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TSRB: ECONOMIC EVIDENCE

Thank you for your letter of 18 Jantary. The
Chancellor of the Duchy is content with the
suggested evidence for the TSRB.

I am copying this to Michael Scholar at No.10
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1 . SALARIES REVIEW BODY
GENERAL ECONOMIC BACKGROUND

General economic circumstances must play a major part in determining
the level of pay settlements in the public sector. The Government is
sure that the Review Body will wish to recognise this factor when
framing its recommentations. In this section of the evidence the
Government sets out its views on the nature and the importénce of the
economic considerations relevant to pay determination generzlly.

2e The financial instability caused by persistent and rapid inflation
undermines the prospects for sustained economic growth. The Government's
aim is to bring down the rate of inflation, and its monetary and fiscal
policies have consistently been directed to this end. Considerable
progress has already been achieved; and inflation is now around half

the peak level of nearly 22 per cent reached in May 1980.

3. "Monetary and fiscal policies create the overall context within
which total income within the economy is determined. Excessive
increases in pay reduce the scope for growth in output and employment.
The international context is also important. The UK exports around

30 per cent of its total production against fierce overseas competition.
And our home market is also vulnerable to imports. Our international
competitiveness is therefore a key determinant of the level of
employment and of the prospects for improved living standards.

4, Our past performance illustrates the demage which excessive pay
settlements can cause. Over the 5 years to 1980 labour costs per unit

of manufacturing output nearly doubled in the UK. In contrast, they

rose by one-half in Canada, by one-third in the United States, by one-
sixth in Germany and not at all in Japan. Almost 2ll of the
deterioration in UK competitiveness since the Government came to power
can be put down to the higher rate of increase of UK labour costs compareq
to those of our competitors.

De The Government has constantly emphasised the need for pay
settlements to be kept as low as possible in order to improve the




'yrospects for employment: realistic pay awards are an essential
pre-condition for any lasting reduction in unemployment. Some
progress has already been made. Over the past year

lower pay settlements, together with increased productivity, have
meant that unit wage costs in menufacturing have shown little
increase. But this is only a beginning. Pay settlements which bear
a proper relationship to productivity need to become a feature of
our economy, as they are in the strongest economies.

6. Some employees are not directly subject to the rigours of
international competition. But no group can or should be immune
from the need for realistic pay settlements compatible with what

the country as a whole can afford and, in the case of public service
employees, what the government and taxpayer can afford. Pay in the
public services has a major influence on the health of the economy.
It accounts for about 30 per cent 6f public expenditure. Excessive
increases in this pay bill are bound to lead to increased taxation
or borrowing (and, therefore, higher interest rates) with a
damaging effect on private sector investment and costs, and on the
prospects for ecoonomic recovery and employment. Excessive increases
for particular groups of staff also have wider effects through
repercussions on other groups and lead to self-defeating
"leap-frogging".

T While concepts such as productivity or output raise certain
questions of definition in relation to the groups in the Review
Body's remit, the considerations set out above provide a frame of
reference against which all questions of the determination of
remuneration must be considered. The application of these
considerations to the question of pay in the public services is
discussed more fully in the memorandum submitted to the Inquiry
into non-industrial Civil Service pay under the Chairmanship 6f
Sir John Megaw. (The memorandum is attached as Annex A). That
Inquiry is directed to Civil Service pay; but the general
arguments in the memorandum are relevant to the public services
outside the Civil Service.

8. The Government attach special importance to the discussion in
this memorandum of the necessity to give full weight in determining

pay to market factors such as recruitment and retention. Rates of




| ¥ should not exceed what is necessary to recruit and retain staff
L7
of the right quality in the right numbers. A further important factor

» o
is job security which is significantly higher for the groups in the
Review Body's remit than it is for most private sector groups. The
Government consider that these considerations are of crucial importance

at a time of high unemployment and widespread redundancies.

9. Finally, the Government wish to draw paragraph 4c of the memorandum
at Annex A to the attention of the Review Body. This stresses that

it is unrealistic to attempt to determine pay rates without regard to
the resources available to finance them. What can be afforded is an
essential consideration. In the public services, this fact has been
expressed through the system of cash limits. The Govermment announced
on 15 September the basis on which it had decided to provide for pay
costs at the current stage of planning public expenditure. This
allowed for an increase of 4% in earnings from due settlement dztes in
the coming year. (A copy of the relevant statement and supporting
material is attached at Annex f2).

10. The small size of the particular groups within the TSRB's remit
means that their pay does not have a large direct impact on total
expenditure. This is not of course in itself a reason for generous
treatment and the Government has to take account of the influence

of changes in these salaries on expectations elsewhere in the economy,
which may have an indirect effect on Public spending. The Review
Body's findings are of great importance to the Geovernment in arriving
at its decisions but, for the reasons set out here, the Government
must, as in the past, reserve to itself the final decisions zbout

the pay it is prepared to offer to these groups.
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Introduction

1. The Committee of Inquiry into Civil Service pay has asked® for "a

memorandum setting out the main issues you believe the Committee should tackle

and any views on them which you wish to place before the Committee". This

memorandum is a first response to that request.

Background

2.  About 77 million people are employed in the public sector of the

United Kingdom economy (broadly the nationalised industries, local authorities,
National Health Service, the Civil Service and the Armed Forces of the Crown).
Within this total the Government is directly responsible for the pay and
conditions of service of some 690,000 civil servants (of whom 150,000 are
industrial civil servants), some 323,000 members of the Armed Forces, and

some 1.2 million employees of the National Health Service. The methods used

to settle pay throughout the public sector vary. They reflect both the history

and the particular nature of the service or industry concerned.

3+ The factual background memorandum already submitted to the Committee by the
Civil Service Department (Chapters 5-7) describes the arrangements for pay
determination in the non-industrial Home Civil Service (which is the subject of
the present inquiry) and their historical development. The pay determination
system for the bulk of this service was embodied in formal Pay Agreements,
negotiated with the unions, from which the Government has now withdrawn. The
system derived from the recommendations of the Royal Commission on the Civil
Service ("Priestley') which reported in 1955. The Committee will no doubt wish

to study that report in detail. Its main conclusion was that the primary
principle governing Civil Service pay should be "fair comparison" with the current
rezuneration of outside staffs employed on broadly comparable work, taking account

of differences in other conditions of service.

*In a letter from the Chairman of the Inquiry, Sir John Megaw, to the
Lord President of the Council dated 6 August 1981.




Whv & new svstem?

4. The Committee will wish to know why the Government believes that the

system derived from Priestley should now be brought into question. There are

{four main reasons =

a. \Whatever its abstract merits, the Priestley system has not in

practice worked well in recent years, and the resulting damage to its
credibility bas led to a loss of Civil Service and public confidence in

it, as a means of settling Civil Service pay. In nine out of the last

fifteen years the system has been over-ridden or implemented only after

delay, often because its straightforward implementation would have

conflicted with the formal incomes policies adépted by previous

Governments. This in itself suggests that the system is no longer

satisfactory: on more occasions than not it bas not provided a means of

solving the problem of pay for the Civil Service. This is partly because
economic circumstances have changed since the mid-1950s, when there was near full
employment, inflation was not a serious problem and pay increeses indicated by
the system were generally modest. It is also because of some characteristics

of the system. There are two particular defects. FirsE, a system based on
comparability is almost bound to be "backvard-looﬁing“ to some degree, and so is
likely to generate increases which may be out of line with increases teking place
elsewhere in the economy at the time. This poses particular problems at

a time when the pnational interest requires a substantial reduction of

inflation and inflatiopnary expectations. And second, because amy such

system tends to establish expectations of entitlement to an increase in

pay - but does nothing to take account of the fact that the cash

allocations to meet these expectations cannot necessarily be made

available,

b. An essential element in anmy pay system must be an attempt to assess the
market and to consider whether pay rates are at the level required to recruit,
retain and motivate the appropriate number of staff of the right quality. In
the Prieszléy system it bas been assumed, in effect, that the pay rates
indicated by "fair comparisons” are a reasonable proxy for the market.

But it is increasingly questioned whether the system provides an




adequate reflection of the market rates of pay. It bas tended to insulate
Government employees from the realities of life as they exist in the
private sector, partly because intangibles such as job security, which
cannot be easily reduced to a cash value, are under-rated. The
Government believes that the information available in the pay
determination process should include a systematic analysis of
recruitment and wastage. Such statistics need to be interpreted with
care in relation to & service which is traditionally regarded as a
1ifetime career, because the results of failure to recruit and retain
staff of sufficient quality may not be fully reflected in the
performance of the service except over many years; but the ability to
recruit and retain staff, as demonstrated in statistics, can help to
show vhether pay rates are in line with the market for each particular

type of labour and thus "fair" both to employees and to the taxpayer.

Ce We live in & world in which rapid economic changes - for example
drastic cbhanges in the price of oil - may require equally rapid and often
barsh reaction. In such a setting "fairness" - certainly desirable -
may not always be sustainable. Trading concerms have to react to such
circumstances by laying off employees, or by acknowledging that no pay-
increase at all is possible. The public service cannot expect to

be insulated from the impact of adverse ecomomic developments simply

because the money to meet the wage bill comes from the taxpayer. The

questions of availability of finance and what can be afforded were treated

as secondary in the old system and introduced, if at all, only as reasons
for overriding the system and not as part of it, Outside Government, the
ability of the employer to pay is inevitably a crucial part of the process
of determining pay. It is true that the question of the Government's
ability to pay involves judgements which are different from those which
have to be made by private sector employers and often more complex. But

the question is no less important for the Govermment for that reason., It
imvolves the interests of every taxpayer and the economic health of the
country. A system which ignored this and appeared to generate pay rates
which were in some abstract sense, and without relation to availability of
finance, "correct" was artificial and unreal. The Govermment's judgement of
wvhat it is justified in paying, taking account of financial and macroeconomic
considerations and the competing claims of other elements in public
expenditure, as well as of managerial considerations, must necessarily play

an essential part in the process of determining what pay should be.

3




d. Even on its own terms, the old comparability system no longer
commands confidence that it gives truly "fair" results. In the
Government's view it 1is questionable whether comparisons were made

with the right outside analogues; whether the wider problem of
meircularity” - which has to be faced in any case if there is anmy
tendency among private sector #irms whose employees are taken as
analogues automatically to reflect Civil Service pay increases = was

not compounded by the use of public secto} analogues; whether, given the
growth of fringe benefits in the private sector, the valuation placed on
them had not become too detailed and mechanistic; whether adequate
allowvance was made for the benefit to civil servents of index-linked

pensions; and whether the methods used to evaluate pé} research evidence,

and to bring it up-to-date as a basis for negotiation, were justifiable.

Approach to a new svstem

5., As the Committee's terms of reference make clear, the Govermment starts

from the proposition that there is & substantial public interest in the

recruitment and maintenance of an efficient and fairly rermnerated Civil Service;

in the orderly conduct of the business of Govermment and its services to the

public; and in the maintenance of good industrial relations in the Civil Service.

On the other hand there is an equally clear public interest in the provision

of essential public services at maximum efficiency and minimm cost. The
Govermment recognises that in a free society it is not possible in the long term
to impose pay and conditions of service by fiat; and that there is an inevitable
cost to the Exchequer and to society if pay in sensitive areas is settled by

the process of industrial confrontation. It is therefore the Govermment's
intention when the Committee's report is available to seek to negotiate a nevw
Pay Agreement with the Civil Service unions which will be informed by the
Committee's findings. In these negotiations the Govermment will aim to arrive
at an ordered and agreed arrangement for determining Civil Service pay which, so
far as possible: can endure; provides a sound basis for good industrial
relations; is acceptable to the staff concernmed; commands the confidence of

both Parliament and the public; and takes proper account of broader economic
considerations. The Govermment is under no illusions that it will be easy

to reconcile these objectives but it looks to the Committee to help it to do so.




6. In negotiating any new agreement the Government will be seeking

a means of arriving at rates of pay which are adequate but not excessive,
to recruit, retain and motivate sufficient numbers of staff of
satisfactory quality. The Government recognises that, in the longer term,
Civil Service pay rates must bear a reasonable relationship to those of
outside ewmployers if serious management problems, including industrial

relations difficulties, are to be avoided. The Government also

recognises that comparisons with outside rates of pay and conditioms of

service in cowmparable employment provides a useful broad indication of
what is required for these purposes. Comparability in some form plays a
part in pay negotiations in the public and private sector alike. Accurate
information about the labour market is a valuable management tool
particularly for an employer like the Civil Service which has to recruit
and retain a very wide range of employees in a wide variety of locations

with different skills, aptitudes and qualifications.

7. At the same time, the Government strongly believes that it would be
undesirable for any new arrangements to give rise to a presumption of an
automatic entitlement to rates of pay based on pay comparisons without
adequate regard being paid to other relevant considerations, including the
Government's duty to control public expenditure and to manage the economy

in the interests of the population as a whole.

8. This means that the process for determining civil service pay must

take proper account of financial and macroeconomic considerations. The
Government must in any event retain the right, in the last resort, to

decide whether on any particular occasion the wider national interest should
take precedence over the operation of any system, however well constructed.
But the Government would prefer to have procedures which should make it
possible for agreed settlements to be the general rule and for resort to
"override" to be necessary only in exceptional circumstances. The
Government would be grateful for the Committee's advice on how and at wvhat
stage financial and macroeconomic considerations can best be taken into

account in the process of pay determination.




{

The basic issues

9. In carrying out its remit to make recommendations on the process by
which the remuneration of the non-industrial Civil Service should be determined
there are & number of important general issues which the Committee wvill want

to examine and on which the Government would welcome the Committee's views -~

a, The form of a new pav svstem,

It is obviously desirable that a new pay system should be agreed by the

Government with the unions and it bas already been made clear that it is
the Government's intention to seek to achieve this, DBut how far should
the nev pay system be a highly structured one? How far should prior

agreement on the use to be made of agreed factual analysis determine the

outcome and how much should be left for negotiation?

b, The relative weight which should be attached in a2nv new svstem to

comparisons of pay and other conditions of service and to other factors

guch as the position on recruitiment and retention. relative efficiency

and relative job securitv.

Under the old system other factors besides those based on direct compari-
sons could be, and were, introduced into the negotiations which followed
pay research but this was not done on a quantified or structured basis
and the influence of such factors on the final outcome was relatively
modest. The Goverrment would particularly welcome an assessment of the

practicability of evaluating such factors and recommendations on methods

for doing this,

Ca The scope under a new process of pav determination for keeving pav

increases for the Civil Service more in phase with those in the community

generallv,
As explained in paragraph 4a, this problem has caused considerable

difficulty in the past,

d. The reconciliation of anv arrancements for pav determination in the

Civil Service with the Goverrment's peneral economic responsibilities

for controlling public expenditure and maintaining the value of monev,

This is an area of particular difficulty not only in deciding how

financial and macroeconomic¢ considerations can best be taken into account

6




in tbe process of pay determination but also at a more technical level

in reconciling procedures and timetables for fixing cash limits and for
negotiating Civil Service pay. The Treasury is ready to provide more
detailed evidence on the public expenditure procedures involved, including
the fixing of cash limits,

e, The reconciliation of the Govermment's ultimate accountabilitv to

FParliament for expenditure on Civil Service pav with an ordered pav

svstem agreed with the unions,

Clearly if a new pay process is to be negotiated with the Civil Service
unions and to have a reasonable prospect of long term acceptability it
would need to pass two tests, First, it must be capable, in normal
circumstances, of serving as the basis for pay settlements which are
justified on management grounds and acceptable not only to the negotiating
parties, but also to Parliament and the public, Second, it would need

to contain as clear an indication as possible of the circumstances in
which, and the manner by which, it could exceptionally be overridden by

Govermment on wider policy grounds of the national interest, In comsidering

these matters the Committee will wish to consider, for example, the role
which Parliament might be imvited to play.

> The role of arbitration,

The Govermment accepts that arbitration will have a role to'play in any
new system for settling Civil Service pay as it has done since the
Arbitration Agreement of 1925, The present Arbitration Agreement provides
for unilateral access to arbitration, although successive Govermments

have consistently and publicly reserved the right to refuse access to
arbitration on grounds of policy. It has also been accepted over the
years that, while preserving the constitutional position that Governmenia
cannot commit Parliament to expenditure without its approval, Govermments
would not invite Parliament to approve the setting aside of an arbitration

award.* The Government bas not withdrawn from the Arbitration Agreement

"The special arrangements to xhich the Government jis committed for next
year's pay settlement differ from this, The Government bas accepted in
advance of these negotiatione that there should be access to arbitration
should negotiations fail. It has however also expressly reserved the

right to ask the House of Coxmons to approve the setting agide of any
resulting arbitration award should the Goverrment judge this to be necessary
in the pational interest, The arrangements derive from the particular cir-
cumstances of 1981 and should not necessarily be regarded as a precedent for

the future, e
i




with the Civil Service unions as it has from the Pay Agreements with them,
But clearly the role of arbitration under any new system will need to be
considered in the pegotiation for any new Pay Agreement following the
Commi ttee's report. * For the avoidance of misunderstanding, however, it
gshould be made clear now that the Goverrment attaches the greatest
importance to ensuring that, whatever the future arrangements may be, it
cannot be forced into an arbitration process with an award which it is

required to implement regardless of circumstances. This could be achieved

either by the Govermment reserving the right to withhold agreement to
o to arbitration (making resort to arbitration subject to the consent

&

of both sides) or by the Government reserving the right - perhaps
subject to the agreement of the House of Commons - to override an arbi-

tration award; OT indeed by a combination of the two. There are arguments
for and against each course, and the-Government would be grﬁteful ¥

for the Committee's views on the options., But it is in the Govermment's
view essential to retain in the process of pay determination some safeguard

preserving its right of ultimate decision in exceptional circumstances.

L

Technical issues arising in the process of comparison

10. If the Committee considers that a new system should provide for structured
pay comparisons & number of technical questions would arise about how this
should be done. The Committee's views would be particalarly welcome on the

following points =

a, Should comparisons be made with actual outside pay rates or with

percentage movements in pav?

Comparison with percentage movements in pay could ease the problem of
mis-match between the movement of Civil Service and outside pay referred
to in paragraoh 9c. But it is outside rates of pay for comparable work
wvhich reflect the real position in the labour market and hence affect the
employer's ability to recruit and retain employees. Moreover, information
on rates can be collected in much more detail so as to establish separate

and more velid comparisons for different groups of staff,

b, What outside analogues should be need and how should thev be selected?

Comparisons need to be as representative as possible, But any process
of comparison runs the risk of circularity, with all major exployers
being influenced by the rates vhich others set, It has been suggested

that this risk may be acute where comparisons are made with otber public

8




sector analogues, The Scott Committee on the Value of Index Linked
Pensions recommended the exclusion of public sector analogues from the
¢ield of comparison for both pey and pensions purposes, It bhas also been
argued that the fields of comparison used by the PRU were biased in
favour of large and "good" employers and took insufficient account of the
realities of the wider labour market., There are also particular problems

in using pay comparison where the Civil Service is itself the main

employer of & particular type of statf; and, as with some professional staff,

where significant numbers of the profession as & whole are self-employed.

c. Ts "whole job" comparison the best approach?

This approach, used by the PEU, imvolved the identification of jobs in
external organisations whose functions and responsibilities taken in the
round were closely similar to Civil Service jobs, The Committee may
vish to consider how far "whole job" comparisons are appropriate for all
types of Civil Service work particularly at the higher levels where
difficulties were experienced under the pay research system in making
reliable comparisons. The Pay Research Unit Board for example suggested
that the cut-off point for pay research should bave been lower under the
old system,

d. Bow should "fringe benefits". including index-linked pensions, be

taken into account in the comparison process?

Outside pay rates need to be adjusted for differences in other benefits

and conditions of service., The Committee will wish to satisfy itself

that any new arrangements provide for these elements to be properly and
stringently valued. The Scott Commitiee made recommendations on the
evaluation of index-linked pensions, These are at present being considered

by the Govermment,

e. What, if anvy, arrangements chould there be to ensure that any

data collected are "up to date"?

The techniques of adjustment to current rates used in the latter stages

of operating in the old pay agreement were the subject of much criticism
and especially the "uprating” of the outside rates collected by the PRU

by reference to price movements, There are questions here of both principle

and practice,




f. What organisational arrangements would be best suited to the collection

of data under anv new svstem and what role should any data collection

agency plav?
In examining this question the Committee will wish to consider the nature

and status of any new data collection organisation, Should it be free-
standing and visibly independent of management and unions? Could it be
grafted on to an existing organisation like.the Office of Manpower
Economics? The Committee will also wish to congider the role of any new
agency. Should the role be confined to the collection of data or

exiended into processing and analysing?

g. To what degzree should the data collected for purposes of‘pav

comparisons be made publielvy available?

Much of the data collected by the Pay Research Unit was provided on a

confidential basis by individual 'employers. But public confidence depends
on public information, This problem links in with the role to be assigned
to amy new organisation charged with data collection,




Other issues

11. In addition to those described above there are other issues about
the future pattern of Civil Service pay arrangements on wvhich the Govermment

would welcome the Committee's views =

8. What role should intermal relativities plav in settling pav rates?

Internal relativities are an important secondary factor in the

determinination of Civil Service pay rates. It is inevitable that

in a structure as complex as that of the non-industrial Bome Civil
Service the pay of some groups of staff will need to be settled on
the basis of an agreed intermal pay relativity with that of another.
In some areas there are also questions of vertical relativities

vith the ipdustrial Civil Service. The arrangements which are made
must enable pressing management problems to be dealt with by pay
adjustments where these become necessary. There are also wider
questions about the relationship between pay and grading structure.
The problem is to achieve the best balance between considerations of
internal management structure ang the matching of pay rates for

different groups to the outside market.

b. Ts there a place for using merit pav in the Civil Service, and
i? so how should it be applied?

Outside the Civil Service, particularly in the private sector,
extensive use is made of merit pay arrangements. But there are special
management difficulties about the application of merit pay systems in

the public service.

Ce Is the use made of incremental scales in the Civil Service
justified and are modificiations desirable?

Apart from their possible use as an instrument for rewarding merit,

questions arise here on the use of incremental scales as such,

d. Is there a case for introducing productivitv bargaining into
the pav svstem for the Civil Service?

Successive Governments have taken the view that the pursuit of
improvements in productivity and efficiency of Civil Service

operations is a management function with which staff are expected

11




to co—operate without special payment on the basis that such
co-operation should be given in return for & fair rate of pay.
This links with the problem of assessing comparative efficiency

inside and outside the Service in making pay comparisons,

e. Is there a case for wider geographical variation in rates of
pav _for civil servants?

The system of "provincial differentiation" was abandoned in 1958,
and Civil Service pay rates now apply nationally, with extra
payments ("London weighting") to staff employed in Inner and Outer
London. National rates are logical and convenient where there is
an obligation or widespread practice of mobility; but for types of
employment where there is considerable regional variation in pay
levels (eg clerical and typing staff) it can lé;d to anomalies and
distsrtions: over-payment in some areas and inability to recruit
and retain staff in others. It is for consideration whether

Civil Service rates for at least some (eg the non-mobile) grades,

if not for all grades, should attempt to match local pay conditions

more closely.

. & Is there scope for the introduction of "mo industrial action”
agreements into the Civil Service?

It is sometimes suggested that long term agreements on mechanisms

for settling pay in the public services should be associated with

some form of agreement restricting the right of staff to take
industrial action. The Committee may wish to consider this possibility
either in relation to the Service as a whole or for limited groups of

staff engaged on particularly sensitive work.

Bigher Civil Service Pav

12. The terms of reference of the Committee cover the nop-industrial
Civil Service as a whole. The Bigher Civil Service have not been covered
by the process of pay determination and negotiation which applies to the

rest of the non-industrial Civil Service; recommendations on pay rates




for the Higher Civil Service are made by the Top Salaries Review Body (TSRB).
This difference of treatment reflects both the difficulty of settling the
pay of these senior management grades by any process of negotiation and

the fact that rather different considerations apply in the settling of

their pay, including not only relativities with senior levels in other

public services but also relativities with Ministers. Nonetheless,

problems have arisen from the co—existence of two separate processes of

pay determination covering different parts of a unified career structure,
and particularly at the "interface": the grades of Assistant Secretary
(covered by the general system) and of Under-Secretary (covered by the
TSRB) and their equivalents. The Committee will no doubt wish to have
discussions about the position and the problems with the Review Body.

Conclusions

13. The Committee has been asked to advise both on the principles which
should form the basis of a new pay. arrangement for the Civil Service
and on practical arrangements for applying it. Naturally both the
principles and the practical arrangements will need to take account of
other conditions of service and of other aspects of Civil Service management
which bear on the guestion of appropriate remuneration. Accordingly the
Cormittee bas been given terms of reference wvhich leave it free to examine
any aspect of Civil Service management and practice which it regards as

relevant to its task.

14, It will be apparent to the Committee that this first paper on isgues
is in part simply an annotated agenda, The Govermment is ready to provide
fuller evidence on any of the points covered by it and indeed on anmy other
matters where the Commitiee would find further information belpful to its

work,




ANNLY 27
NNLX Az

H. M. TREASURY

Parliament Street, London SWI1P 3AG, Press Office: 01-233-3415
Telex 262405

1509.81

PUBLIC EXPENDITURE PLANNING: CASH FACTORS

The Chancellor of the Exchequer announced in his Budget

statement on 10 March, 1981 that the Public Expenditure Sufvey

this year would, for the first time, be conductéd in terms of
prospective cash expenditure, rather than in terms of '"constant
prices". For this reason, the plans in the last Public Expenditure
White Paper (Cmnd 81%5) were, at the outset of the Survey, put
onto a prospective cash basis, which included an allowance for

cost increases between now and future years.

In the spring a provisional allowance was made for general
increases in costs of 7 per cent between 1981—82-and 1982-83 and of

6 per cent and S5 per cent respectively for the following two

years.

In now preparing for the main decisions on the cash totals
for each programme, the Government has reviewed the provisional
allowance for 1982-83 and has decided to use separate factors for
pay and for other cost increases. These factors will be, for
earpings, an increase of 4 per cent from due settlement dates in
the coming year, and for other costs an increase of 9 per cent
petween this financial year (1981-82) and next (1982-83). This
change has little net effect on the overall cash total of

public expenditure, but it does affect the distribution between

DrOgrammes.




The pay Jactor does not jmply ithat #l] public service pay
jncreases will or should be 4 per cent. Some may be less, and
come may be more. There is no automatic entitlemcnt io any
pa;iihular pay increcase: cach musti be justified on its merits.
The pay factor is a broad measure of whalt the Government thinks
reasonable and can be afforded as a pencral allowance for
increases in pay, al this stage of fixing ihe programme irom

which the public service wage bill has Lo be met.

All public service wages are paid for from rates, taxes
or btorrowing. Excessive wage increases can only mean

higher rates oOr taxes or furtiher cut—backst for example in public sector

capital invesiment, which will cost jobs in both public and

private sectors. The lower ithe level of pay seitlements, the
more there could be available for job creating investmcht

throuphout the economy.

The cash expenditure figures arrived at by applying 1ihese
pay and price factors provide a framcwork for the further
Minisierial decisions to be taken later. The final cash
provisions {or individual programmes, and where appropriate

cash limits for next year, will follow {rom those further

~
“\

Ministerial decisions to be taken subseqiently.

~
~

The Rate Support Grant paid to the local authorities
for. 1982-83 will be deiermined by Ministers' decisions on the
cash provision for local authority services which may themselves he

affected by overspending in the current year. But the




framework will be the plans revalued using these factors of
4 per cent for pay increases and 9 per cent for increases

in other costs.
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Notes for Editors

Public expenditure surveys, Ministeriaol decisions on them, and pu?lic
expenditure White Papers have hitherto been expressed throug%out/;:icco
ruling at an earlier time, known as "constant prices'" or "survey prices',
rather than the prices which might be expected to rule at the time
the money is actually spent. For'exnmple the March 1987 White Paper
set out the plans for 1981-82 and later ycars'in terms of "1980 survey
priceg: these were broadly the prices r;ling in autumn 1979. The
speech =
Chancellor announced in his Budget/the decision to express plans in:
future in terms of the prospective cash spend. He explained the
cbjectives of the move to be to get away from the presumption inherent
-
in the old volume system tha!l what was once planned could always be
afforded, however much its costs might have risen, to focus @uch more

closely on the mcney actually spent, and to relate decisions to the

cash that would -3 available. (Hansard, 10 March 1981, Col 768-9)

o This year, as part of the change to cash planning, it is necessary
to convert the existing plans in constant prices - 1980 survey. pricgs -
in the last public expenditure White Paper (Cmnd 8175) to the new
progpective cash basis, to act as a starting point for this year's

survey.

e This conversion-was.done on a provisional basis in the Spring so

that work on the suvrvey could be in-cash from the outset. It allowed

for & general increase in all costs of 7% between 1981-82 and 1982-83,

and increases of-0% and 5% respeqtivcly for the following 2 yearas.




It was envisaged from the outset that this provicional bacis of
revaluation would be reviewed at this point before the final stages
of the survey, in which Ministers toke their docisions. This review

has now been made.

L. The ?% general factor provisionally applied for increases in all
elements of cost between 1981-82 and 1982-83 is, as the mtice says, to
be replaced by separate factors of 4% for pay and 9% for other costs.
The weighted average of these two factors is close to the provisional
7%. The change therefore will have very little net effect on the tnt;l
IQr expenditure plans in 1982-83 in ihe last White Paper revalued to

cash. But it does affect the split of totals by programmes.

5e The single factors for géneral increases in the subsequent 2 years,

6% and S% respect:vely,are not changed.

6. The switch to cash planning has changed the sequence of decisions.
Decisions are no longer taken first on the plans in

-

terms of "survey prices" and then on the cash limit factors to be used

. and Estimates.
as part of the conversion of those decisions to cash limits/ Discussions
and decisiont on the survey are taken in cash throughout. This requires,
. at least for this year of the change, the general cash factors used in
revaluing the existing plans from the old price basis to be confirmed -

or to be revised - before the main decisions are taken. (This is

some weeks earlier than the first cash limits factors would have been

settled under the old sysigm.)

7 Dccisions on programmes may lead to reductions in some, increases

in.others comparcd with the last White Paper converted to cash. Such




decicions may include among other things, an adjustment upward or downward
to the cash

provision for a particular programme to allow, in whole or in part for
movements in pay and prices which are especislly affecting that

programme and which are expccted to differ significantly. from

these general factors.

8. As the.decisions will be in cash, it 'will be possible to derive
the cash limits from them without any further change in price basis.

The presumption will be that cash limits will be set to correspond

exactly to the decisions on programmes. Also, as now, the presumption

will then be that cash limits, once set, will not be changed. If in an
exceptional case, Ministers decide later to provide more cash than
gllcwec in their original -decisions on the programmes, that increcase

will have to be met from within the Contingency Reserve.

9. The 9% price factor represents what is considered realistic
provision, on the basis of the information at present available, for

the pricesto be peid by departmenté. It is not a precise foreccast.

a0, The pay faoctor applies %o the increase in earnings (basic pay
plus overtime etc), not basic rates, and applies from setilcment
dates.

manpower
11. If a reduction in/numbers is planned (as in the Civil Service)
that will be taken into-account in the calculation of the provision

for the relevant programmes.




