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DRAFT CABINET PAPER

CAPITAL AND CURRENT EXPENDITURE

Paper by the Chief Seeretary to the Treasury

Backsround

On 10 November 1983 I was invited by the Cabinet "to give thought to
how more satisfactory information on the split between capital and
current expenditure ecould be made available, and to circulate proposals
at an early stage of the 1984 survey". It was subsequently agreed on
12 January thet Cabinet should have & paper "about the trend over

time in the distribution of publie expenditure between current and
capital expenditure™ for its early February discussion of the economie

situation and prospect.

2. It has been alleged that public sector capital spending has

deeclined, so producing an imbalance between capital and current

———— T ——T

expenditure.

3. This paper considers in turnj;

(i) the presentation of the facts on public sector capital

spending.

(ii) the case for any particular level of publiec sector capital

spending or relative proportions of capital and current

expenditure.

Presentation

L, Surecessive Publie Expenditure White Papers have shown & decline
in the proportion of capital within the public expenditure planning
total. A detailed table 1.9 on this same basis will again be inecluded

in next week's 1984 White Paper. It is shown at annex A.

The aggregate
———Th

figures show:




Cash
1982-83
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£ billion
1978-79 1979-80 1980-81 1981-82 1982-83 1983-84 1984.85

Estimated Plans
outturn

9.1 10.2 11.1 10.8 10.0 10.4 10.0

eost terms 14.9 14,2 13.0 11,6 10.0 9.9 9.4

5. Over the period 1978-79 to 1984-85 this aggreghte suggests a
fell of nearly 40% in cost terms.

—

6. The public expenditure planning total, of whiech these figures
are a part, is en aggregete of individual control totals. But it

does not measure the economie &and social significance of publie sector
activity, and is a poor guide to public sector spending on capital
goods and the construection industries. The Chancellor told the ﬁouse
‘:; 24 November that it was hoped to improve the eclarity of the
presg;tatibn of this aspeet in the forthcoming White Paper.

2.  The better indieator for this purpose is gross spending by the

whole of the publir sector on new capital goods.

8. The planning total figures understate this in three ways:

figures of capital formation are shown net of asset sales;

s ——

this does not measure new work.

—————————1

by international convention, virtually all defenr~e expenditw

is elassified as current not ecapital. 7This obseures the
—r
real nature of much defence spending,
and its impact on the equipment and

construection industries.

external finanecing limits rather than capital expenditure

are scored for the nationalised industries and some other

publie corporations.
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9. Collcagues will now have seen that the new White Paper will also

inclucde a new table 1.13 on amorecomprehensive basis. The full table
LSS

ie ghown ir snnex B; annex C shows the adjustments and details the reasons

for them.

10, Tihe summary statisties on the new basis show:
£ billion

1978-79 1979-80 1980-81 1981-82 1982-83 1983-84
Lstimated
ouiturn
Capital
Public /spending on
goods and services

Cash 11.8 14.2

1982-83
cost terms 19.3 19.8

Fublic capitel spencing on
zoocs and services plus cepital
grants 1o private sector:

Cash 21.4

1982-83
cost terms 20.7 21,4

11. The contrzst with the planning total presentatiorn is striking.

Whether looking at spending on goocds ancd services alone, or including

capital grants to the private sector, the picture is of virtually no

change in cost terms over the 1978-79 to 1984-85 period. In presenting

ihe White Faper we shall be 2ble to demonstrate that much of the

criticiemof the trend of t.e capital spencding figures has been mieplace

Pogition in Later Years

12. Figures on the new basus after 1984-85 will not be given in the
PoSEtsS e

White Paper because of data problems. Particular difficulties relate

e i E =
to the "capital" proportion of defence spending and the treatment of

the planned privatisation of British Telecom, British Airways and
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Enterprise 0il. The programme of privatisation will undoubtedly
mean that "nationalised industry investment" - and hence public sector
investment - will be treated as falling significantly from 1984-85
onwards. (Indeed, privatisation has already had some effect in
the earlier years; investment by companies already privatised
was some £300 million in 1978-79). This is a deliberate act of
policy and one we can readily present. But colleagues may like
to note that if we assume that:

i the capital proportion of total defence spending

remains as is planned for 1984-85 (one-third);

the three privatised corporations continue to invest

at the same rate in cost terms as in 1984-85

thén the cost terms figures for public sector capital spending

—

on goods and services on the new presentation show:

€ billion 1982-83 cost terms

1985-86 1986-87
Excluding BT, BA and

EO after 1984-85 . LT 0 16.6

Adding back assumed
investment by BT,
BA, and EO 19.1 19.0 18.6

S i 1 On 2 broadly comparable basis this suggests little change

in 1985-86 and a small fall in 1986-87.

What Level of Capital Spending?

154, The new presentatlon shows that the level of public
sector capital spending has been broadly main-

tained.We cannot expect that to silence our critics; they will

continue to argue that we should spend more still. This

pleakis zlways seductive and strikes a chord with our supporters.
Certainly no-one can deny that certain types of capital project
should be a high priority for any Government. However I am sure
that we should continue to examine projects one by one and that
it would be a great mistake to start looking for a correct - or

even a minimum - level of capital expenditure in aggregate.
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15. In reaching a balanced assessment of this question we
must bear in mind first that some types of current expenditure
can be as important as capital.

For example, industrial
training is as much an investment as bricks and mortar. Most

R&D is current, but designed to improve long term productive
capacity. Much current expenditure provides valuable orders and

work for private industry, such as NHS purchases of drugs. More work
for the private sector can in turn lead on to increases in productive

capacity and demands on the capital goods industries.

15a. That is not to say all current expenditure should be
viewed equally favourably. To the extent that we fail to hold
back areas such as local authority current spending the
capital/current balance is bound to be affected. Similarly,
the growth of large current programmes like social security
holds down the capital proportion within total public spending.

16. Second, there are areas in which we would wish to see
investment by the public sector held back because it is more
properly a matter for the private sector. Some investment, such
as defence, can effectively be carried out only by the public
sector. But elsewhere, as in housing, we have as a matter of
policy cut back public sector investment to encourage a shift
towards private sector provision. Similarly, transferring
nationalised industries to the private sector is intended to
free their investment from Government constraints and to ensure
that fully commercial considerations will apply to future
investment decisions. We need to look, therefore, at investment
in the economy as a whole; and aggregate private sector investment
is much greater than that in the public sector. Precise
comparisons on the new presentation are difficult. But on a
broadly equivalent basis, after deducting private sector
purchases of Council houses, private sector investment in
1982-83% was some £29 billion compared with public sector

capital spending on goods and services of £18.7 billion. (The
conventional national accounts presentation gives figures of

£31 billion and £12 billion respectively).
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3 iy Third, appropriate levels of public sector investment are
affected both by demographic factors and the rate of economic
growth. There are examples of the "need" for capital spending
falling; such as the impact of the birth rate on the need for
educational buildings, the shift of emphasis in the health
service from expansion of facilities to more efficient use of
the existing capital stock, and the effect of lower economic
growth in recent years on demand for energy and other

infrastructure projects.

15 Fourth, capital investment is not an end in itself, but
a means to an end. In some policy areas, consideration must
be given to whether the end is best served by capital or

current spending. For example, is the aim of better education

best served by improved teacher training or new school buildings?

Is the aim of maintaining a desired standard of infrastructure
best served by maintenance of the existing capital stock or

by new capital works? In the public as in the private sector,

it is essential to consider the costs of investment proposals

and compare them with expected returns; and in relevant cases

to compare the returns with what could be achieved by non capital

spending.

19. In the nationalised industries the test should nearly
always be whether the project will earn a commercial return.
In the public services, where it is often not possible to
put a market value on the output, the costs have to be set
against an evaluation of the benefits of maintaining or
improving the service to meet demonstrated need. The 1960s
and 1970s produced many projects where the costs, timescales
or commercial risks were seriously underestimated and the
actual returns achieved were inadequate. In general, the
nationalised industries' returns on capital since the early
1970s have been very poor; particular examples include the
Isle of Grain, BSC modernisation and rail electrification.
Similarly, Concorde is by no means the only example of
uneconomic investment by central and local government.
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20 The starting point for assessing future capital spending
plans must be through project appraisals in accordance with the
normal guidelines. Consideration of the correct level turns on
the return which particular projects can be expected to achieve.
The initiative for altering the balance within programme totals
between capital and current expenditure must rest with spending
Iinisters and their departments. Under the present arrangements
for controlling public expenditure it is not possible for Treasury
Ministers to alter the overall balance significantly, nor is it
likely that satisfactory alternative arrangements could be devised

which would enable them to do so.

Conclusions

21 The new table of public capital spending to be included
in this year's White Paper will demonstrate that this type of
expenditure has been broadly constant in cost terms over recent

years.

22. There is no way of determining in aggregate what are the
right proportions of current and capital expenditure within a

given total of public spending. The case for capital expenditure

can only be considered . project by project =0

Sy

2 De At the end of the day the balance bwtween current and
capital spending must depend primarily on colleagues' judge-

ment of the priorities within their own programmes. But

it will be evident that the scope for accommodating cost-effective
projects within the planning totals we have agreed will depend

on our ability to withstand pressure for increased current

expenditure.
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TOTAL PUBLIC EXPENDITURE BY ECONOMIC CATEGORY

Table 1.9

£ million cash

1878-79 1S79-80 1980-81

1981-82 1982-83 18B3-84 19B4-B5 1985-B6 1986-87

Current expenditure

Wages and salaries

Other current expenditure on goods and
services

Subsidies

Current grants to the private sector

Current grants sbroad

Local authority current expenditure not
allocated to programmes

34,245 38,087 40,620 41,840

18.357 26,034 27,510 28,700
6,027 5423 5,060 4,700
32,846 42,395 44,880 47,100
1,289 1,778 2,050 2,140

735 510 350

Total

67,725

103,811 111,281 115463 120,620 124,830

Capital expenditure

Gross domestic fixed capital formation

Increase in value of stocks

capital grants

Net lending to private sector

Net lending to nationalised industries and
some other public corporations

Net lending and investment abroad

Cash expenditure on company securities
(net)

Market and overseas borrowing by
netionalised industries and some other
public corporations

-481

Total

10,196

Adjustments

Special sales of assets
Reserve
General allowance for shortfall

-1800 -2,000 -2,000
2,750 3,750 4,750

Planning total

65,752

104,676 113,358 126,349 132,100 136,680
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ANNEX C LONTINUCD

The table sets out the adjustment in moving from the old to the

new presentation of capital expenditure. These are:

figures of gross domestir~ fixed ecapital formation are
cshown in the national arcounts net of assets sales. But

in measuring new work placed with industry it is not

appropriate to decdus~t (or add) sums whiech merely transfer

the ownership of assets between the publie and private
se~tors. Henre, the adjustment ex~ludes the purchase and
sale of land and existing buildings, Couneil house sales
is by far the largest romponent, whir~h has risen from under

£50C million in 1978-79 to over £2000 million a2 yYear now.

by international econvention, virtually all defence expenditure
is ~lassified as ~urrent not ecapitale The adjustment ineludes
the NATC definition of defenee erapital expenditure rather

than the eonventional definition. The NATG definition of
~apital ecovers equipment (exeluding ammunition) and
ronstrurtion, but exerludes spares and repair and maintenance.
It gives a broad indieation of expenditure of a capital

nature rather than operating rosts, although the me thod

of ~ompilation is neeressarily approximate.

externzl finaneing limits rather than eapital expenditure
are seored within the planning total for nationalised
industries and some other publie ecorporations. The
adjustment substitutes their aggregate rapital expenditure,
whi~h is e~urrently around £7 billion a year and has shown

little ~hange in real terms sinece 1978-79.

the adjustment omits net lending from the total.




