819844 ff 5 . 5 5.3 
E s t i m a t eE s t i m a t e )) 6.8 n. a. 

Since i o 

/8-7g t o t a l t a x e s p a i d by b u s i n e s s e s ( o u t s i d e t h e N o r t h 




S e  a ) have f a l l e n s l i g h t l y as a pe r c e n t a g e  o f G D P . W i t h i n t h i s 
t o
 t a l  , t h e major change has been a f a l  l  i n employers' NIC and 

N l s 

a s
 a p e r c e n t a g e  o f G D P , p a r t i a l l y o f f s e t by an i n c r e a s e 
1 - n
 business rates,.-as t h e f o l l o w i n g t a b l e shows: 


Taxes p a i d by b u s i n e s s e s £bn  i n 1984/5 p r i c e s 

( f i g u r e s  i n b r a c k e t s are %s  o f G D P ) 

C o r p o r - Taxes on Employer * s 

t i o n s e l f NIC 

t a x 1 employment and 


incomes NIS Rates O t h e r 2 T o t a l 

1978
- 79 
 6.7 2.2 9.3 4.5 3.5 26 . 2 


(2.2) (0.7) (3.1) ( 1 . 5 ) (1.1) (8.6) 

19841984
-- 8855 
 6 . 6 2.5 88..00 5 . 5 4.2 27.0 

(2.1) (0.7) (2.5) ( 1 . 7 ) ( 1 . 3 ) (8.3) 


Excludes N o r t h Sea, b u t i n c l u d e s ACT. 

^ * VED 

C a  r t a x  r o a r  3
taxes ' »  f u e l d u t y , d u t y on r e b a t e d o i l s , c a p i t a l 





