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PROFIT SHARING 

At his meeting on 4 October the Chancellor asked Mr Isaac, 

consulting Mr Monck and reporting to the Financial Secretary, 

to look at a possible scheme, offering a tax incentive for profit 

sharing. 

Mr Isaac's minute of 12 December represents the outcome 

of this work, for which the Financial Secretary is very grateful. 

3. 	He is clear that the scheme follows the principles that 

Ministers had in mind. But having considered the proposal with 

some care, he has concluded that he is not attracted to the idea 

of pursuing this further. His fundamental concern is the high 

revenue cost - £250m - compared with the very uncertain benefits. 

VIVIEN LIFE 
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• THE BOARD ROOM 

INLAND REVENUE 

SOMERSET HOUSE 

12 December 1985 

FINANCIAL SECRETARY 

PROFIT SHARING 

As agreed at your meeting on 1 November, the attached 

note seeks to outline a possible scheme, offering a tax 

incentive for "profit sharing" on Weitzman lines. I am 

sorry that this response has been so long delayed. It has, 

in particular, taken a lot of work to agree with the 

Treasury the basic algebra of the proposed profit sharing 

formula (the Annex to this note). And, as you will see, it 

still has some traps for the unwary. 

NATURE OF THE SCHEME 

The outline scheme has three outstanding featurec. 

First and foremost, I hope that you will forgive me if I 

emphasise again the extent to which it is an act of faith. 

• 	Second, it is shorter and simpler than such things can be 
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(though I do not promise that our most heroic efforts could 

produce a scheme that the layman perceives as "short and 

simple" tout court - or that the legislation would be short 

or appear simple). Third, both the structure and 

administration are independent of the rest of the tax 

system. 

An act of faith 

3.,  The essential objective is to break the present 

rigidity in the wages market. For those within the scheme, 

take-home pay would fluctuate - upwards or downwards - in 

response to movements in company profits. As a result, 

employers would be under less pressure to lay off workers in 

a bad year, and have more incentive to take on additional 

workers in a good year. For this purpose, employees' 

remuneration is (very briefly) basic pay (not more than 

80 per cent of the total at the outset) negotiated in the 

normal way; and the "profit share" (not less than 

20 per cent) varying with movements in the employer's 

profits from year to year. 

For those within the scheme, 10 per cent of total pay 

(basic pay plus profit share) is free of tax. 

For the scheme to achieve its objectives 

The "profit share" must in practice respond to 

genuine movements in employers' profits. 

The "basic pay" must not become a kind of 

balancing factor: for example, if in any 

individual year the "profit share" is falling, 

annual negotiations on the "basic wage" must not 

yield a higher-than-normal increase, so as to 

insulate total take-home pay from the effects of 

the fall in the employer's profits. 
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The tax incentive must not just be used to 

increase employees' take-home pay. 

Employees themselves must resist the temptation 

(because of the effect on their take-home pay) to 

oppose the hiring of additional workers. 

6. 	Everyone who has looked at the scheme is agreed that in 

practice none of these conditions can in practice be 

enforced effectively, if at all. The realistic objective 

would be that the scheme would help, in a more or less 

general way, to create an industrial climate more responsive 

to market forces, and a labour market less committed to its 

present rigidity. 

Simple - within limits  

The tax relief and the conditions for its operation 

must clearly be plausible, and this could mean some fairly 

detailed rules in the legislation. This apart, however, as 

paragraph 6 explains, it is impossible to police effectively 

the main features of the scheme. A balance has therefore to 

be struck between those rules and definitions which would be 

needed to present a coherent, convincing (and potentially 

expensive) tax relief, and other provisions which might be 

unnecessary given the lightness of control envisaged. 

Two constraints in particular would be essential, to 

limit the scope for blatant abuse: 

Tax relief should be given as a percentage of 

total remuneration from the employment in 

question - not as a percentage of the "profit 

share" within total remuneration. (This is 

because there will be the normal commercial 

constraints on the total amount of remuneration 

which an employer is willing to pay. But there is 
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no practical way of policing the amount of the 

"profit share" - within that total - or the extent 

to which it is in practice dependent on genuine 

movements in the employer's profits.) 

There should also be an upper limit - say £2,000 a 

year - on the total remuneration wages which an 

employee may enjoy tax free under the scheme. 

(This is because there is no effective way of 

ensuring that total remuneration under the scheme 

is in practice responsive to movements in the 

employer's profits, and because otherwise there 

would be scope for companies to pay directors or 

other favoured employees tax-free bonuses of 

£20,000 a year and upwards for going through a 

mere charade of profit sharing.) 

Outside the tax system 

The scheme is designed so that it can be run 

independently of the rest of the tax system. At no point 

need it involve Inspectors of Taxes or tax offices. As 

presently designed, it need not even involve collection 

offices (or, if DHSS were to make difficulties about NI 

contributions, involve collection offices to an absolute 

minimum). The working assumption is that the scheme would 

be administered by the Inland Revenue. In principle, 

however, the work could be done by the Department of 

Industry or the Department of Employment. 

PRESSURE POINTS 

The main areas, which we and the official Treasury have 

so far identified as likely to give rise to pressure or 

criticism, are value for money, the self-employed, and 

administration. 
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Value for money 

We all find it very difficult to guess how attractive 

the scheme could be, and therefore to guess the likely level 

of take-up. On the one hand, negotiators in this country 

are notoriously cautious and conservative - particular when 

faced, as they would be here, with a pretty complex 

proposition. On the other hand, the incentive - "up to 

£2,000 a year tax free" - could just possibly capture the 

public's imagination. However that may be, there is the 

risk that, in the final event, the lion's share of the tax 

relief could end up just as an increase in employees' 

take-home pay, with little or no significant impact on 

market rigidities. Ordinary shareholders and the Investment 

Protection Committees could be antagonistic. We can see 

circumstances in which many companies could find the scheme 

decidedly unattractive to investors and perhaps discouraging 

to capital investment. This is one important aspect of the 

"act of faith". 

A serious practical problem could arise with smaller 

businesses whose profits for year 1 may not be established 

until year 3 has started. Because of this time lag the link 

between pay and profits could be somewhat attenuated, and 

the purpose of the scheme frustrated. 

The self-employed 

The scheme assumes that all employers would be 

eligible: large companies, small companies, subsidiary 

companies (whether the parents are quoted or unquoted) and 

unincorporated businesses. With your strong agreement, we 

assume that it would be politically unacceptable to 

discriminate in any way against small employers in general. 



• 
CONFIDENTIAL 

Thus, those excluded from the scheme would be the 

self-employed, to the extent that they were working on their 

own account, or were members of a partnership (and also 

public sector employees and those working for other 

non-profitmaking organisations). 

Some of us see this as a major area of pressure. 

On the one hand, there would on the face of it be no 

purpose in extending the scheme to the self-employed (and so 

to one-man companies and controlling directors). Their 

income is already wholly (or, in the case of directors, 

largely) dependent on the profits of the business. For 

them, the relief would simply provide that the first 

10 per cent - or £2,000 - of Schedule D income and 

directors' remuneration would be tax free, without 

conditions. This would, at a stroke, add anything up to 

£600 million to the cost of the scheme - for nothing in 

return. It would also very seriously aggravate the present 

problem at Schedule D/Schedule E borderline. For all these 

reasons, you were clear that any scheme would have to 

exclude the self-employed on their own account (together 

with partners and controlling directors). 

However, the result would appear to discriminate 

against the self-employed and be very difficult to reconcile 

with the Government's general strategy.* Thus, at least one 

main purpose of the scheme would be tn involve employees 

more closely with the profitability of the business, and to 

make them more "entrepreneurial" and more responsive to 

market forces. On this basis, would it be defensible to 

exclude the genuine "entrepreneurs", whose whole income (not 

* Contrast, for example, the well-publtised proposal from 
the Institute of Directors that the self-employed should 
have an additional £5,000 of income tax free, over and above 
the normal tax threshold available to employees. 



• 

• 

CONFIDENTIAL 

just 20 per cent) depends on their own exertions? Could 

Ministers defend the position in which an employee earning 

£15,000 a year gets tax relief on £1,500; but if he leaves 

his employer and sets up on his own account (earning the 

same income) he suffers a "tax penalty" of £450 a year, 

solely because he has become self-employed? 

Administration  

In earlier discussions people envisaged that a scheme 

might be confined, in the first instance, to the larger 

employer. 450,000 employers - 45 per cent of the total - 

employ 90 per cent of the workforce. But this could exclude 

over half a million small employers. 

For familiar reasons, the scheme envisages that 

administration would be done by a central office, right 

outside the tax system. The uncertainty about take-up poses 

a problem here. We clearly do not want to set up a large 

office, which might be left idle. But if the response were 

good, a very small office could be swamped with 

applications, leading to delays and natural criticism. 

The problems could be reduced, to the extent that the 

rules required standard documentation, based on 

self-certification and self-assessment - with a minimum of 

vetting by the central office, backed by relatively small 

monitoring/audit effort after the event. The uncertainties 

here will need further study, in the light of Ministers' 

decisions. 

At the earlier discussion, you 

noted one technical, but important, implication of this 

approach. It is in the nature of a self-certified/self-

assessed scheme that the subsequent "audit" will identify 

some employers as having given too much tax relief to their 

• 
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0 	employees. There would have to be provisions to recover the 

excess tax relief, together with interest and penalties. On 

administrative grounds, the scheme assumes that there could 

be no question of trying to recover from the employees. The 

tax, interest and penalties would therefore need to fall 

on the employer. 

COST 

22. 	With over 14 million employees in the private sector, 

a tax relief of the kind discussed which was fully taken up 

could theoretically cost more than £3 billion in a full year. 

As I have said, the likely actual take-up is difficult to 

assess. A better measure may be the calculation that for 

each one million employees on average earnings covered by 

profit-sharing contracts the revenue cost in a full year 

might be of the order of £250 million. 

C 
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• 	OUTLINE OF A POSSIBLE TAX INCENTIVE FOR PROFIT SHARING 

Nature and purpose of tax incentive. An income tax 

incentive for employees who agree to accept part 

of their remuneration as dependent on their 

employer's commercial performance. By encouraging 

employees to enter into such agreements, employers 

could more easily be able to secure greater 

flexibility in the remuneration of employment. By 

reducing their fixed labour costs, their propensity to 

engage additional employees would be increased. 

Conditions. Conditions to be met if the tax incentive 

was to operate might include: 

- Inland Revenue approval of a scheme agreed 

between employer and employees providing for 

the employer's freedom to engage 

additional labour 

- at least 20 per cent of every employee's 

remuneration at the outset to be liable 

to fluctuate subsequently and during the 

currency of the scheme in line with 

changes to the employer's profits (these 

to be defined in the scheme and to be 

unalterable subsequently) 

the formula by which fluctuations in 

profits are to be reflected in such 

"share income" 

the means of determining both 

remuneration for new employees and the 

effect on continuing employees of 

changes in total workforce 
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- all employees (full and part-time, but 

not casuals) to be covered by the 

scheme. Controlling directors to be 

excluded 

- the scheme to operate for a minimum of 

[3 years]. Provisions to cover such 

events as takeover of the company, 

amalgamations, windings up. 

Eligible employers. By definition a scheme would be 

operated only by employers. Employers eligible 

would include quoted companies, unquoted companies 

(including subsidiaries of quoted or unquoted 

companies), unincorporated businesses. Each would 

be entitled to introduce and operate its own 

scheme even though it might be a member of a group 

or associated with others; but group schemes would 

be permitted. 

Public services, state industries and 

non-profit-making organisations would be excluded 

(absence here of the need for means to encourage 

employment and/or the lack of performance 

measurements of the profit variety). 

Extent of tax relief. Employees participating in a 

scheme would enjoy relipt from income tax on 

10 per cent (up to a maximum of say £2,000 pa) of 

their total remuneration (excluding benefits in 

kind?) from the employment in question for as long 

as the scheme continued. Measures to prevent 

avoidance of the limit would be necessary eg to 

exclude directors or to prohibit participation in 

more than one scheme. 

• 
• 

• 
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Operation of the scheme. At the outset, at least 

20 per cent of employees' remuneration would be 

converted to share income. This figure would also 

be used to define the fraction of profits plus 

share income used during the currency of the 

scheme to calculate share income in later periods. 

However, because of the inevitable delay in 

obtaining profit figures the fraction would be 

applied to profits plus share income for the 

latest period for which profits information was 

available. Share income per employee would depend 

on the figure of total share income and the number 

of eligible employees, which depends on average 

employment during the period. A worked example 

and commentary on this formula is attached. 

Operation of the tax relief. Inland Revenue resource 

constraints dictate their minimum involvement in 

operation and control of the tax relief. The 

optimum mechanism would be a net pay arrangement, 

requiring "scheme" employers to operate income tax 

on only 90 per cent (or more in the case where the 

£2,000 limit on unrelieved share income applies) 

of gross pay. Any mechanism short of 

sophisticated arrangements involving substantial 

Revenue commitment will mean imperfect effects in 

some cases, eg low paid workers close to the tax 

threshold, employees participating in two or mote 

schemes, employees with two or more sources of 

income. 

Sanctions on employers. Impractical, and in some cases 

unreasonable, that employees who were wrongly 

given the benefit of the tax relief by their 

employers should be liable to repay it. 

Circumstances include unapproved changes in the 

scheme (eg a switch from one profit measure to 

another), premature abandonment of the scheme, 
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• incorrect calculation of relief. Recovery, 

together possibly with penalties, should be 

possible from the employer - subject to appeal 

procedures. 

8. 	Inland Revenue commitment: 

Centrally: 	i. 	approve schemes 

spot checks on operation of 

schemes 

recovery from employers where 

necessary 

	

iv. 	receive annual returns from 

scheme operators 

Locally: 

Possibly - if it cannot be avoided 

in the exceptional case - 

clarify any problems arising from 

difference between figure for pay 

on individuals' returns and 

employer returns. 
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THE PROFIT SHARING FORMULA 

The following worked example illustrates how the scheme 

might work. In the table the fraction used is 0.5 (= 20/40) 

and is obtained from the line of "converted figures" 

obtained when the scheme is set up initially. This 

coefficient is applied in later periods to the latest 

available figure for profits plus share income (final 

column) which here is assumed to be the figure for the 

previous period. The figures in brackets in the profits 

column are profits figures assuming that no conversion takes 

place (wages remain at 100). 

Total Total 
Total 

Total 
employee employee profits profits remuneration share income plus share 

Initial figures 100 - 20 20 

Converted figures 80 20 20 40 

Scheme: 
Period 1 80 20 40 (40) 60 

Period 2 80 30 30 (40) 60 

Period 3 80 30 -20 (-10) 10 

Period 4 80 5 5 (-10) 10 

The mathematics of the scheme implies the following 

points: 

i. 	At levels of share income plus profits above 

initial levels, and assuming employment is 

unchanged, employees gain relative to 

companies/shareholders, as illustrated by the 

figures for periods 2 and 3. The opposite may be 

the case where the figures fall persistently 

(period 4). But the scheme encourages companies 

to employ extra workers which depresses profits 

per head but raises total profits, so that, other 

things being equal, companies/shareholders might 

• 

• 
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be expected to gain in practice. It is this 

factor that justifies directing the tax relief 

towards employees rather than companies 

There is an inevitable one period lag that elapses 

before share income adjusts to the "correct" 

figure. This can lead to windfall profits or 

losses for the company when profits vary markedly, 

which are amplified by the value of the fraction 

used to calculate share income. Companies will 

wish, therefore, to set up a scheme when profits 

are high relative to wages, or alternatively use a 

broader rather than a narrower definition of 

profit. 

There will be circumstances when it would not be 

sensible to set up a scheme at all eg when profits 

initially are negative. 

iv. 	Assuming that a condition of the scheme is that 

share income would not decline below zero the 

minimum pay received by the employee is 80. 

• 
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I was disappointed to see that the Financial Secretary (Ms Life's 

minute of 20 December) had recommended that the idea of offering 

tax incentives for profit sharing schemes should not be pursued 

further. 

I continue to believe that a scheme on the lines sketched 

out in Mr Isaac's minuLe of 12 December could make lony-term 

economic sense, and has short and long-term political attractions. 

Since we last discussed the subject, in October, the problem 

of excessive pay settlements has assumed more, rather than less, 

importance in public debate on the economic prospect. It takes 

various forms, from CBI breast-beating to Sam Brittan's Layard-

type ideas for employment-related NIC holidays. Some critics 

exaggerate the problem, some draw wrong conclusions about the 

way in which policy should be adjusted as a result. Others attack 

the government on the basis that its rhetoric about the danger 

of high pay settlements is not backed up by action. 

• 

• 



• This criticism is unfair, since we have been careful not 

to argue that unions should ask for lcss, rather Lhat employers 

should take a longer-term view of their companies interests in 

pay negotiation. But however unjust the criticism, I think there 

is little doubt that the reception of your Budget will be affected 

by the way it is seen to relate to the problem of pay. Not, perhaps, 

the reception of the man in the street. But of those commentators 

who might be inclined to give the Government the benefit of the 

doubt if they saw some acknowledgment of the need to spread the 

benefits of growth more broadly. 

5. 	At present, as Mr Monck's Chevening paper makes clear, we 

have no strong runners in this area. The NIC proposals look 

unattractive for various reasons. This leads me to think that 

a profit-sharing initiative could pay large presentational 

dividends. 

Objections to the  Scheme  

I see three major objections to going ahead. 

First, that a profit-sharing scheme such as the one the Inland 

Revenue have developed is not, and would not be seen to be, 

significant enough to influence opinion one way or the other. 

Second, that it is costly, for uncertain benefits (the 

Financial Secretary's point). 

And third, that any scheme tolerable from the Treasury's 

perspective would exclude and therefore upset, the self-employed 

(the Chief Secretary's point). 

Insignificance   

10. It would certainly be wrong to present a profit-sharing scheme 

as the Government's answer to excessive pay settlements and 

continued labour-shedding. But you would not need to do this for 

it to be interpreted as an attempt to offer employers and unions • 	an opportunity to strike a new type of deal which offered a greater 



prospect of both wage flexibility and increased aggregate 

employment. No-one could forecast accurately the extent of take-

up. But I doubt if you could be accused of over-timidity if the 

carrot of 10% of pay tax-free were offered. 

• 

• 

• 

I think you would wish to say that the scheme was a method 

of increasing the identification of the workforce, particularly 

of major companies, with the fortunes of their employers. It would 

allow this to happen where, so far, employee share schemes had 

not been widely established. If both sides of industry were able, 

as a result, to strike deals which favoured increases in output 

and employment, then that would be a bonus. 

I see little downside here, in presentational terms, at least 

for a year or two - even if no new-style deals were established 

at all. However complicated the algebra the fundamental proposition 

is quite straightforward, and easy to explain. 

Cost  

The Financial Secretary's "fundamental concern is the high 

revenue cost - £250m - compared with the very uncertain benefits." 

As I understand it, £250 million is the full-year cost for 

each one million employees on average earnings. The actual cost 

in year one, or any year, could be zero, or considerably higher. 

As for the benefits, they are uncertain at two levels. First, 

the take-up. At that level, though, there would be no cost unless 

there were benefits. So the concern must be that even where protit-

sharing deals were struck within the terms of the scheme, there 

wouldbe no benefits. (Of course one cannot simultaneously argue 

that no-one will take up the offer so why bother to make it, and 

that the key provisions will be easy to circumvent in a costless 

fashion.) To some extent this is an empirical question. Can we 

envisage circumstances in which qualifying deals might be struck 

which did not increase downward flexibility in wages, and did 

not result in any increase in employment levels, above what they 

would otherwise have been? 



411 15. Mr Isaac argues that we cannot hope to police the scheme 
in a foolproof manner. I am sure he is right. But the rules the 

Revenue have devised look quite tight to me. And given, as Mr 

Isaac describes it, the cautious and conservative nature of our 

wage bargainers, the uncertainty seems to lie more in the size 

of the take-up, and if the take-up is low, then so is the cost. 

The Self-Employed 

At the October meeting we identified this as a key political 

problem. The Revenue paper does not offer any new solutions. But 

I do not agree that the exclusion of the self-employed "is difficult 

to reconcile with the Government's general strategy" (para 17). 

Though we may wish to encourage self-employment we do not do so 

at any price. And we do so because of the economic benefits, not 

because we prefer self-employment per se. The tax and NIC benefits 

already enjoyed by the self-employed can be justified in relation 

to the labour market benefits brought by an expansion in their 

numbers. A profit-sharing scheme for employees can be justified 

in a very similar way. 

No doubt there would be objections. But the self-employed 

lobbyists object to anything the Government does short of exempting 

them from tax altogether, and (as "How Britain Votes" shows us) 

their clients still vote Conservative in overwhelming majority. 

40 	Conclusion 

I see a prof IL-sharingscheme on the lines developed by 

officials as potentially an exciting and radical feature of the 

Budget, and one which could contribute to securing a favourable 

reception to the principal tax proposals. 

It would be a partial response to those who arguc that the 

pay problem is the most important issue of economic management 

we now face, and one to which we have no answer. It also fits 

well inLo the theme of ownership which the Prime Minister has 

been developing further in recent weeks, showing that we are 

prepared to support extensions of the principle well beyond the 

ranks of the individual shareholder. 

fip  J DAVIES 
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PROFIT SHARING 

The Chancellor has seen your minute of 20 December and Mr Isaac's 

minute of 12 December. He notes the Financial Secretary's views 

but would like the subject to remain on the Chevening menu. 

• 

• 
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From the Private Secretary 	 2 October 1986 

IkA- 
PUBLIC EXPENDITURE  

The Prime Minister held a short meeting yesterday evening 
with the Lord President and the Chief Secretary to discuss 
public expenditure. Professor Brian Griffiths and Mr. Brian 
Unwin were also present. 

The Chief Secretary outlined the position reached so far 
in discussion of public expenditure bids. The Prime Minister 
commented that the presentation of the decisions would need 
very careful consideration. It would be right to put a large 
share of the blame on local authority mismanagement. 

There was some discussion of the social security 
up-rating to be announced following publication of the 
September RPI on 17 October. The Prime Minister and the Lord 
President saw political attractions in an increase in the 
single pension of -El6i l_ftr(with the equivalent for a 
married couple) as a • 	the 75p which would result from an 
increase in line with the RPI. However, this would cost £135 
million and it was not easy to see where the money could be 
found: a decision not to uprate unpledged benefits would not 
provide enough even if that were itself politically 
acceptable. 

In a discussion of other bids, the Prime Minister 
commented that she was not over-sympathetic towards 
bids for more resources for health: all the evidence showed 
increasingly the great scope for improving efficiency. 

The Chief Secretary said he had drawn two conclusions 
from this year's discussions: the Government would need at 
some stage to take further major action towards changing 
social security, though without the brouhaha which had 
surrounded the social security review, and secondly, thought 
would need to be given to how local authority expenditure was 
scored in the planning total. 

It was agreed that the Chief Secretary should refer at 
Cabinet today to the bilaterals and setting up of the Star 
Chamber. 	Public reference to the Cabinet discussion should 
be avoided if at all possible. 

SECRET AND PERSONAL: CMO 

• 
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• 
It was also agreed that the Star Chamber would comprise 

the Lord President, the Chancellor of the Duchy of Lancaster, 
the Lord Privy Seal, the Paymaster General and the Chief 
Secretary. The Secretary of State for Wales might be invited 
to become a member of the Star Chamber if his programme was 
settled in time after his return from the United States on 12 
October. 

I am copying this letter to Joan MacNaughton (Lord 
President's Office) and to Michael Stark (Cabinet office). 

17, 

DAVID NORGROVE 

Miss Jill Rutter, 
Chief Secretary's Office, 
H.M. Treasury. 
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COMPARISON OF OCTOB R FORECAST WITH LIKELY SURV(71,- 

Economic'', 

thTe 

ouLeomes for the public 

The Economic Forecast reports circulated today (Treasury 

Forecast 	Mr Sedgwick; Public Finances - Mr Mowl) compare 

forecasters' assessment of thc likely 

expenditure planning total with the 1986 PEWP. This minute 

the forecast planning totals with GEP's assessment of the 

outcome of the current survey, as set out in the Scorecard 

October. 

compares  A 
likely Vt.  

of  6 X  K.7 

, 

The main difference of principle between the GEP assessment 

and the forecast is that the latter attempts to take account, not 

only of net additions to programme plans during the current survey, 

but also claims on the Reserve during 1987-88 and 1988-89 and likely 

additions to plans in the 1987 survey. (The forecast does not go 

beyond 1988-89). The table attached summarises GEP's latest view 

of the likely additions to the 1986 programme bascline during the 

current survey and the additions implied by the forecast. It uses 

the breakdown of spending used to compile the forecast, rather than 

the more familiar departmental classification in the survey. 

The total difference between GEP and the forecast, shown 

in row 10 of the table, gives an idea nf the Rescrvc which, accuLdiny 

to the forecast, would be required in the Autumn Statement to 

accommodate the overspends. The required reserve is £3 billion in 

1987-88, a little below GEP's current working assumption, and 

£8 billion in 1988-89, some £3 billion above GEP's working assumption. 



i 

:) The table shows where the overspends are expected to occur. 

In every case the forecast has higher overspending. The main factors 

are: 

Social security - greater take-up of non-contributory benefits; 

differences in economic assumptions reduce the overspend 

compared with GEP - although the benefit upratings are higher 

in the forecast, unemployment in 1988-89 is lower. 

CG employment - larger pay increases; 

CG other current - GEP's figures imply a fall in real terms; 

the forecast has, based on past trends, rising real spending 

and more inflation. 

LA relevant current - rising manpower and pay increases in 

line with the private sector (the forecast assumes the 

authorities will be prepared to finance this with rate incrcases 

consistently well above RPI inflation). 

Nationalised Industries - forecast assessment of industries' 

trading prospects suggests substantial overspending in 1988-89. 

Other programmes 	a heterogeneous category but the main 

additions are on subsidies and EC contributions. Differences 

are mainly due to differences in economic assumptions and 

the forecast judgement that overspending on certain programmes 

will continue. 

 

below: 

An alternative presentation of the overall picture is shown 

£ billion 

1987-88 	 1988-89  
GEP 	Forecast 	GEP Forecast 

145.6 
16.1 

-5.0 

	

142.6 
	

145.6 

	

10.5 
	

8.1 

	

-5.0 
	 -5.0 

5.0 

Programme baseline 	142.6 
Additions to program- 	7.5 
MPS 

Privatisation 	 -5.0 
Assumed Reserve 	 3.5 

Projected planning 
totals 148.6 	148.1 153.7 	156.7 

6. 	The conclusion is therefore that while a £31/2  billion reserve 

might prove adequate in 1987-88,there is a real risk that £5 billion 

would be too low for 1988-89. 

COLIN MOWL 
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ADDITIONS TO PROGRAMMES RELATIVE TO SURVEY BASELINE - £ billion 

1987-88 1988-89 

Likely 
Survey 
Outcome 
(GEP) 

October 
Forecast 
(PSF) 

Difference 
(Claims on 
Reserve) 

Likely 
Survey 
Outcome 
(GEP) 

October 
Forecast 
(PSF) 

Difference 
(Claims on 
Reserve) 

Social Security 
(UK, 	excl. 	admin.) 1.4 1.8 0.4 1.5 2.3 0.8 

CG employment 0.6 0.7 0.1 0.6 1.8 1.2 

CG other current 0.2 0.7 0.5 0.2 1.8 0.6 

LA relevant current 4.0 4.7 0.7 5.1 7.2 2.1 

LA capital 0.6 0.7 0.1 0.2 0.7 0.5 

Nat. 	industries 0.4 0.6 0.2 0.3 1.2 0.9 

Other programmes 0.3 1.2 0.9 0.2 1.1 0.9 

Total additions 
to programmes I 	7.5 10.5 3.0 8.1 16.1 8.0 

Privatisation -0.3 -0.3 0.0 -0.3 -0.3 0.0 

Forecast of required Reserve 3.0 8.0 
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Mr Gray 
Mr Darlington 
Mr Tyrie 

PUBLIC EXPENDITURE: COMPARISON OF OCTOBER FORECAST WITH LIKELY SURVEY 
OUTCOME 

The Chancellor was grateful for your minute of 10 October. 

2. The Chancellor has commented that this would indicate that 

for 1987-88 we should be thinking in terms of publishing a £3 billion 

rather than a £311 billion reserve, and a similarly lower planning 

total. Indeed, we will need to in order to have public expenditure 

as a declining percentage of GDP. For 1988-89, however, more thought 

will need to be given to the right reserve to show. The Chancellor 

would be interested in Mr Butler's comments on the very significant 

disparity between the GEP and PSF figures for that year. 

c 
CATHY RYDING 
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FROM: 	F. E. R. BUTLER 
14th October, 1986. 

c.c. 	Chief Secretary 
Sir P. Middleton 
Sir T. Burns 
Mr. Anson 
Mr. Monck 
Mr. Cassell 
Mr. Sedgwick 
Mr. Turnbull 
Mr. Gray 
Mr. Darlington 
Mr. Tyrie 

PUBLIC EXPENDITURE: COMPARISON OF OCTOBER FORECAST 
WITH LIKELY SURVEY OUTCOME 

You asked for my comments on the disparity between GEP's 

forecast outcome of the Survey for 1988-89 and the short-term 

forecast figures for that year. 

Perhaps I can first comment on 1987-88. 	As you have 

remarked, the forecast indicates that we only need a reserve 

of £3 billion for that year. 	In this respect the forecasters' 

judgement is still the same as it was in June, although the 

components have changed considerably and the margin of error 

is very large. To take just two examples, the capital 

restructuring of British Rover which the forecasters have put 

in 1986-87 could very easily fall in 1987-88, and there is scope 

for the outcome on teachers' pay to be significantly worse than 

the forecasters have assumed. 	Even if the forecasters are right, 

the question is whether a reserve of £3 billion would carry 

conviction with the markets, when we will be publishing an 

overspend of £11/2-2 billion for the current year despite a reserve 

of £41/2  billion. 

For 1988-89 the forecasters have increased their view of 

the likely outcome by £1.3 billion compared with June. 	Again, 

there are a number of ups and downs in the individual components 

and the margin of error is very large. 

There is of course nothing surprising in a difference between 

the forecast of the Survey outcome on programmes and the 

forecasters' view of the overall outturn, particularly when the 
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'forecasters have incorporated higher inflation and earnings than 

departments are expecting. 	The figure for programmes is the 

result of a negotiating process, in which we try to set control 

totals which exert a downward pressure on expenditure. 	Even 

for demand-led expenditure, where the negotiating factor is not 

present, the Government's natural reluctance to project inflation 

rates and unemployment rates which are higher than its objectives 

also introduces a downward bias. 

The question which arises is whether we should set higher 

reserves to cover the possibility of later increases. 	This 

raises a dilemma. 	The forecasts suggest that, rather than a 

pattern of reserves of 3.5/5.0/6.5, we need one of 3/8/and perhaps 

11. 	If we do not provide reserves of this size and the 

forecasters are right, we face the prospect of having to increase 

the planning totals again in next year's Survey (though we must, 

of course, remember that we have at least some discretion to 

take policy action to ensure that the forecasters are not right!). 

But if we have higher reserves in 1988-89 and 1989-90, it 

follows that the planning totals would also be higher; and this 

would not only mean even bigger increases in the Autumn Statement 

and give an undesirable signal to local authorities, departments, 

pay bargainers etc. but it would also show pnhlic expenditure 

representing a higher proportion of GDP than we actually expect. 

This is because the forecasters' view of public expenditure 

incorporates a higher figure for inflation than we will be 

incorporating in the forecast of GDP. 	T attach a table which 

shows that, with reserves of 3.5/5.0/6.5, the outcome of the 

Survey as a percentage of the GDP in the published forecast will 

be close to what the forecasters really expect, although in fact 

the forecasters expect both the numerator and the denominator 

to be higher. 

I do not think therefore that it would be sensible to  

incorporate reserves of 3, 8 and 11. 	But the question which 

the forecasters' exercise raises is whether we should, as we 

approach the end of the public expenditure exercise, shade down 

the reserve for 1987-88 and shade up the reserve for the two 

later years. 

F. E. R. BUTLER 
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GGE AS A PROPORTION OF GDP 

1. GGE as per 

1985-86 1986-87 1987-88 1988-89 1989-90 

forecast 158.7 165.3 173.1 182.6 195.3 

2. GGE as per GEP 158.7 165.3 173.8 181.5 187.2 

3. GDP as per 
forecast 360.5 380.2 408.0 440.7 475.8 

(7.3) (8.0) (8.0) 

4. GDP as per 
MTFS 360.5 380.2 406.8 431.2 454.9 

(7.0) (6.0) (510 

5. 143 44.0 43.5 42.4 41.4 41.0 

6. 244 44.0 43.5 42.7 42.1 41.2 

7. 243 44.0 43.5 42.6 41.2 39.3 

8. 144 44.0 43.5 42.6 42.3 42.9 

9. Adjustment to 
remove effect of 
privatisation 
proceeds% +0.7 +1.2 +1.2 +1.1 1.1 
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From the Private Secretary 20 October 1986 

Coummouq 

Atx4a, 

PUBLIC EXPENDITURE AND TEACHERS' PAY 

The main discussion at yesterday's Seminar at Chequers is 
recorded separately. 

On public expenditure, the only point worth recording is 
that the Prime Minister expressed concern over the effect that 
maintaining electricity prices constant in real terms would 
have on the prospects for inflation during the coming year. 

Teachers' pay was also discussed. The main points are 
recorded on the sheet attached, which was prepared as an aide 
memoire for use by the Prime Minister and Lord Whitelaw at 
today's meeting of Misc 122. 

I am copying this letter and enclosure to Jill Rutter 
(Chief Secretary's Office, HM Treasury). 

S. 

(DAVID NORGROVE) 

Alex Allan, Esq.,,  
HM Treasury 

SECRET AND PERSONAL 
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POINTS OF CONCERN ON THE EDUCATION MINISTERS PROPOSALS ON 

TEACHERS' PAY 

Cost. The increase in public expenditure to be announced 

in the Autumn Statement risks a very damaging effect on 

the markets. To announce a huge increase in spending on 

teachers' pay before the Autumn Statement would compound 

that. This points to refusing to go beyond the "E11/4  

billion". (Option (iii) in the paper costs less than 

E11/4  billion.) 

Conditionality. Mr. Baker would pay 8.2% now, on 

existing pay scales. More of the money should be kept 

back to be used to finance the new pay structure and to 

give more inducement to the teachers to agree to the new 

terms and conditions. 

Legality. There is a risk that the proposal to legislate 

to abolish Burnham but to make the effect of the 

legislation retrospective to the date of the announcement 

would be overturned by a judicial review. The Attorney 

General will be advising. How difficult would it be to 

get the legislation through the House of Lords? 

Enforcement. The Government may have to secure a right 

to bring actions against disruptive teachers. The 

Government could become a party to the contract under the 

sccond of ML. Baker's two bills, but that may be too 

slow. 

Tactics. MISC 122 has throughout not felt able to hijack 

the ACAS process, and the public perception is that the 

Government is in favour of the Coventry process. It 

would be a great shock and cause antagonism if the 

Government announces imposition of Main on Thursday. It 

may be better to wait until the public begin to perceive 

that Coventry is actually breaking down. Tuesday 4 

November would be a possible date for the announcement. 

• 
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From the Private Secretary 	 21 October 1986 

PUBLIC EXPENDITURE 

The Prime Minister this afternoon discussed with the Lord 
President, the Chancellor of the Exchequer and the Chief 
Secretary the position reached so far in the Star Chamber. 
Sir Robert Armstrong and Mr. Unwin were also present. The 
meeting discussed in turn each of the major programmes which 
have not so far been settled. 

Please handle this letter with particular care. 

Scotland  

The Lord President and the Chief Secretary explained that 
Mr. Rifkind and Mr. Edwards were adamant in refusing as a 
matter of principle to accept any overt reduction in the full 
consequentials of the local authority settlement in England. 
Mr. Edwards was prepared to accept a reduction of £8 million 
on the grounds of relative population changes. The 
counterpart reduction in Scotland would be over £130 million 
in the first year and Mr. Rifkind was not willing to accept 
that. There was also a Northern Ireland dimension. Mr. King 
had accepted less than the full consequentials from the 
English local authority settlement. If Wales and Scotland 
were to receive the full amount he might seek to reopen the 
settlement in Northern Ireland, and he could also ask for more 
money on the grounds of population changes. 

It was agreed that the Star Chamber should seek to win 
the largest concessions possible from Mr. Edwards, including 
the reduction on account of population changes. They should 
do the best deal they could. This would establish the 
principle of the population adjustment which could then be 
used against Scotland. The Star Chamber should open by 
seeking the full population adjustment in Scotland, though it 
might be necessary to accept some reduction in this. 
Mr. Rifkind should be left the freedom to decide how to 
justify the reduction in public. Any request from Mr. King to 
reopen the settlement in Northern Ireland should be firmly 
refused. The Lord President would be willing to see him if 
necessary. 

SECRET AND PERSONAL 
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4. • 
Social Security 

10 	It was agreed: 

the decision that people on supplementar benefit 
should meet their mortgage interest payments in 
their first six months on benefit should stand; 

it would certainly be worth considering whether 16 
to 18 year olds could be denied the right to 
supplementary benefit; this would also probably save 
on payments of housing benefit because the people 
concerned would then not set up independent homes; 
no guarantee of a YTS place should be given; 

extension of the period for which the voluntary 
unemployed could be denied social security was 
certainly worth considering; withdrawal of the 25p 
payment for over 80s was not; 

the least difficult way of finding the required 
savings in 1988/89 and the bulk of the savings in 
1989/90 would be to begin the new social security 
system with lower rates of payment in April 1988; 

it would be important to agree figures for 
reductions with Mr. Fowler which he was prepared to 
accept without too much reluctance; this would 
reduce the risk that he would seek to open up a 
discussion in Cabinet. 

It was recognised that to agree global reductions with 
Mr. Fowler, rather than specific measures would reduce the 
risk of damaging leaks though it would in turn increase the 
risk that when specific proposals were put forward later they 
would be rejected and the savings lost. 

Health  

It was agreed that the Star Chamber should work very hard 
to achieve a settlement which involved no more than a two per 
cent increase in health spending in real terms in 1987/88 
and one per cent in each of the two following years. 

Overseas aid 

It was recognised that Sir Geoffrey Howe was unlikely to 
reach agreement with the Star Chamber. The Prime Minister 
would see him, with the Lord President, the Chancellor and the 
Chief Secretary, after the Star Chamber had met him. 

Electricity 

It was noted that the effect of achieving the Treasury's 
objective of a three per cent nominal increase in electricity 
prices in the first year would put a shade under 0.1 per cent 
on the RPI for a reduction of £1/4  billion in public 
expenditure. It should be perfectly possible to ensure that 

• 

• 

SECRET AND PERSONAL 



SECRET AND PERSONAL 
3 

the increase was put into effect. Indeed three per cent 
amounted to a reduction in real terms and was less tough than 
the agreement which had been reached for electricity in 
Scotland in the first year. 

It was agreed that Mr. Walker should be presented with 
the choice of finding savings of this order in the first year 
in his own way or by an increase in electricity prices. If 
this failed to achieve a settlement the matter would have to 
be brought to the Prime Minister. 

It was agreed that a further meeting with the Lord 
President, the Chancellor and the Chief Secretary would be 
held early next week to take stock of the position then 
reached by the Star Chamber. 

I am copying this letter to Alex Allan (H.M. Treasury), 
Jill Rutter (Chief Secretary's Office), Trevor Woolley 
(Cabinet Office) and Brian Unwin (Cabinet Office). 

DAVID NORGROVE 

Miss Joan MacNaughton, 
Lord President's Office. 

SECRET AND PERSONAL 
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PUBLIC EXPENDITURE: STAR CHAMBER 

I thought I should let you have for the weekend a brief 

report on where matters stand following our discussion on Tuesday. 

2. 	Since we met, I have had further discussions in the Star 

Chamber with Norman Fowler, Nicholas Edwards, Malcolm Rifkind, 

Peter Walker, Geoffrey Howe and Richard Luce. The outcome is 

broadly as follows: 

i. 	Social Security and Health: I have asked Norman 

Fowler to make further large reductions in the 

Social Security programme in the two later years 

(E100 and £250 million respectively) and to consider 

the implications of keeping within a profile of 

real increases of 2 per cent, 1 per cent and 1 per 

cent on the hospital and community health services 

current programme. He is due to report back to 

me by tonight and I very much hope that we shall 

be able to reach a settlement. There are indications 

that this may be possible; 

Scotland and Wales: I have reached a conditional 

agreement with Nicholas Edwards on Wales, in which 

he is prepared to accept the adjustment for relative 

population change since 1979 (£8 million) provided 

Malcolm Rifkind does also. We are still, however, 

far from agreement on Scotland. I am pressing 

hard for acceptance of at least a substantial part 

of the population change effect there (the full 

amount would be £133 million in 1987-88) and I 

plan to see Malcolm Rifkind again in the Star Chamber 

next Tuesday; 

• 

• 

• 

• 
• 
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Electricity: This is so far the most difficult, 

and most important, outstanding issue. Peter Walker 

has offered further modest savings, which would 

reduce his bid for an extra £1,048 million over 

the three years by some £250 million. He is adamant 

that he cannot do more. The Star Chamber have, 

however, made it clear to him that this is not 

an acceptable offer, and I have asked him to consider 

the possibilities further and let me have his reaction 

before the weekend. Subject to that, I plan to 

invite him to come to the Star Chamber again next 

Tuesday. As you know, the crucial issues are price 

increases and the target rate of return for the 

industry. To increase the present assumed rate of 

return of 2.75 per cent in the last year to 3.75 per 

cent would yield around another £350 million, which 

would make a crucial difference; 

Overseas Aid: I saw Geoffrey Howe yesterday and 

made it clear that we saw no case at all for going 

beyond maintenance of the programme in real terms, 

which would mean rejecting his bids except for 

the addition of £6 million in the last year. He 

will reflect on this, and I think there is just 

a possibility that he may accept it; 

Arts and Libraries: Although the amounts are small, 

there remains a significant gap between the Group 

and Richard Luce, with whom, however, negotiations 

are still continuing. 

3. 	As indicated above, I hope to see Norman Fowler, Malcolm 

Rifkind and Peter Walker - and if necessary Geoffrey Howe - 

again in the Star Chamber next Monday and Tuesday. I suggest, 

therefore, that it might be more sensible if I were to postpone 

SECRET AND PERSONAL 
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A 

 

 

 

 

• 	
seeing you for a further round up discussion until Wednesday, 

when I believe you may have time in your diary in the afternoon. 

I shall then be in a better position to advise you on the overall 

position and in particular to discuss with you which of our 

colleagues it might then be advisable for you to consider seeing 

yourself. I shall, of course, continue to do what I can to 

achieve the toughest possible settlements within the Star Chamber, 

but the overall position is still very difficult indeed and 

there are some hard nuts to crack. 

40 	4. 	I am sending a copy of this minute to the Chief Secretary. 

• 
(Approved by the Lord President 
and signed in his absence) 

Privy Council Office 
24 October 1986 • 

• 
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Public spending trends 5.01 The public expenditure planning total is the measure on which the 
Government's spending controls are based. Table 5.1 and Chart 5.1 show 
the path of the planning total in cash and in real terms ie after adjusting 
for the rate of inflation as measured by the GDP deflator. (The updated 

deflator assumptions and money GDP figures are given in Chapter 2.) 

42 
	

41 

Table 5.1 	expenditure 

1984-85 	1985-86 	1986-87 	1987-88 	1988-89 

Department 
DHSS - Social security 

Defence 

DHSS - Health and personal social services 

Scotland, Wales and Northern Ireland 

Education and science 

Other 
	

33.0 	311 	31.2 	31-3 	31-7 

Privatisation proceeds 	 -2-1 	-2-6 	-4-8 	-4-8 	-4-8 

Reserve 

Adjustments 

Public expenditure 
planning total 129-6 

	

4.5 	6.3 	8-0 

-0-4' 

	

1391 	143.9 	148.7 

General government gross debt interest 	 16.1 	iX 	18-2 	-at-  V2I 	19  

Other adjustments 	 4-3 	6.2<> 	ii.\ 6-1 	-4 1 	7 

General government 	 --.._-/ 
expenditure 	 LA ?ve.‘1"i"\ 	150-0 	157-6 	0  163.4 	169 110 	444 vtj.  

Planning total in real terms 
1_‘',\\ 94s1: ::cv41C1 	 126.4 (base year 1984-85) 	 129-6 	127.4 	126-9 	126.7 

General government 
expenditure 
as percentage of GDP 	 451 	441 	43  

I Includes external finance of — £400 million for nationalised 	 2  WiVisaidam.y.'.4btest estimate of o 

industries to be privatised in 1986-87. 

5.02 The latest estimates suggest that the planning total o to 	1985- 
86 is likely to be skt,\'4‘1,\ 	below the figure set at the ti 
1985 Budget. Even after allowing for the effects of the minersT,. 
spending in real terms in 1985-86 should be below the level of19 	tL first 
time since 1977-78 that there has been no increase in real terms: lir ii• 

three following years the expenditure plans in cash terms are as setlut 
1986 Public Expenditure White Paper (Cnind. 9702). In real terms th 
planning total is expected to fall slightly in 1986-87, and then to 
remain broadly constant over the period to 1988-89. 
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5.03 Table 5.1 and Chart 5.1 also show that general government 
expenditure as a percentage of GDP is projected to continue the 
downward trend established since 1982-83, with a substantial further fall 
over the next three years. By 1988-89 the percentage is expected to be the 
lowest since 1972-73. This would be the case even without any proceeds 
from privatisation. 

Chart 5.1 Trends in public expenditure 1978-79 to 1988-89 

5.04 General government expendit 	overs spending by central 
government and local authorities. I the definition of government spending 
used in the national accounts, the forèst 	the MTFS. The main 
difference between general government 	iture and the 
planning total is general government gro 	t interest, amounting to 
some L18.2 billion in 1986-87. There are alp a number of other 
definitional differences and adjustments which arc desctibed in Part 7 of 
the 1986 Public Expenditure White Paper, paragraph 42. In 1986-87, these 
adjustments account for a further £6 billion. 

Employment measures 5.05 The Budget speech included public expenditure •.- u.s to assist 
further enterprise and employment. The gross cost of t s 	ures for the 
UK as a whole will be £195 million in 1986-87, £290 ••: 	, 1987-88 
and £320 million in 1988-89. The net public expenditure ckst 
allowing for reduced expenditure on social security benefits \-) 	100 
million in 1986-87, £165 million in 1987-88 and £180 millio 	9. 
These net costs will be charged against the Reserves provided in 
Paper, and thereby met within unchanged planning totals. Summe 
Supplementary Estimates will be presented to Parliament in due cou 
the extra resources required by the Department of Employment, the 
Manpower Services Commission, and Northern Ireland Departments in 
1986-87. 

5.06 The  counselling scheme for the long term unemployed, and the Job 
Start scheme,  esppiaGErinstEct Rffployed, IHNi@frw I Me  BE C ED OPI  
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were introduced in January 1986 on a pilot basis, are to be extended 
nationwide as soon as possible. The oasts of this extension will be £100 million 
in 1986-87 and £70 million in 1987-88. 

5.07 The number of places on the Community Programme, which is 
also targeted at long term unemployed adults, is being raised to 
255 000 from the existing level of nearly 200 000 places. Extra provision 
for this and for an increase in the average wage limit to £67 will be £60 million 
in 1986-87 and £120 million in 1987-88. 

5.08 The Enterprise Allowance Scheme for those unemployed who set 
up in business on their own account is to be expanded to an annual rate of 
100 000 entrants by April 1987, as against the current rate of 65 000. The 
coeNkf this will be about £5 million in 1986-87 and about £35 

log in 1987-88. 

w scheme has been announced to help 18-20 year olds to find 
job 	

.-t
. -l

*eme, the New Workers Scheme, will provide for an 
allo • cc oi 15 per week for employers taking on 18 to 19 year olds on 
earninN., 4014. .er week or less and 20 year olds on earnings of £65 per week 
or less. T. .11• this scheme is expected to be £25 million in 1986-87 
and £50 m el. t i• 987-88. 

Loan Guarantee Scheme 5.10 The loa ,,tuar e scheme, under which the Government guarantees 
70 per cent of quaii Joans to small businesses is being extended for a further 
three years, with revised rules. The premium is being halved to 21 per cent, 
and there are ceilings on the portfolio of loans covered of £90 million 
in 1986-87 and £130 million in the two subsequent years. The cost will be 
about £5 million in 1987-88. 

Supply Estimates 5.11 For 1986-87, the plans set • in the Public Expenditure White Paper 
have now been translated int 	control totals. The Supply Estimates set 
out the sums that the Govern 	arliament to vote for most 
expenditure by Government dek 	nts and certain other bodies. 
The main Estimates for 1986-87 altublished on 18 March 1986 with a 
Summary and Guide (Cmnd. 9742) 	marises the Estimates 
and explains how they relate to the pu 	enditure planning total. Of 
the L99-1 billion included in the Suppl 	mates, k74-6 billion is direct 
public expenditure in line with the plans c6blished in the White Paper for 
public expenditure to he voted in Fctimates. Nearly 60 per cent of the 
money voted in Estimates is subject to cash limits, which provide the 
Government with greater control over its cash expenditure during the financial 
year. 

Table 5.2 Supply expenditure 
,C billion 
1984-85 1985-86 
Expected outturn 
in 1985 Budget 

Final 
OUttUITI 

Expected 
OUttUM 

Main  Supply Estimates 90.41  90-41  96-0 
Supplementaries and net under-spending 3-4 3.2 2-0 
Total Supply Expenditure 93-8 93-6 981 
(public expenditure element) (70.6) (70-6) (4-9) 
'Adjusted for abolition of NIS. 
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vTh 

,0 
c 

c)  

13.7 
14.0 
33.0 
-2.1 

14.5 
14.1 
31.6 

15.0 
14.3 
31.2 
-4.8 
4.51  -0.4 

15.0 
14.4 
31.3 
-4.8 
6.3 

15.2 
14.5 
31.7 
-4.8 
8.0 

41.3 
18.1 

16.7 

42.9 
18.5 

17.7 

44.4 
18.8 

18.5 

45.9 
19.0 

19.1 

General government gross 
debt interest 
Other adjustments 

	

16.1 	17.7 

	

4.3 	6.2 	'<> 6.2 
18 I 	19 

6.4 	6.6 
8.2 

JJ 24 	cfeti  (f. 

Public spending trends 5.01 The public expenditure planning total is the measure on which the 
Government's spending controls are based. Table 5.1 and Chart 5.1 
show the path of the planning total in cash and in real terms ie after 
a usting for the rate of inflation as measured by the GDP deflator. 

updated GDP deflator assumptions and money GDP figures are given 
2.) 

Table 5.1 The public e 

Department 
DHSS - Social security 
Defence 
DHSS - Health and personal 
social services 
Scotland. Wales and 
Northern Ireland 
Education and science 
Other 
Privatisation proceeds 
ResPrve 
Adjustments 

planning total and general government expenditure 

billion 
4-85 	1985-86 	1986-87 	1987-88 	1988-87 

Public expenditure 
planning total 	 129.6 133.6 U9.1 143.9 	148.7 

General government 
expenditure 	 150.0 	157.5 	163.5 168.9 	174.3 

Planning total in real terms 
(base year 1984-85) 	 129.6 127.8 	126.7 127.1 

40 I 

General government 
expenditure 
as percentage of GDP 
	

46 	44 	43 

1Includes external finance of -£400m for 
	

2 The Treasury's latest 
nationalised industries to be privatised in 1986-87 	of outturn 

.?\4  

01,11A* 

5.02 The lates 	suggest that the planning total outturn in 19 
86 is likely to 	Ilion below the figure set at the time of the 
1985 Budget. 	0.4 billion is accounted for by teachers' back pay 
which  as a result of the delay in ratifying th  pay settlement, will 
slip frc m 11 1§JEDGE1p8S-E/CIREliter 4lowTtfirOxEtE COPIED 
effects of eitrerGtstriteiserdeal t rms in 1985-86 should 
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be below the level of 1984-85, the first time since 1977-78 there has been 
no increase in real terms. For the three following years the 
expenditure plans in cash terms are as set out in Cmnd. 9702. In real terms 
the planning total is expected to fall slightly in 1986-87, and then to remain 
broadly constant over the period to 1988-89. 

5.03 Table 5.1 and Chart 5.1 also show that general government 
expenditure as a percentage of GDP is projected to continue the downward 
trend established since 1982-83, with a substantial further fall over the 
next three years. By 1988-89 the percentage is expected to be the lowest since 
1972-73. 

s in Public expenditure 1978-79 to 1988-89 

Employment measures 

5.04 General government expenditure covers spe 
government and local authorities. It is the defi • • 
used in the national accounts and forecasts and 
difference between general government expendit 
planning total is general government gross debt in 
some k18.5 billion in 1986-87. There are also a num 
definitional differences and adjustments which are des 
Cmnd. 9702 (paragraph 42). In 1986-87, these adjustme 
further k[6] billion. 

5.05 Included in the announcements in the Budget speech wa 
for further enterprise and employment measures. The gross cost 
measures will be L lg.; million in 1986-87 and 	cc million million in 
1987-88. The net public expenditure cost after allowing for reduced 

ng by central 
government spending 

. The main 

unting to 
ther 

art 7 of 
t for a 

these 
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t long term unemployed adults, is being increased to 
rom the existing level of nearly 200 000 places. The cost of this 

be 	million in 1986-87 and 	million in 1987-88. 

A !..-r-e,•-• 	 &ft 
e Co munity P 

 • 3.o7 The number of places on th rogramme which is at s-I 

bc 

k(4.5 million in 1986-87 (and k 7c' million in 1987-84. 
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expenditure on unemployment and supplementary benefit will be £100 
million in 1986-87 and k-tb'i million in 1987-88 as shown in Table 1.1. 
The net cost to public expenditure of these measures will be charged against 
the Reserves provided in Cmnd. 9702, and thereby met within 
unchanged planning totals. Summer Supplementary Estimates will be 
presented to Parliament in due course for the extra resources required 
by the Department of Employment and the Manpower Services 
Commission in 1986-87. 	

1.1 es+ 
5.06 

uce 
n to help the o 

viewees may for insta 
e 	loyment or training sche 

Restart training course 
ovides an allow 

Ye 
anuary 1986. 	 counselling s 

erm unemployed through an 
be submitted fo 

or 

me has 
epth intervie 

s, offered places 
obclub, offered a speciall 

riate. The Job Start 
to long term unempl 

C4l44 /̂s 4&‘ 

Sa--vtA-1. ort" 	
j 

fr—it 
u 	ibj(g Sf  extended nationwide as soon as possi 

41gt 
VII),  

P•P" 

5.08 The Enterprise Allowance 
100 000 entrants a year [by 
previously provided for. 

1a3c1f-cmployment  a 

heme, under which the Government guarantees 70 pe 
qualifying loans to small busin.  esses te3 Lc.  
of the scheme will be revised, with the premium re 
cent to per cent, and a ceiling on the portfolio sl 
mi lion in 1986-87 and £130 million in the two 

r cent of 
"'The rules 

from 5 per 
covered of90  

t years. 

han iquarantee 
A 

to be expanded to allow fo 
as against (3 000 
	 Go 

,,.eettragc  enticrix-rse 

 

million in 1 9R7  

 

5.09 A new scheme has been announced to help 18-20 yea s  elit •  find 
jobs. This scheme, the New Workers Scheme, will provide for

.  
: ;go< bi 1 k i  , nce of 

£15 per week for employers taking on 18 to 19 year olds on e 	s 
I  ' ' £55 per week or less and 20 year olds on earnings of £65 per  wk. 

or less. The cost of this scheme,—, 	 - 

—saaricuijs4.,is expected to be kl; million in 1986-87 and £50 million in 
1987-88.  
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6:16 For 1986-87, plans have now been translated into detailed control 
totals. The Supply Estimates set out the sums that the Government asks 
Parliament to vote for most expenditure by Government departments and 
certain other bodies. The main Estimates for 1986-87, arepublished on 18 
March 1986 with a Summary and Guide (Cmnd. 9742) which summarises 
the Estimates and explains how they relate to the public expenditure 
planning total. Of the £99 billion included in the Supply Estimates, £74.6 
billion is direct public expenditure in line with the plans published in 
Cmnd. 9702 for public expenditure to be voted in Estimates. Nearly [60] 
per cent of the money voted in Estimates is subject to cash limits which provide 

Government with greater control over its cash expenditure during the 
cial year. 

Table 5.2 Supply exp 

£ billion 
1984-85 

xpected outturn 	Final 
1985 Budget 	outturn 

1985-86 	1986-87 
Expected 	Provision 
outturn 

Main Supply Estimates 
Supplementaries and net under-
spending 

	

90 .4 
1 	90.41 
	

96.0 	99.1 

	

3.4 	 3.2 	 2.0 

Total Supply Expenditure 	 93.8 
	

93.6 	98.1 

(public expenditure element) 

1 
Adjusted for abolition of NIS 
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5. PUBLIC EXPENDITURE 

s strategy 	5.01 	The Government's expenditure plans 

Public expenditure planning 

total and general government 

expenditure 

are drawn up within the framework of the 

Green Paper, The Next Ten Years (Cmnd 9189) 

published in 1984, and the medium term 

financial strategy (MTFS). Spending must 

be contained within the available financial 

resources, and directed to where it will 

chieve the best value for money. 

0 	The 1985 Public Expenditure Survey 

9s its starting point the 1985 MTFS 

piIished a year ago. The Survey was 

successfully completed within that framework. 

The broad results were set out in the the 

1985 Autunn S atement and full details were 

given in 	86 public expenditure White 

Paper (Cmnd 0  02 published on 15 January. 

This describe the public spending plans 

for the period u 17-89. 

0 

5.03 The public expenditure planning total 

is the measure on which Government spending 

controls are based. Gen 

expenditure covers spendin 

government and local authorit 

the definition of government spe 

in the national accounts and forec 

the MTFS. 

government 

central 

t is 

used 

nd 

1 
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Public spending trends 

then to 
eriod to 

Cr.:)  

SECRET 

4411  
is general government gross debt interest, 
amounting to some £18.5 billion in 1986-87. 
There are also a number of other definitional 
differences and adjustments which are described 
in Part 7 of Cmnd 9702 (paragraph 42). 	In 
1986-87, these adjustments are expected to 
add a further 46] billion to the planning 
total. 

5.05 Chart 5.2 shows the path of the planning 
total in cash and in real terms ie after 
adjusting for the rate of inflation as measured 
by the GDP deflator. It also shows general 
overnment expenditure as a percentage of 

.(*) 

le latest estimates suggest that the 
planning total outturn in 1985-86 is likely 
to be 4 	] below the figure set at the 
time of the 1985 Budget. [Comment on latest 

view includ* 	achers' pay.] In real terms 

spending in 	-86 should be below the level 
of 1984-85 evA 	er allowing for the effects 
of the miners' trike the first time since 

1977-78 that the4prd trend in public 
expenditure has b 	alted. For the three 
following years 

cash terns are as set out in Cmnd 9702. 

In real terms the planning total is expected 
to fall slightly in 1986-87 
remain broadly constant over 

1988-89. 

2 

BUIDGETeSECTRETffer 
BUBaEnTertiSeQiNitrY a 

nceNOtleTAD XeriC4()PIEED 

ld the planning total 

P. (The updated GDP deflator assumptions 
oney GDP figures are given in part 2). 

• 

the°  expenditure plans in 
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Central privatisation pr 

Reserve 

Adjustments(1) 

Public expenditure planning total( 2 ) 

General government gross debt interest 

Other adjustments 

-2.1 	-2.6 

-0.2 

129.6 
	

134.2 

6.2 

.1 	18.0 

General government expenditure 
Planning total in real terms 

(base year 1984-85) 
General government expenditure 
as percentage of GDP 

150.0 

129.6 

451/2  

158.2 

27.8 

28/952 
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The public expenditure planning total and general government expenditure 

1984-85 	1985-86 

Department 
DHSS - SQef s curity 	 38.1 	41.2 
Defence 	 17.2 	18.2 
DHSS - Health and personal 

social services 	 15.8 	16.7 
Scotland, Wales and Northern 
Ireland 	 13.7 	14.4 

Education and science 	 14.0 	 14.5 
Other 	 33.0 	32.0 

1986-87 1987-88 

£ 	billion 

1988-89 

42.9 44.4 45.9 
18.5 18.8 19.0 

17.7 18.5 19.1 

15.0 15.0 15.2 
14.3 14.4 14.5 
31.2 31.3 31.7 

-4.8 -4.8 -4.8 
4.5 6.3 8.0 

-0.4 

139.1 143.9 148.7 

18.5 18.5 19.0 
6.2 6.4 6.8 

163.6 168.9 174.7 

126.7 126.7 127.1 

43 4135 41 

(1)[Estimated outturn in 1985-86 includes a general allowance "r sh 	fall and] the 1986-87 planned figure 
includes external finance of -£400m for nationalised industr 	 privatised in that year. 

( 2 )The Treasury's latest estimate of outturn. 
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it expenditure as a 

percentage of GDP is projected to continue 

the downward trend established since 1982-83, 

with a substantial further fall over the 

next three years. By 1988-89 the percentage 

is expected to be the lowest since 1972-73. 

These trends remain valid however one treats 

privatisation proceeds. This will free an 

increasing share of the nation's resources 

to the private sector, and provide the basis 

for further reductions in the tax burden. 
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suppE-cnialdidOi`ii thc announcements in the 

Budget speech was provision for further 

enterprise and employment measures. The 

gross cost of these measures will be aco; tin 

in 1986-87 and ESIDimal in 1987-88. The net 

public expenditure cost after allowing for 

reduced expenditure on unemployment and 

supplementary benefit will be £110m in 1986-87 

and £206m in 1987-88 as shown in Table 1.1. 

The net cost to public expenditure of these 

measures will be charged against the Reserves 

provided in Cmnd 9702, and thereby met within 

unchanged 	planning 	totals. 	Summer 

Supplementary Estimates will be presented 

Parliament in due course for the extra 

ources required by the Department of 

ent and the Manpower Services Commission 

-87. 

5.09 Two pilot schemes to help the long 

unemployed 	 introduced in term 	 were 

January 1986. 	The aim of the counselling 

scheme ha 	to help the long term 

unemployed 	 an in-depth interview. 

Interviewees 	for instance be submitted 

for jobs, offe 	es on employment or 

training schemes 	a Jobclub, offered 

a specially designed estart training course, 

as appropriate. The Job SGart scheme provides 

allowance of £20 per week to long term 

unemployed people who take a full-time job 

earning less than £80 per we 

will be extended nationwid 

possible. [An intensive 

counselling, offering interview( 	a 
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5.12 A new scheme has been 

help 18-20 year olds to find 

scheme, the New Workers Scheme, 

ced to 

This 

for an allowance of £15 per week for em 

taking on 18 or 19 year olds on ea 
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(RN 	
250,000 from the existing level of nearly 	

Th 200,000 places. 	e cost of this will be 

£ million in 1986-87 and £ million in 

1987-88. The programme offers jobs to the 

long term unemployed for up to a year on 

projects of benefit to the community. When 

the expansion is complete, the scheme will 

be helping over 330,000 of the long term 

unemployed every year. 

.11 The Enterprise Allowance Scheme is 

be expanded to allow for 130,000 entrants 

Ivar 

r vi:17 provided for. 	This scheme is 

[by 	1987], as against 80,000 

.004.dN to encourage enterprise and 

self-employment amongst those previously 

unemployed. Another scheme to help small 

business and enterprise is the loan guarantee 

scheme, und 	ich the Government guarantees 

70 per cen 	ualifying loans to small 

businesses 	effect from [ 	]. 

The rules of i.e scheme will be revised, 

with the premium 	ed from 5 per cent 

to 3 per cent, and 	eiling on the portfolio 

of loans covered of 0m in 1986-87 and £130m 

in the two subsequent years. These two 

measures together will cost about £20 million 

in 198667 and £100 million in  l•;8 

5.10 The number of places on the Community 

Programme, which is targetted at long term 

unemployed adults, isbeing increased to 
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Bubdtt 	fft-retihrif w" 	uf f pez week or less. The 

cost of this scheme, [along with other minor 

changes to Department of Employment programmes 

[including any offsetting savings]] is expected 

to be 	 in 1986-87 and £50 million 

in 1987.68. 

5.13 	For 1986-87, plans have now been 

translated into detailed spending control 

totals. The Supply Estimates set out the 

sums that the Government asks Parliament 

to vote for most expenditure by Government 

departments and certain other bodies. The 

main Estimates for 1986-87, are published 

18 March 1986 with a Summary and Guide 

d 9742) which summgrises the Estimates 

xplains how they relate to the public 

ure planning total. Of the £99 billion 

in uded in the Supply Estimates, £74.6 billion 

is direct public expenditure in line with 

the plans published in Cmnd 9702 for public 

expenditure to be voted in Estimates. Nearly 

[60] per c 	the money voted in Estimates 

is subject 	 limits which provide the 

Government wi greater control over its 

cash expenditure(75) • 	he financial year. 
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£ billion 

1985-86 	 1986-87 
Final 	 Expected 	 Provision 

outturn 	 outturn 

90.4(1) 
	

96.0 	 98.9 Main Supply Estimates 
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Table 5. X Supply expenditure 

Supplementaries and 

net underspending 
	

3.4 	 3.2 	 2.2 

TOTAL SUPPLY 

EXPENDITURE 

(public expenditure 

element) 

(1)Adjusted for abolition of MIS. 

93.8 

(70.6) 

98.2 

(75.0) 

oo  
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DEPARTMENT OF HEALTH AND SOCIAL SECURITY 

Alexander Fleming House, Elephant & Castle, London SE1 6BY 

Telephone 01-407 5522 

From the Secretary of State for Social Services 

The Rt Hon the Viscount Whitelaw CH MC 
Lord President of the Council 
Privy Council Office 
68 Whitehall 
LONDON 
SW1A 2AT 	 October 1986 

0Q.A.3.1 

PUBLIC EXPENDITURE SURVEY 1986: SOCIAL SECURITY 

At our meeting yesterday you offered to settle the social security 
programme for the years 1988/89 and 1989/90 on the basis that I 
make savings of £100 million and £250 million in these two years. 
I undertook to consider this, and having done so I am prepared to 
accept your offer subject to the following provisos. 

First, for 1988/89, I agreed to find savings of £100 million 
provided that the necessary primary legislation can be passed in 
time. 	I made clear I was not prepared to reduce the rates for 
the new income-related schemes to be introduced in April 1988. 
We agreed that fraud savings would count towards this total 
provided that the third year total was accepted. 	Although I 
would like to retain some flexibility over the precise measures, 
the savings I have in mind are: 

the carry-through of not uprating in 
April 1987 the limits for ordinary board 
and lodging in the supplementary benefit 
scheme 	 - 	ES million 

increased anti-fraud activity made 
possible by using on this work some of 
the staff released when we have brought 
in the new schemes 	 - £30 million 

with effect from April 1988, the extension 
to 26 weeks of the maximum period of 
disqualification for voluntary unemployment - £30 million 

i. 

SECRET AND CM0 



SECRET AND CM0 

 

 

111 (iv) measures to be put through in a( Bill in the 
1987/88 session, to include tighter'NI 
contributions conditions 

(v) and the abolition of the 25p addition for 
retirement pensioners over the age of 80 

- £10 million 

£23 million. 

Provided that such legislation is introduced in November or 
December 1987, or possibly January 1988, I see no difficulty in 
reaching the £100 million total. 	If, however, the Bill has to be 
introduced later in 1988 it would have the effect of reducing the 
savings from the measures requiring primary legislation and would 
mean that the total would have to be reduced to £75 million. 

Secondly, for 1989/90 there will be the knock-through effect of the 
savings for 1988/89, about £90 million. 	The further savings will 
also require primary legislation, which in my view should be 
included in the Bill described above. 	However, I would emphasise 
that the commitment is to achieve total savings of £250 million 
rather than to particular specified measures to achieve them. 

Thirdly, I would want my offer on supplementary benefit payments 
for mortgage interest to be accepted as part of this settlement. 
Having discussed this further with my Ministers I am entirely 
convinced that, in the face of an extremely hostile report from the 
Social Security Advisory Committee, some change to the original 
proposal is required if we are to pass this measure satisfactorily. 
As you know, I propose that the period of restriction should be 

40 	reduced from 6 to 4 months; this cuts the savings by £7 million, which I shall make good by not uprating the ordinary board and 
lodging limits next April. 

Subject to these provisos, I am prepared to accept your offer, in 
spite of the obvious difficulties which it presents for me. 

I am copying this letter to the other members of MISC 130. 

Cl 

 

NORMAN FOWLER gla 

• 
2 
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FROM: M C SCHOLAR 
DATE: 14 February 1986 

Principal Private 
Secretary 

Chief Secretary (2) 
Financial Secretary (2) 
Economic Secretary (2) 
Minister of State (2) 
Sir P Middleton 
Sir Terence Burns 
Sir Geoffrey Littler 
Mr F E R Butler 
Mr Cassell 
Mr Monck 
Mr A Wilson 
Mr H P Evans 
Mr Monger 
Mr Odling-Smee 
Mr Pratt 
Mr Cropper 
Mr Lord 
Mr H J Davies 

Sir Lawrence Airey-IR 
Mr Battishill-1R 
Mr Isaac-IR 

Sir Angue Fraser-C&E 
Mr Knox-C&E 

BUDGET STATEMENT OUTLINE 

I attach a first outline of your udget Statement, mainly the 

work of the Central Unit, FP, MP and 	k. 

2. 	The outline is necessarily a 1itt109 rough at this stage. 

As you agreed, it is written on the basis of Budget 'B' only, 

and there are still one or two gaps (nothing, for example, on 

a minimum tax yet). 

3. 	It would be useful to spend a little time o 	ext week, 

perhaps at the Overview meeting if people have h 	to look 

at it, so that you can give us guidance before 	 the 

serious drafting (the first proper draft is due to b 	tted 

to you at the end of next week). 

tto 
M C SCHOLAR 
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But I do 

blown off course 

economy have stoo 

The Government's St 

to hold to it. 

come to House today with excuses about being 

r sound policies and the new strength of the 

good stead during recent turbulent weeks. 

is on course and I reaffirm our resolve 

°Maine B 
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This Budget addresses the two vital economic issues of our 

the defeat of inflation; and the creation of conditions for 

g unemployment and sustained growth. 

t, this year, the Budget takes place against a background of 

particular uncertainty, which arises from the fall in the oil 

price. The Budget has to take account of the impact of these events 

on the world economy, on oil-producing and oil-consuming countries 

alike; and 	eir likely effects on our own economy. 

In my Statement today, I shall begin by reviewing the economic 

background to the Budget. I shall then come to the Medium Term 

Financial Strategy, monetary policy and fiscal prospects. I will 

then turn to employment and fi 	the measures the Government 

proposes to take to maintain so . inances, and to improve further 

the strength, efficiency and comp 	veness of the economy. 

Reference to press releases. 

NOT TO BE COPIED 
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Economic Background  

DC 
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1985 another year of steady growth and improvement in the 

erlying strength of the economy. 

nfidence strengthened following the Budget and the end of 

th 	a strike. For year as a whole output 31 per cent higher than 

in 1984, with a strong export performance in world markets. 

Another large surplus on current account of the balance of payments 

despite the effects of the coal strike. Another substantial rise 

in manufacig output. 

Both fo 

predicted in 1 

expansion s]. owe 

coming down. 

imbalances - debt, 

UK and the world economy, 1985 very much as 

ear's Budget Statement. 	In world economy, 

more sustainable pace, with inflation again 

ons by end of year that maior world 

cits etc - beginning to improve. 

Said in last year's Budget Statement this a time for strong 

nerves and sound policies. 	Both needed, in double measure, in 

1986, with falling oil prices the maior economic event. But oil 

price fall provides great opp 	nity for better performance of 

world economy - both higher 	t and lower inflation. Should 

provide scope for lower intere 	ates in malor oil importers, 

especially Germany and Japan, wit 

Contrast with recessions and n 

	

	for restrictive policies 

• following 1973-74 and 1979-80 increases in oil prices. 

Risks and uncertainties. Malor changes - even favourable ones 
e  - have to be handled carefully, with the right 	icies, to ensure  

that opportunity not wasted. Inevitably con 	-ale uncertainty 

at this stage about how governments will react 4z-iv orld economy 

evolve over next year or two. 

UK in different position as net oil exporter. benefit 

from more buoyant world economy and lower world infl 	But 



ies and government lose. 

Manufa 

section) 

(I shall return to this in employment 

A41V  '‘J 
,weaieen. Net  eff 

BUDGET SECRET 
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oil price, lower world 

DC 

prices and lower exchange rate may be little changed. Our policies 

re putting downward pressure on inflation. I expect 4 per cent by 

d of year. Given paramount importance of maintaining declining 

ation path, much caution here especially indicated (I shall 

to this later). 

t ut also little changed. I expect another year of steady 

growth in output at 3 per cent. Different groups gain from oil 

price fall to different extent. 

Cons ers and business, especially in traded 

goods/ 	es, gain 

Government's resp 	oil price fall needs to be especially 

careful. 

Monetary policy: 	need to avoid excessive downward 

movement in exchange rate - some fall consistent with money 

GDP/inflation objectives, 	art of process of balance of 

payments adjustment. 

0 
Fiscal policy: details cter, but say now that have no 

doubt that problem can be mana 	hout difficulty. Intend 

to pursue cautious/prudent lin 	as to be in a strong 

position to cope with any further adverse developments. 

Finally let us note this. Our economy now in 

position to take advantage of new opportunities and 

shocks. Evidence of this new strength: for exa 

a much improved 

withstand new 

Faster growth than the US, last year, 	 ill soon be 

entering sixth year of expansion of output, 

major improvements in productivity (expand). 	

anied by 

Investment growth at 4 per cent a year for 5 	now. 
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64 and 1985; for once we 

took full advantage of strength of overseas markets improving 

market share while world trade was growing. 

Lowest number of strikes for 50 years.' 

Another sizeable current account surplus and rise in 

.;)k  

erseas assets - further evidence of growing strength of 

ernal position (good use of oil revenues). 
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The MTFS  

Two key elements of economic policy: 	financial strategy 

gned to bring down inflation, and supply side policy designed 

rove the adaptability and competitiveness of the economy. 

licies have been the key to the strong economic performance 

ve described. 

Crucial importance of MTFS especially clear this year. Major 

fall in oil price, turbulence in foreign exchange market and 

shortfall 	 revenues of x% in 1985-86 and more in 1986-87 

would have 	y rocked the economy in past years. No doubt 

that MTFS ca 	money demand on stable path, with downward 

pressure on inf 

MTFS provides 	framework which provides assurance to 

markets and permits 	sses to plan. At same time it permits 

flexibility to allow 	my to adjust to major disturbances, 

without jeopardising ultimate objectives. 	Critics who say that 

 

MTFS is ineffective or has been 

achieved what really mattered: 

output growth. The split betw 

the growth of money GDP has i 

was expected. By exercise of care  

the path of money GDP on track. 

abandoned miss point. We have 

lower inflation and sustained 

output growth and inflation in 

_d substantially - more so than 

iudgement Government has kept 

.t" 

MTFS will remain centrepiece. 	ribed in Budget red book 

published today. Will continue to 	directed at gradually 

reducing money GDP growth and inflation. Monetary and fiscal 

policies set accordingly. 

MTFS framework accommodates oil price fall 
	

t unnecessary 

tha 

disruption. Lower oil prices and slower pay g 	have similar 

effects. 	Energy and labour key factors in proot1n process. 

Lower prices for them provide scope for high 	put and 

employment for given money GDP. Extended version of 	ledge: 

MTFS guarantee against inadequate money demand that migh 	wise  

follow fall in oil prices or pay restraint. 
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po icico affect money GDP. Balance 
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DC 

between them must be struck, taking account of implications for 

overnment's taxation objectives, interest rates, external factors 

balance of the economy. 

scal policy set in Budget; monetary policy main instrument 

fo 	sting to changes between Budgets. PSBR may change even 

without changes in fiscal policy: 	for example, more buoyant 

economy will automatically lower PSBR - would not wish to offset 

this. 	General objective in considering policy responses to 

unexpected dej opments is to keep money GDP on track. 

6 - 
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7\  Monetary 	Policy 

  

The Government's medium term objectives for the growth of 

demand are set out in the MTFS. Shall continue to meet these, 

the past. 

oney demand does not, however, provide a useful guide to 

operation of policy within the year. Figures for money GDP only 

available with a considerable lag; and in any event contain little 

information about likely future developments. 

In oper 

money; 	main 

inflation coming 

olicy, the aim will be to control the growth of 

he monetary conditions necessary to keep 

and to achieve the MTFS objectives. 

[Section on th ary targets for 1986-87.] 

 

No single monetar aggregate, however, encapsulates monetary 

conditions as a whole. In operating policy it is necessary to pay 

attention to a range of other evidence. Movements in the exchange 

rate can be particularly import nt, depending to some degree 

however on their cause. We als 	account of the evidence from a 

range of other indicators, 	d' g movements in asset and 

commodity prices, and real interes rates. 

This requires a 

monetary conditions. 

continuous exerc judgement in assessing 

Not an easy task,pnd requires skill, but a 

judgement has to be made: no simple rule or mechanistic formula to 

follow. As in the past policy will be operated so as to take no 

risks with inflation. Not hesitate to act to change interest rates 

if necessary to keep monetary conditions suft1ntly tight to 

achieve the Government's aims. 
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kvk 	V1̀1 ) 

PSBR estimated outturn in 1985-8,6 	Despite lower oil prices, 

forecast—a—year--age7/Buoyant non-North Sea revenues 

cting growth of personal and company incomes and expenditure. 

t year's MTFS indicated continued decline in PSBR over 

medium term, with 2% of GDP in 1986-87. 	Broad picture still 

relevant but, as always, need to take into account monetary/fiscal 

policy mix and special factors. 

DC 

Borrowing  

BUDGET SECRET 
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High 

total governm 

US Administrat 

long way to go; 

they succeed. 

terest rates at world level suggest need to reduce 

rrowing in world as a whole. Welcome support of 

deficit reduction programme. They have a 

y important for the rest of the world that 

In the UK, too, eAjle3  a policy mix consistent with fall in 

interest rates over medium term. Most important special factor in 

1986-87 is oil price. Projections for 1986-87 in Red Book based on 

assumption of oil price of E[ ] less than projected a year ago. 

How much of North Sea rev shortfall should be made up by 
raising extra revenue elsewhere a 	much by extra borrowing? A 
matter for fine judgement. Case 	some extra borrowing is that 
when oil revenues were higher, 	ng was lower than it 
otherwise would have been. Case for e 	taxation is that some of 
benefits from high oil revenues have be 	taken in lower taxes than 
could be afforded on a sustainable basis. 

Shall return to taxation in a moment. B 

that strain of lower oil revenues should be spre 

PSBR and higher non-oil revenues. 

Another special factor is privatisation p. 

expected to be Ef ] billion more a year than projected 

Some - eg TCSC - have argued that privatisation proceeds 

Now 

ago. 

not 

- 8 - 
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describe (,\ 	them as 	a financing item. Do not accept that approach. 

Nevertheless privatisation puts an additional demand on financial 

arkets even though it is in the form of equities rather than 

. In the circumstances it is only prudent to rein back to some 

t the demands we make upon the financial markets from the sale 

edged securities. 

Taking lower oil revenues, higher privatisation proceeds and 

overall balance of monetary and fiscal policies together, judge 

that should aim at PSBR in 1986-87 of6,-91,  billion, [111 % of 

GDP. 

1  
[This re. 	.ts a deliberately cautious fiscal policy, which 

is essential g 	1 price uncertainty. Had we known for sure 

that assumed oil 	would rule throughout 1986-87, would have 

contemplated higher 	But this way, can take a still lower oil 

price in our stride 

If, on the other hand, oil price turns out higher, options - 

both fiscal and monetary - exist for action within the year if this 

proves desirable. Although monetary policy is the main instrument 

available to the government 	between Budgets, could use 

regulator.] 

Beyond 1986-87 envisage grad ly declining PSBR relative to 

GDP for rest of MTFS period. SlightlQ 
	

level than in 1985 mTFS 

reflects higher privatisation proce c- and need to stake out 

cautious course given oil price uncertafhty. Will, of course, be 

reviewed next year. 

- 9 -  
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(t 2 Employment and Enterprise  (-)  . 
\tr Improving the prospects for jobs is at the heart of the 

rnment's strategy. 

it to Government action. Cannot overrule the effect of 

workrspricing themselves out of jobs. 	Cannot overturn the 

inevitable result of excessive pay settlements. Wage costs still 

rising faster than competitors. 

But Go 	bent can help. 	Removing burdens to enterprise. 

Encouraging 	and more effective working of markets; 	and 
development o 	k force with the right skills, adaptable, 

well-motivated, 	entified with the success of the enterprise 

for which they wor 

Have made progr 

flexible labour market. 

Effects coming through. Signs of more 

Fall in oil prices and exchange rate will help tradeables, 

especially manufacturing, and hence full-time jobs for men. Labour 

supply not growing so fast. 

Last year's Budget include4 stantial measures. Bulk of 

benefits still to come through. 	 tructuring for employees 
and employers came into effect last 	n. CP expansion going 
well but has some way to go. Two year 	a structural improvement 

in our training arrangements - starting later this year. Tribute 

to support from employers and unions. 	Hope employers will take 
increasing share of cost over time. 	Also announced switch to 

engineering in higher education, reform of 	Councils and 
employment protection. 

Package of that range and scale obviously cann 

every year. But still scope for useful measures. 
repeated 
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Enterprise 

7\ 
Enterprise Allowance already has good success rate, reflected 

n rise of self-employed. 	Will now be reinforced by further 
ansion and adding training. 

condly, decided to extend Loan Guarantee Scheme not on a 
sho 	t rm basis but for 3 years. We will also reduce premium. 

Expect take-up to start rising again. Improved appraisal and 

monitoring by banks will help to reduce failure rate and to increase 

numbers of jobs in businesses helped by this scheme. Three-year 
extension w 

scheme and 
	

t work better than it did at first. 

ncourage banks to commit themselves to selling the 

Small busi 

supply of ventur 

contributed to this 

explaining later. 

Employment 

have gained from the rapid growth in the 

.tal. 	The Business Expansion Scheme has 

have decided to extend it as I shall be 

Also schemes to help the groups hit hardest by unemployment. 

First the young - those who 	completed or are no longer 
eligible for YTS. New Workers 	eme giving subsidy to employers 
taking on 18 and 19 year olds at 	f £55 per week or less. This 
is the age group which has the hies 	ate of unemployment. I 
expect [ ] places in the coming year 

An increasing proportion of the unemployed have been without a 

job for more than a year. My RhF announced pilot schemes at the 

time of the Autumn Statement targeted on the long-term unemployed. 

The results of these schemes. Decided to exten selling ... 

The take-up of Jobstart has been smaller tha 

... we are not extending it [or doing so on a limite 
F expected 

s]. 
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Profit sharing  

Although some encouraging evidence of greater labour market 

exibility, more progress is needed to improve economic 

formance and long-term job prospect. Already done a lot through 

stem and privatisation to promote employee shareholding and 

reater identification of employees with profitability of 

bu 	ess. Would like to do more (more on this to come later in my 

Statement) and have in mind need to stimulate new thinking and 

further extension of profit sharing. Not easy and cannot legislate 

this year. But propose to issueGreen Paper proposing tax relief 

for employ 	ho agr e to convert a f prOportion of their total 

remuneratio 	a share of profits. [if response is favourable, 

propose to 1 	[for a limited life scheme] in 1987 Finance 

Bill. 
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Taxation 

I turn now to taxation. 

This Budget carries forward theme of tax reform charted in its 

edecessors. Two ob-jectives of reform 

simplicity and evenhandedness 

to improve our economic performance 

A Gre 

personal taxa 

er is being published today on the reform of 

Present sys 

Married 

purposes. Lack 

defects: 

income treated as her husband's for tax 

vacy for married women. 

DC 

Green Paper 

Tax penaltie on marriage: 	aggregation of investment 

income and capital gains, APA, MIR. 

Allowances high when both partners are at work, low when 

only one is at work, althoi, that is generally when family 

responsibilities are grea 

Poverty and unemploymen 	aps. Biggest single group in 

each of these consists of one ar r couples. Dealing with 

them by increasing allowances ex 	e. 

Green Paper discusses system of transferable allowances. 

Everybody to have same allowance, but unused portion could be 

transferred to the other partner in a marriage. Would deal with 

these defects by: 

Giving married women equality 

opportunity for privacy in their tax affairs 

Tax penalties on marriage could be remove 

Allowances same whether both partners work 

hence do not fall when family responsibilities incr 

atment and 
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Help and 	unemployment traps, 

one-earner couples 	are 	so 	important to 	them. 	And future 

threshold increases will be better targetted. 

GI).. Green Paper discusses how new system could be introduced. Two 

s important. First, nobody would suffer a reduction in tax 

ow ces. For most people they would rise in cash terms. 

Secondly, system could be introduced in stages. Speed of 

introduction would be decided in light of circumstances at the 

time. 	But this must be seen as part of Government's policy of 

reducing t 	rden. 

Green P 

system: 	move 

non-cumulation, 

so discusses longer-term possibilities of tax 

rds closer working with benefits system, 

sessment. 

Government will 	response to Green Paper before deciding 

how to proceed. 	If it decided on a system of transferable 

allowances, legislation would be introduced. 

Taxation of business and enterpri e  

‹) 
I have a number of other it-it proposals for tax reform to 

announce today. 	These are des] 	to encourage enterprise and 

improve our competitiveness. 

First, stamp duty. At present levd1 is 1%, threatens to make 

London uncompetitive in world markets. 	Examples of comparative 

dealing costs in London and elsewhere. 

Stamp duty also suffers from defect tha 	pplies to some 

financial transactions but not others. This ] 	sistent with 

level playing-field approach. 

But reduction in duty expensive. Decided to int 

on a revenue-neutral basis. Therefore propose to re 

1%, but extend it to transactions now exempt: ADRs, 
dealing, takeovers, loan stock, renounceable letters. 

any, in stamp duty on houses.] 

changes 

ty to 

rCh 
ount 

es, if 

in 
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Future of the scheme has as 

Next, 

initial 5-year period next year. 
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ES reaches end of its 
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romised been reviewed, with help of report from Peat Marwick, 

eing published [today]. 

Scheme has been remarkably successful in encouraging 

estment that would not otherwise have taken place. 

a istics from Peat Marwick report, and on take-up of scheme 

in 1985-86, and since its inception. 

Therefore propose to extend it without further time 

limit. 

But 	ave been some cases of abuse of the Scheme by 

using it fo 	tment in activities with high asset backing. 

Purpose of s 	is to encourage risk investment that would 

not otherwise 	taken place. 	Therefore propose 
restrictions on 	tment in land and property, and other 

assets likely to 	se in value. 	Also propose power to 

exclude specific activities from the scheme by order. 

With low risk investment therefore taken out of the 

scheme, it would be right 	-ovide further encouragement to 
risk investment. 	Theref 	propose to exempt BES shares 

issued after [today] from CGi 
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BES proposals a key element in my proposals for stimulating 

nterprise, and thus improving output and employment prospects. 

uttressed by other measures with the same ob-jectives. 

1(54Soi 	New measures to encourage equity savings. Description of 

re Purchase Yearly Plan. 

Also propose amendment of car and car fuel benefit 

scales, in response to representations and to help our motor 

industry. 	The breakpoints, now 1300cc and 1800cc, are 

differe 	om those in the EC directive on exhaust emission, 

which - -JSOcc and 2000cc. Keeping separate breakpoints 

would ham 	petitiveness of our industry. Therefore from 
April 1987 
	

bring them into line and make adjustment to 

scales to ens 	venue neutrality. The new scales will then 

be increased by 

Finally, em o 	share schemes. 	Profit sharing and 
share options SC emes have had remarkable success in 

increasing the commitment of employees to the success of the 

companies for which they work. But some restrictions remain, 

especially in the case o co-operatives and employee 

controlled companies. 	De1 of relaxations to help such 
companies. 

Come now to pension funds. Mu est recently in size of 

surpluses accumulated by many funds. 	se surpluses raise two 

questions. First, whether it is right or the very generous tax 

treatment given to pensions to be used to build up surpluses rather 

than for payment of pensions. Secondly, need to provide pension 

funds and companies with a clearly defined option which is not now 

available, and for which there 

these surpluses. 

Therefore propose development of existing Pve 	rules. 

Details of new rules. Emphasise that method by which 	ses are 

to be reduced is to be at funds' discretion. If method 	d to 

employer, this is to be ring-fenced for Corporation Tax u5es 

and employer to be subject also to surcharge of [10%]. Thi 1 tO 
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(2'  z\tax treatment of funds to park money in them. 

Emphasise that this change will not reduce security of funds. 

d, involves a new standard for the calculation of surpluses, 

secure funding basis, more secure than that generally used 
by h 	unds. So future pensions not at risk. 	Funds dispersed 

unde new rules will be available to employers, employees and 

pensioners. 

Finally, 	. .3tal Transfer Tax. 	This was introduced by the 
Labour GoverA 	in 1974. It includes a charge on lifetime gifts 
as well as gi 	death. In practice, this charge has acted as a 
deterrent to 1 	giving and so discouraged mobility of assets. 
Propose to aboli 	etime charge on gifts between individuals. 
The regime for tru 	.11 be kept broadly unchanged. The death 
charge will be prote 

7 years of death. 

With this (and other changes made by us earlier) CTT not 

recognisably same tax as that introduced in 1974. 	I have 
accordingly decided to rename the 	"inheritance tax". Abolition 
of CTT lifetime charge will me 	t 4 unwanted taxes have been 
abolished in the last 2 years. 
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.\Taxes 	on spending 

 

Have had to consider proposals for taxes on spending against 

round set out earlier in speech. Explained earlier excellent 

on prospect - balance between lower oil price and lower 

ex 	rate effects. Have decided that it would be wrong to put 

thi prospect at risk by making general increase in indirect 

taxation this year. Have accordingly framed my proposals for taxes 

on spending with the aim of minimising impact of Budget on the 

price level. But I judge that two duties require special 

attention:- 

Recen 	lopments in the oil market have substantially 

reduced rev 	om direct taxation, and reduced the price to 

the consumer. 	k it right therefore to increase excise 

duty on petrol 	ar by [9p1 a gallon. This still leaves 

it well below t e 	vel just after last year's Budget. 

Figures to demonstrate this. [There will be a proportionate 

increase in the lower level of duty on derv.] 

Secondly, cigarettes. 

their implications for heal 

tobacco duty greater than 

will be equivalent to [9p] on 

no increase in duties on cigar 

For the other 

there should be an increase in 

ired by indexation. Increase 

acket of 20 cigarettes. [But 

ipe tobacco.] 

se at all. This applies 

Have decided that, because of 

and 

duties propose no 

to beer, wine, sprints, [VED on cars an, VED on lorries]. 

In line with assurances given last year, also proposP no major 

changes in VAT, but have in mind a 

charities, to which shall return. 
number of concessions to 

Statement of total extra revenue raised 	irect tax 
changes (comparison with what would be raised 	straight 
indexation). 	Overall effect of my proposals on 	 is to 

increase RPI by no more than would be caused by 	oss- 
the-board price indexation of these taxes. 
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Direct tax 

Will deal first with position of charities. 	Government 

xious to encourage charitable giving. 	Reminder of past 

essions made. Now propose further major changes, to provide 

ntial additional encouragement: 

Abolition of limit on higher rate relief, but with 

easures to prevent increased abuse. 

Tax relief for donations made through payroll deduction 

schemes. 

lief for single donations by companies.] 

A 	of VAT reliefs: 	on newspaper advertising by 

charities, 	on supply of medicines, donated medical 

equipment, 	e vehicles and recording equipment for the 

blind. 

Now turn to main tax proposals. Against the background 

already explained, have ecided that this year can make no change 

other than price indexation of basic allowances and thresholds. 

All basic allowances and thresholds will therefore be increased by 

5.7%. 

Effective for PAYE on [date 

Cost. [Total reduction in taxa 

1987-88.] 

PERORATION 

0 
o 	£m in 1986-87 and Ern in 
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As you asked, I am sending you with Q/ 

of the Budget Statement. This folio 

you saw last weekend and takes account 

about it on Monday afternoon. 

	

frAtie 	

14,4_ 

0- 	u 

6.) 
s 	
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Mr Battishill-IR 
Mr Isaac-IR 

Sir Angus Fraser-C&E 
Mr Knox-C&E 

Sn:111  

ti.) Stack-1,w 
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StAirhva,,,, 

L-A-0- 	ceo 

mute a first draft 

nerally the outline 

off the points you made 

2. 	One or two points of detail:- 

The structure you suggested seems 

well. But you may think that the se 

and the economy would come better earlier 

to work 

on oil 

 

 I have included nothing on further action, 

or monetary, which might need to be taken in 

1 
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(d) 	Ther is a short new section on business taxation 

wfollowing the 1984 rather than the 1985 

(‘ , contains the piece on car benefit scales. 

The 

comforta 

But I can 

.not 
iece on Plaza you suggested Is/very 

used where I have it (paragraph 27). 

better home. 

utes (about 

length as 

IL 

M C SCHO 

Last year you spoke for about 1 hour 1 

9,900 words). The present draft 

that. 

2 

is about the 

BUDGET SECRET 
	

NOT TO BE COPIED 
BUDGET LIST ONLY 

if circumstances change. It seems to me better 

to wait a while yet before attempting to draft what 

little you may decide to say on this. 

But I have, as you suggested, included a section 

ion cuts in the basic rate of income tax 

i (paragraphs 118-119); and some words on the fiscal 

I  prospects for 1987-88 and beyond (paragraph 46). 

(f) 	I have not <nc1uded anything on overseas travel 

expenses. If you wish to say something about these 

we could fit in a short paragraph in the taxes on 

income section. 

This draft is, as always a 
	hi stage, the work of many 

hands. In the short time availab? here has been little time 

for editing or clearance, and I 
	raid there are some 

inconsistencies and probably some 	 too. The drafting 

still requires a good deal more work. But I hope that this 

first version will give you a tel for the shape of the SLaLement 

and provide a basis for further work next week. 
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the past few months. Our stt4  on course and I reaffirm our 

resolve to hold to it. 
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A. INTRODUCTION 

1. 	This Budget addresses the two vital economic issues of our 

time: the defeat of inflation; and the creation of a permanently 

more vigorous and enterprising economy which will generate 

sustained growth and falling unemployment over the years ahead. 

is year the Budget takes place against a background of 

uncertainty, which arises from the fall in the oil price. 

The . . t as to take account of the impact of these events on the 

world e 	on oil-producing and oil-consuming countries alike; 

and of their li 	ffects on our own economy.40- 	1)f- 0'c (--(^0---0-Le- 

But I do not come to the House today with corrective measures, 

forced upon us by these r 	t events, and needed to restore calm in 

the market7 The Gov 	ent" sound policies and the strength of 

the economy have stood us 	good stead during the uncertainties of 

4. 	I shall begin by reviewing the economic background to the 

Budget. I shall then come to the Medium Te 	ancial Strategy, 

monetary policy, and the fiscal prospects. I 	• turn to the 

wider implications of the oil price fall; then to 	exit; and 

finally to the measures the Government proposes to 	 aintain 

sound finances, and to improve further the strength, e 	and 

competitiveness of the economy. 
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number of press releases filling out the details of my proposals will 

be available from the Vote Office as soon as I have sat down. 

• JJL 
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B. 	ECONOMIC BACKGROUND 

6. 	1985 proved to be, as I indicated at this time last year, another 

year of steady growth and improving economic performance. 

Confidence strengthened following the Budget and the end of the coal 

strike. 

In the world economy, expansion slowed to a more sustainable 

With a strong performance in world markets, UK exporters 

ajor contribution to the 3i per cent growth in total output 

in 	 There was a similar rise in manufacturing output and a 

£4 billio 	k&k.11 surplus on the current account of the balance of 

payments. 

 

n ended the year at around 5i per cent, close to 

expectations. 

Indeed, over the past three years, the economy has consistently 

demonstrated both it lying strength and its resilience to 

shocks. 

This strength shows up in growth averaging about 3 per 

cent a year, a 20 per cent rise fA investment by manufacturing 

industry, a 10 per cent rise in manufacturing productivity, a 17 per 

cent rise in manufactured exports, a cumulative ES billion surplus on 

the balance of payments and a rise of so 	er cent in the 

profitability of industrial and commercial co 	outside the 

North Sea. 
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10.  The impremrclnent iL pLudut.tivity s particularly striking. In the 

six years between 1973 and 1979 the United Kingdom was at the 

bottom of the league of major industrial countries, with 

manufacturing productivity growth of 1 per cent a year. In the six 

years between 1979 and 1985 we moved to second place in the table, 

below only Japan, with growth of 31 per cent a year, and above 

France, Germany and the United States. 

I am confident that this new strength in the economy is now an 

ed and permanent feature of the scene. I expect 1986 to be 

ar of steady growth and falling inflation, with further gains 

in pro 

Yet al t 	hievements - both those of the past and those in 

prospect - take place against the background of a series of shocks 

which in earlier times would have thrown the economy very seriously 

off course. 

The first of these - the ear-long coal strike - left in its wake a 

trail of destruction. At its peaki 	the nation over 1 per cent of 

national output, it damaged sterli 	and raised interest rates; in 

total it rost nearly E4 billion of unnecessary and wholly avoidable 

extra public expenditure. 

14. This damaging dispute at last came to an 

reaping some benefit from the way it was resolved: 

in the coal industry, improved industrial relations in 

large, and an enhanced reputation for our ability to cope 

shocks of this kind. 

we are now 

iductivity 

my at 

or 
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21. The crucial importance of having a firm 	ork for 

financial policy is especially clear this year. The lar 	n the 

world oil price, the associated turbulence in the fore' 

A1N0 IS11 1.39cin9 
131:103S _ooans 

IJ 

 

C130P00 38 0110N 
11N0 1S11 i3oana 

131:103S ..opana 

21 February 1986 

C. 	THE MTFS 

18. There are two key elements to the Government's economic 

policy: the medium-term financial strategy designed to bring down 

inflation, and supply side policies which will improve the adaptability 

and competitiveness of the economy. These policies have played a 

vital 	in the strong economic performance that I have described. 

031d03 3E1 0110N 

19. 	The MT has brought about a fall in the growth of money GDP 

from near y 20 	cent six years ago to around 8 per cent. This is 

broadly in lin 	h the assumptions underlying successive versions of 

the MTFS. Moreover, the proportion of money GDP growth that is 

accounted for by price inflation alone has fallen substantially. Since 

1979-80 inflation has d 	faster than the growth of money GDP, 

leaving room for a higher r 	tput growth. 

20. The MTFS has succeeded ec 	it provides a predictable 

framework within which companies rkets can conduct their 

business. But it also leaves room f. 	economy to adjust to 

disturbances, without jeopardising OUT ultimate objective 

non-inflationary sustainable growth. 
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year today, and the details 

continue to be directed 

inflation. Both monetary a 

be found in the Red Book. It will 

ly reducing money GDP growth and 

al policies will be set consistently 

a 

within this framework. 

aloo  38 01 10N 
A-MO _LSI1 i3ocine 
131103S 13ocins 

market and a shortfall in oil revenues could have severely rocked the 

economy. But the existence of the MTFS assures markets that we 

shall keep money demand on a stable path, with downward pressure 

on inflation. It also ensures that monetary and fiscal policies will be 

consistent with each other and with the objectives for money GDP, 

despite the loss of oil revenues. 

Similarly, the framework provided by the MTFS ensures that 

pay restraint will be translated into more output and employment. In 

partic4ar, it ensures that slower growth of pay will not restrict real 

dem 	he economy, as some people have argued. As I said to the 

House a 	ago, the MTFS is as much a guarantee against 

inadequat 	demand as it is against excessive demand. 

The MTFS remains, of course, the centrepiece of the 

Government's macro-economic policies. I am rolling it forward one 

C13Id00 38 01 ION 
A1NO1S11 139C1118 
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D. 	MONETARY POLICY AND THE EXCHANGE RATE 

24. Within the MTFS, monetary policy provides the framework for 

operational decisions on interest rates. For it is by maintaining sound 

financial conditions that the Government ensures that the medium 

term aims for inflation and the growth of money GDP are achieved. 

25. last year's Budget, I am setting targets for the coming 

year  e  h < rowth of both narrow and broad money. The details are 

set out in 	d Book. 

26. No monetary aggregate, however, encapsulates monetary 

conditions as a whole. In operating policy, therefore, it will continue 

to be necessary to pay attention to a range of other evidence about 

monetary conditions, in e exchange rate. 

27. 	A significant movementiV change rate, even when it has 

its origins in events abroad, 	 t prices and inflationary 

expectations, particularly if it is a 	gather a momentum of 

its own. \ Last September's Plaza agr 	ent between the Finance 

Ministers of the five major free economies has moved the world 

towards a more sustainable pattern of exchange rates. Since Plaza 

the dollar has fallen by 16 per cent against the m 

deutschemark has risen by 24 per cent and the y 

against the dollar. Sterling, influenced by oil price moeJ s has 

risen by only 6 per cent against the dollar. These moves ar 

bringing benefits to the world economy, and reducing the p 

OPTISI1 139C1118 
03Id00 38 01 ION 	1333S 1390118 
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28. As I explained in October of last year, the operation of 

monetary policy requires a continuous exercise of judgement in 

assessing monetary conditions, striking a balance between the growth 

of the monetary aggregates, the exchange rate, and other evidence. 

This is not an easy task, and requires skill. But a judgement has to be 

made. There can be no simple or mechanical formula. As in the 

past, in making decisions on interest rates the Government will take 

no risks with inflation. I will not hesitate to act, if that is necessary, 

to keep monetary conditions sufficiently tight to continue to bring 

inflatio down. 

C13Id00 38 01 ION 
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P'D 	vaiNA-4 	rA-0 	Cfr-"t 

E. 	OIL AND THE ECONOMY 
e.t.......44-6,4,-004 

e 	..— A, 	 e.- eget ec 

29. 	The major economic event of 1986 is, of course, the fall in the 

world oil price. The big increases in oil prices in the 1970s and early 

1980s themselves reduced real demand; in addition the restrictive 

policies that were necessary to prevent the higher prices becoming 

establi€hed as a higher rate of inflation also added to the downward 

pres 	economic activity. 

It is 	ut 	to recall how grim the prospects were after those 

big increase  3  ;1 prices. My predecessor said in his Budget 

Statement six years ago that ... 

"The rise in the oil price has had severe effects on the world 

prospect generally. T 	outlook in the coming year is for a 

significant slowdow i 	wth and a worsening of inflation 

everywhere ... Every 	r country is demonstrating its 

determination to resist 	i lation by adopting a firm 

monetary and fiscal policy. 	 table immediate result is 

lower output and higher interest . 	'Ince early last summer 

rates have risen by six percentage points, on average, in the 

major industrial countries." 

By contrast, we now can expect a co 	era1r better 

performance of the world economy in 1986 and 1987 t 	lously 

seemed likely. 	There should be both higher output 	e er 

p. inflation. The major oil importers, especially Germany an 

11NO 1SI1 139C1118 
13}:103S 139ans 03Id00 38 01 ION 
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which already have very low inflation rates, should be able to reduce 

their interest rates without risk of inflation. 

There will, of course, be difficulties. Change in itself can carry 

with it some cost. Major changes, even favourable ones, can have 

unpredicted effects. There is also uncertainty about where the oil 

price will settle, and how the world economy will evolve over the 

next year or two. Moreover, a few oil producers may face severe 

difficulties as their total revenues fall sharply. 

• balance the effects of the oil price fall will be beneficial 

for th 	ialised countries as a whole. At worst, it will prevent 

any tendenc 	1Dthe present recovery to slow down, and it will keep 

inflation mov 	nwards. At best, it may propel the world 

economy on to a higher growth path, approaching that of the 1950s 

and 1960s, without rekindling inflation—.1  

Turning to Britain, 	enefit from the more buoyant world 

economy and lower world 	 But the value of our net oil 

exports has fallen, and the 	 rate has weakened. The 

combined effect of all these things 	eo be that both economic 

activity and inflation will not be very 	 from what they would 

have been without the fall in oil prices. 

This may surprise some people, especially those who only a few 

months ago were predicting disaster when the oil ru 	hat they 

overlooked is that oil production is only a relatively s 	of the 

economy: in 1985 5 per cent or 6 per cent of national inc 	per 

cent of investment, 8 per cent of exports, and 8 per 

AiNIO ISIl _opans 
I31:103S upana 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 

  

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED • 



(5-v(  
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the world oil price. Co 

prices and the moderati 

s also benefit through lower petrol 

price increases as manufacturers 

and others pass on e lowe 

Of course, not everyone can ga 

is initially worse off through the reduct 

the country as a whole 

c income earned on a 
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government revenues. The non-oil producing part of the economy is 

sufficiently flexible to adjust to this kind of change. 

36. 	Far from being a disaster, these developments present a great 

opportunity for manufacturing industry and other sectors producing 

traded goods and services. Manufacturers not only benefit from 

lower fuel costs. Their price and cost competitiveness has also 

improved markedly. Since the autumn of 1985 the exchange rate has 

fallen by some 8 per cent against the average of all currencies and by 

14 per Kent and 20 per cent against the mark and the yen 

respe 	. If only they can control their labour costs, this should 

provide man cturers with a strong incentive and a unique 

opportunit 

in the home m 

ease their exports and reduce import penetration 

e4t-/a-i 
cj 

ct,  
t.ser ; 	im_be,e,  

ors_ 	r- 

But it is not onl non oil bus' esses which gain from the fall in 

major export. Oil companies obviously suffer from the loss of 

income, and so - as I am only too painfully aware - does the 

Exchequer. 

\\\. 

Cie•P"-" 	t-Mcl.  Al" 	
39. The Government's response has to be especially c 

But this has reflected the change in oil prices and is part 
C.L.4"4"f 

da.AA.N.4; 941..14  t"Ska4t' 

Ke t.nfr" PI-PL (-62-6rs-e  ) 

031d03 38 01 ION 

monetary side we have seen a significant fall in the exch 

A1N0 isn uoanci 
131:133S upans 
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process whereby the balance of payments will adjust to the loss of 

earnings from oil. 

k 	1,44, 

On the fiscal side, the Government's response must be prudent 

and cautious. Last year's MTFS envisaged that following the end of 

the coal strike the public sector borrowing requirement would resume 

its planned downward path, falling as a percentage of gross domestic 

produ 	from 31 per cent of GDP in 1984-85 to Z per cent in 

1980 

The 	el, estimate of the PSBR for the current year is 

£7 billion.  P 	he same figure as was given in the Budget a year 

ago; but a number of its components have changed, some of them 

significantly. Oil revenues are some £2 billion lower than expected 

at this time last year. But this reduction is offset by buoyant 

non-North Sea revenu 	r  .1  cting the growth of personal and 

company incomes and exp .• 

public expenditure pla 

Borrowing 

and b 	small underspend in the 

r)0 

f 	 L. 	4.) 

42. 	In spite of this significant redi i 	public sector borrowing 

as a proportion of GDP, real interest r shave been at a high level 

throughout 1985. These high real rates have not, of course, been 

confined to sterling: very high real interest rates have prevailed in 

other major countries during this period. It is clty- at a reduction 

in the totality of government borrowing across the 

is needed, in order to bring down these high inter 

therefore welcome the United States Administration's suppo 

F
A1NO _LSIl upans 
	 .13}:103S  .nocins   

a whole 

es. I 
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Congress' deficit reduction programme. There is a long way to go in 

this; it is vitally important for the rest of the world that they 

succeed. 

ist en t ly -with , 

..a-f-a-11-441-444enest-s-crrer-the....inediuttr-tertn%  Last year's MTFS 

projected a PSBR of £7f billion for 1986-87, and looked forward to a 

fiscal adjustment of £3 billion. 

44. T4ere have been significant changes in the composition of the 

PSB 	last year. Privatisation proceeds are up by £2i billion. It 

is necessary 	take full account of these and other factors in 

43. 

deciding a vel the PSBR should be set. 

.t\r„ 	 r.o.,sce5  

price, crttle aaround-3 [$151 a barrel - the figure 

assumed in this year's Red Book - oil revenues will have been reduced 

by around 1£51] billion corn red with the 1985 MTFS assumption. 

There must, inevitably, b 	h certainty about what will happen 

to the oil price. We cannot 	that there will be no further 

slide. 

kt.) 
45. 	If soil 

46. In the face of such uncertaints 	clear that we must 

proceed very cautiously, setting our policies so as to ensure that we 

remain as invulnerable to the unexpected as it is possible to be. I 

have accordingly decided to set the PSBR at £7 billion (1.1 per cent of 

GDP), a little below the level envisaged in the 1985 	FS. This will 

require no overall net increase in taxation: indeed it p 

small overall reduction in 1986-87; and offers the 

significant reductions in taxation may be possible in 1987-

later years. 

very 

CIR1d00 38 01 ION 
A1N0 1SI1 noans 
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21 February 1986  

F. 	EMPLOYMENT AND ENTERPRISE 

o)t 

It has been my over-riding objective, in this as in the last two 

61-454.4 

/'medium-term financial strategy, which will iprove the prospect for 
(erk-k2,:jv  

employments. And over the last 	ears our economy has done 
61,,,SfrZ 

much ,ttetter than the rest of Europe in creating jobs. Since 

early 700,000 jobs have been created, much more than in 

the whole o he rest of the Community. I share the OECD's view 

that the Uui ut-perform Europe again in 1986. 

Despite this rapid growth employment has not risen fast enough 

to absorb the rising numbers who want to work. That depends on 

improving business perform 	e and competitiveness, both in terms 

of unit costs and of quail 	high level of unemployment owes 

much to the fact that unit 	osts are still rising faster than 

those of our major competito 	ductivity has been growing 

Budgets, to put forward measures, within the framework of the 

rapidly but not enough to offset the growth of earnings. 

I 

) 	es_ (. 	raomi 	leveitrso 
I 

AA—a Oka,. 

49. 	The Government does not have the power to put that right. But 

I pay tribute to the recognition by the CBI during the past year that 

it is employers' responsibility - and their self-interest - to control 

costs more effectively. 

50. 	There are other promising pointers to the future. 

are encouraging signs of movements towards greater labour 

C131d00 39 01 ION 
I A1N0 ISI11390119 

131133S 1390f19 
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1j 	f 

employers and the self-employed came into effect in 

two-year Youth Training Scheme, which will be starting 

major structural improvement in the hitherto inadequate 

A1NoIsI1u9ans 
13E133S upans  

. The 

is a 
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flexibility. Demarcation and other barriers between different groups 

of workers are being removed. And recent flexibility agreements 

often differ from the productivity deals of the 1970s or earlier in one 

key respect. They involve a general commitment to flexibility in 

whatever form is necessary, and are not limited to removing specific 

named rigidities. Plant level bargaining has in some cases replaced 

national agreements. Of course much greater change is needed if 

unemployment is to be turned round and put on a firmly falling trend. 

Lre 	34.411.4--0 (1"-A-40-e 

51. 	731e second helpful factor is the slow-down in the growth of the 

labo 	.ly. I expect that over the next 3 years the labour force 

will grow bust over 100,000 a year, compared with the record 

increase of600 in 1984. 

17-4. 
a. 	(Ur 

641— t-e_z e 4 	(1574. 
t.. 

IL".  Li e 

52. 	Third, the fall in oil prices and the exchange rate will, as I have 

said, help tradeable goods and services, especially manufacturing, and 

hence the prospects for both jill and part-time jobs. 

53. Apart from maintaini 

acting responsibly itself as 

Government can make here is Ii 

announced in last year's Budget shnw 

sensibly be taken. 

er, the contribution which 

ut the major measures I 

d of action which can 

ent macro-economic policies and 

Le- t 

fry Lt)Yr--63.4)-4" 

eito"Ck—hi wir4Ad 

( 	wt 
: 

...,4. 	ek 

L. 

C13Id00 38 01 ION 

54. 	The bulk of the benefits of these measures is still to come. The 

restructuring of national insurance contribution .4 	mployees, 
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arrangements. Our aim is that employers should invest more of their 

own resources in Youth Training Scheme and indeed in training 

generally, as the new scheme gets into its stride. The Community 

Programme, too, was greatly expanded. There was also a reform of 

employment protection and of Wages Councils, which, at present, 

restrict the terms on which young people can get jobs. These 

announcements brought together measures taken by several of my 

Rt Hon Friends. They demonstrated the importance which this 

Government attaches to doing everything that governments can 

sensibly do to improve the prospect for lasting jobs. 

I shall be announcing a number of further measures: 

which will stimulate the vigour and energy of businesses, and will 

encourage employees to identify more closely with the success of the 

businesses in which they wor 

Employment Measures 

 

Amongst the unemploye'vo groups require special 

consideration: the long-term unempl 	 make up an increasing 

proportion of the total: and the young - ose who have completed or 

are no longer eligible for the Youth Training Scheme. 

In November my 7noble Friend the Secre 	State for 

C13Id00 38 01 ION 

Employment and my Rt Hon Friend the Paymaster G 

two pilot schemes to help the long-term unemployed whi 

effect in January this year. The initial results are enc 

A1N0 1S11 139C1118 
131:103S 1.30C1118 

ounced 
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roup were significant in size but far outweighed by those 

ited from the scheme. 

0 

The 

who have be 

The se ot scheme is a valuable complement to the first. 

DC 
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Under the Counselling Scheme, X thousand or r 	per cent of the 

total long-term unemployed in the pilot scheme areas have so far 

received invitations to an interview and [ ] per cent have attended 

for counselling. Most of those who came have welcomed the 

invitation. They have been offered a variety of opportunities. For 

example 20 per cent have put in for Community Programme places 

and [ ] per cent joined a Job Club. The aim of the scheme has 

been to help those of the unemployed who were genuinely seeking 

work or training. It has also identified people counted as unemployed 

who we either already earning or not genuinely available for work. 

It provides a £20 grant for long-term unemployed people taking a job 

earning less than £80 per week. The aim is to provide an extra 

incentive to those facing a latively small margin between out of 

work benefits and the 	 could take home by taking a job. 

Experience of this pilot too h 	rn encouraging. _ 

This is an imaginative new 	 easures. In view of the 

indications already that it is proving a 	I have agreed with my 

Rt Hon Friends that the schemes should •e extended nationwide [as 

soon as possible] . This will add £110 million to the Department of 

Employment's public expenditure programme for 1986-87. 

60. The Community Programme also benefits 

unemployed. It provides places for 18-24 year olds w 

unemployed for six months or more and other adults unempl 

-term 

een 

NINO 1SI1 13DCI118 I 
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over a year. It is currently providing nearly 200,000 places. I have 

agreed to make funds available to continue the expansion so that 

there will be 250,000 places by the end of this year. [I have also 

agreed that the average wage limit for this scheme, which pays the 

rate for the job, should be raised from £63 to £ [ ] from 

[1 April/June/October] . This should give sponsors of the schemes 

confidence in their ability to fill places. The additional cost will be 

[£ million] in 1986-87 and [£ million] in 1987-88. 

\N" 

Cc1,\/11t 

A-corj  

$331d00 38 briVION 

61. T)ie Community Programme provides many places for young 

peo 	t I have also agreed to provide resources for a new scheme 

to help thos n the 18-20 year old group - an age group which has a 

very high 	oyment rate. This scheme, which will be called the 

New Worker thnie, will provide for a payment of £15 per week to 

employers taking on 18 or 19 year olds at pay of £55 per week or less; 

and a payment of £20 for 20 year olds earning £60 or less. I expect 

] places in a full year The scheme should provide a major 

direct incentive for emp 	create jobs for young people and 

will also give a further b 	o 'ob prospects by exercising a 

downward pressure on wage set 	. It will cost £25 million in 

1986-87 and £50 million in 1987-88. 

Enterprise Measures  

62. The Enterprise Allowance Scheme has been extre ely popular 

o a year 

hows 

A1N0 _LSIl Ig9ans 
1303S 139C1118 

and successful. It makes payments of £40 per week 

to help unemployed people set up businesses. Survey e 

that on average for every 100 businesses helped, 6R extr 

have been created within 15 months of setting-up. I have 
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provide resources for the annual rate of entry to be raised from 

64,000 to 130,000 by January 1987. The cost to the Department of 

Employment Vote will be about £20 million in 1986-87 and 

£90 million in 1987-88. 

63. As its name implies, this scheme is as much designed to 

promote enterprise as it is to create employment. Its success has 

contributed to the strong growth of self-employment - one of the 

very encouraging features of the labour market in recent years. It is 

t one eljSment in the Government's drive to help the formation and 

gro 	mall businesses. 

ON -C161-\M  
64. Anot 	h element is the Loan Guarantee Scheme. New 

lending unde cheme has fallen sharply in the last year, partly 

031d00 38 01 ION 

because of the high level of premium charged. The Scheme is at 

present due to run out at the end of this financial year. We have 

reviewed it and decided to 	aunch it on new terms. It has led the 

banks to pay more attent• 	• 	all businesses and to improve their 

capacity both to appraise p 	s from borrowers and to monitor 

their progress. The scheme w be 	tended for three years. Its 

success will require the banks to 	themselves to selling the 

scheme and to running it in a way th 	the failure rate below 

the level of the past five years. The guar ntee will cover 70 per cent 

of the loan, as now, but the premium rate will be reduced from 5 per 

cent to 3 per cent. The cost to the Department of Employment Vote 

will be negligible in 1986-87 but could be nea 

1987 -88. 

NINO _LS11139C1118 
131:103S i3oang 
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The total cost of all these public expenditure measures will be 

[£200 million] in 1986-87 and [£330 million] in 1987-88. These 

gross costs will be partly offset by social security benefit savings. 

The net public expenditure cost which will be financed from the 

Reserve, will be £105 million in 1986-87 and [£200 million] in 

1987-88. 

There are also two tax measures which form part of this 

enterprise package. 

0 
Capital Transfer Tax. 	Introduced by the Labour 

Gove'mnY 1974, CTT taxes lifetime gifts as well as transfers on 

death. Th• 	)c).- which was designed to pursue the taxpayer from the 

cradle to th 	- has deterred lifetime giving, locking in assets - 

and particularly the ownership of family businesses - and preventing 

them being used to best advantage. The yield on these gifts - only 

£35 million - demonstrates this clearly enough. It is harder to put a 

figure on the damage 	•ctive tax has done to business and 

enterprise. The remedy I% 	is the abolition of the lifetime 

charge on gifts between indivi 	 with Estate Duty there will 

be a tapered charge on gifts ma 	 seven years of death and 

provisions to charge so-called gifts i 	 to which the "donor" 

may continue to enjoy a benefit. The 	line for trusts, which is 

primarily a protection for the death charge, will be kept broadly 

unchanged. 

With this (and the other changes made by 	 ) the 

character of the tax will be far removed from the indisc 	I Je tax 

introduced in 1974. I have accordingly decided to renam 

C13Id00 39 01 ION 
A1N0 1S11 139C1118 
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"Inheritance Tax". Three unwanted taxes have been abolished in the 

last two years. The abolition of the lifetime charge adds a fourth. 

Next the Business Expansion Scheme. Next year this Scheme 

will reach the end of its initial four year life. I have reviewed the 

Scheme with the help of a report from Messrs Peat, Marwick and 

Mitchell. I should like to thank them for their valuable work. Their 

report is being published today, and I will place a copy in the Library 

of the House. 

Business Expansion Scheme has been conspicuously 

success ul i 	aim of attracting new equity capital into unquoted 

companies 	o 	£135m was invested last year - up 35 per cent on 

the year b f 	d we expect further growth this year. Peats 

found that about half this money would not have been raised at all 

but for the Scheme; and that getting for on one half of the 

remainder would not have be raised as equity. In the one hundred 

companies which they sur 	ne, £100m of extra turnover could 

be attributed to the Scheme ; 	one year. 

I therefore propose to ex 	 life of the Scheme 

indefinitely. 

But in some cases the investment has not met the purposes of 

the Scheme. Our objective is to encourage risk investment in both 

manufacturing and in the service industries. But th 	* was not 

intended to encourage investment in companies with th 	iL of a 

substantial proportion of assets safely tied up in land an 

Or in companies whose main purpose is to invest in objects 

A1N0 1S11 13ocine I 
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they help employees to identify more closely with the 

ir employers' business. They give employees a 

1J 

AlN0 isane 
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13i-103s  iRoans  

pictures or fine wines whose value may be expected to rise over the 

years. I propose therefore to introduce changes, which will come into 

force for shares issued after today, to target the Scheme more 

precisely on the kind of businesses for which it was introduced. I 

propose also to take power to make further changes by Order. 

73. 	I come now to the next element in my package of enterprise 

measures, profit sharing. The Government has already done much to 

promote profit sharing through the employee share schemes and 

throu 	suring that employees are offered shares when nationalised 

indu 	w returned to the private sector. The advantage of these 

schemes is t 

profitability 

direct if mode interest in the action that will lead to higher profits. 

74. 	All these schemes continue to enjoy remarkable success. The 

number of option sche 	 to all employees has increased from 

about 30 in 1979 to over 	ow. 

million employees with shares 

In addition large numbers of disc 

been approved under the Financ 

schemes have made a significant contri 

labour market flexibility which I have mentioned. 

75. I am proposing a number of detailed im ov ents to the 

existing tax reliefs to build on this success. 	 e\2 

rests in shares worth over Elbn. 

They have provided over a 

share option schemes have 

84 legislation. These 

to the improvements in 

A1N0 1S11 139C1118 
031d00 38 01 ION 	131:103S139cine  
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profitability of their firms. If the response to such a s 	ere 

favourable I would propose to legislate for a limited life s 

the 1987 Finance Bill.  —1 

A1N0 ISI1 139C1118 
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C76. I am also determined to stimulate new thinking and further 

advance in this whole area. 	I propose therefore to issue a 

consultative document later in the year setting out proposals which 

will build on existing schemes, but go well beyond them. 

77. The object of such proposals would be to extend profit sharing 

and to increase the importance of the profit share in the total 

remuneration of those who took part. As now, it would be entirely a 

matter for employers and employees to reach agreement on pay and 

conditOns. The new element under this proposal would be that tax 

reli 	d be available for employees if the Inland Revenue were 

satisfied th the agreements reached in the normal way fulfilled 

certain c 

78. The principal condition would be that a large majority of 

employees should be covered by an agreement under which a 

significant proportion of tot remuneration would be share income, 

fluctuating with the profi o b mess. The tax relief would apply to 

some fraction of total rem 	on, with a ceiling on the absolute 

amount of income to which ta 	ould apply. The exemption 

would not vary with the actual pr. , i 	of share income to total 

remuneration. 

79. Such a scheme might further increase employees' sense of 

identification with the fortunes of the enterprise for which they 

work; and there might be a useful demonstratio 	iNet\ for wage 

flexibility, as employees' remuneration rose and 	h the 
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80. 	Finally, I have agreed with my Rt hon Friend the Secretary of 

State for Social Services to make further changes in the structure of 

national insurance contributions with effect from October 1986. 

These will enhance the benefits of the major reforms I announced a 

year ago to the lower paid. The contribution rates of 9 million 

employees paying the present rate of 5, 7 and 9 per cent will each be 

reduced by one per cent to 4, 6 and 8 per cent respectively. 

Employers rates will remain unchanged. The cost in 1986-87 will be 

[E150m]. 

C13Id00 38 01 ION 

ca-tP,r 
310.:0-144- t•tihr*T-(\  

Td_dA. 	 akomeom. 

- t 	business taxation.  

82. British industry is already benefiting from the new and 

imprpved system of business taxation introduced in my 1984 Budget. 
y\K.V 

e rate of Cor ation Tax will be 35 per cent - one of 

strial country. I took further steps 

last year, notably to impro 	tr atment of short life machinery 

allowances for scientific 

wo remaining areas will 

the lowest rates in any m 

and plant and to continue 10 

research. 	My proposals this y 

complete these reforms. 

83. First I propose to introduce balancing adjustments on the 

disposal or destruction of an agricultural building, but only where the 

taxpayer chooses. This will ensure a full measure 	dvreciation 

for short life agricultural buildings, without introdu 

complexity for farmers. 

AiNOIsn 13Dans 
131:103S i3ocine 
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84. Second, the present code of allowances for certain mining and 

oil production expenditure is badly in need of bringing up to date. My 

proposals will do that. Taken overall, they will provide a net benefit 

for the industries concerned. I am also taking the opportunity to 

extend the code to cover sources of geothermal energy. The reforms 

will be broadly on the lines of the proposals published in a 

consultative document last July. Apart from that, I have only minor 

technical changes in the taxation of North Sea oil to propose this 

year to remove certain anomalies. 

continuing to keep the economies of incremental 

inves 	der review and shall not hesitate to introduce at the 

earliest o 	1;1aity any changes which should prove necessary to the 

fiscal regim 

I propose, too, to restructure the car and car fuel benefit 

scales, in response to representations from the motor industry. The 

present engine-size bre 	are different from those in the new 

EC directive on exhaust 	 Keeping separate breakpoints 

would hamper the competiti 	 our industry. I therefore 

propose, from April 1987, to bri 	reakpoints into line with 

those for the EC directive. 	I p 	 increase [both] the 

restructured scales by 10 per cent. 

Savings and Investment  

87. In my 1984 Budget I introduced a number o 

taxation of savings and investment to improve the d 

quality of both. I am making today proposals to carry for 

reform a stage further. 

NINO1S11 139CI119 
0]1d00 39 01 ION 	13803S .13Dans I 
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87a Financial markets in Britain have always been ready to meet 

,‘.„,„Bet 	new challenges: to adapt and change in order to succeed. This is why 

••••p evv 

(P1I-Nrer7A—A-Pfinance. The changes I am proposing are designed to build on the 

City's strengths. 

I. 	 iticArt, 	e4)....‘iiit.refu..AL.j^ 	 t}a-eit. 

88. 	First, stamp duty. The cost of buying shares in London is higher 

than in many other markets around the world. These costs must be 

reduced if the United Kingdom is to win a major share of the global 

equityCmarket. The changes the Stock Exchange is making - which 

U 

the City of London has remained pre-eminent in international 

hay e known as Big Bang - and those that will follow from the 

Financial Se ices Bill, will help to bring costs down. But they will 

not achie 	hP ull effect, and London will not be fully competitive 

with stamp 	he existing rate. 

89. 	But there is, in my judgement, no case for reducing the overall 

amount of tax paid on finan • 1 transactions. I propose therefore to 

reduce stamp duty on sh 	 1 per cent to ti per cent] in the 

autumn to coincide with Bi 	and to finance the costs of this 

reduction by widening the scop 	duty: first by withdrawing a 

number of specific exemptions th 	been introduced over the 

years, and second by taxing certa: 	deals which currently 

escape stamp duty. 

90. The cut in duty in the new stock market conditions will 

significantly strengthen the liquidity of the marke 

healthy growth in the volume of market transactions. 

significantly reduce the cost of the cut in the rate. 

A1N0 _LSIl 139C1118 
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funding basis. There will be clear rules on eliminating s 
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Some of these changes will take effect immediately; others 

will come in in the autumn. 

I turn now to the question of pensions. The Social Security Bill - 

currently before Parliament - proposes important and far-reaching 

changes in this field. I intend to bring forward legislation next year 

on the consequential tax provisions. 

(3--4 VO—C 	 /}v• tiseva 

L fes_le 

Meanwhile, I am aware of the concern which has been expressed 

about tl* surpluses which have built up in many pension schemes. On 

the • d, the continued existence of these surpluses have been 

criticised in me instances as a misuse of the very generous tax 

treatment 	ions. On the other, there is genuine worry about 

the uncertain 	g many schemes as to how best they can reduce 

their surpluses to an acceptable level within the present tax rules. 

I see some force in bc,, these criticisms - although I believe 

that the overall surpluses, 	 ted on a proper and prudent basis, 

would be much less than the 	 which I have seen mentioned. 

In order to meet these legi 	 xieties, I propose the 

following new arrangements. 

96. 	Objective guidelines will be published for determining for tax 

purposes the amount of any surplus in a fund. These guidelines will 

set a new standard for the calculation of surplu e, o a secure 
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Funds will be free to choose how they will reduce excessive 

surpluses. Some will choose a contribution holiday, to the benefit of 

present employees. Others will choose to improve existing or future 

pensions to the benefit of present or future pensioners. Others will 

choose to make a refund to the employer. 

40411) 	 (14--%  

In order to ensure that the tax reliefs previously given are 

recovered, there will be a free-standing charge, at the rate of 45 per 

cent, on the employer in respect of any surplus which is refunded to 

him. T,c is charge will take effect from [midnight tonight] . 

s i 	e that these changes will result in additional tax of 

about [E25 
	

120986-87, with larger amounts in subsequent years as 

the new mea 	e effect. 

I turn now to the tax treatment of savings. There has been 

considerable concern - whichJ share - about the fiscal distortions in 

types of savings and investment at 

the expense of others. 

een to discourage direct 

investment in equities, while enc 	 investment through 

institutions. 	As a result, the propo •n of shares in British 

companies which is owned by individuals has reduced substantially 

ovcr the years. I do not regard that as a healthy trend. 

102. The changes made in my 1984 tax reform pack.. - 	-avings 

did much to redress this imbalance. Other measure 	have 

introduced since 1979 mean that many more people now ow 

for the first time. But more can be done. 

A1N0 ISI1 139ana 
131:103S139ans 

C.S%.L. LIAA-414 

Cg,v) 

LIANA V 
, 

1"-•; 	" 

	c, 

S?S‘st 

6-1-4-1-6-41/•-44 ( 
/If  

our tax system which fav 

One effect of those distorti 
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103. I have therefore considered the case for a specific tax relief for 

investment in equities. 

on the lines of the Frenc 	Monory'. I see that a relief on thee 

lines could appear a,tiractive. But it has its drawbacks, By 

front-loading the rief, it becomes extremely expensive. Almost by 

definition, it locks people into ;their investments „for a significant 

stretch 5> years. But, unless it is to be an explicit subsidy, it requires 

be imposed when the proce as of the investment are 

withdrOvn. This is always unpop ar, and it requires complex rules 

for 	ment. 

I kn w that there is some support for a relief 

alternative approa 	under which investment is 

income, but the proceeds of the investment 

	 E'r• income as well a-s—afiffal---grains - are free of tax. I propose, 

therefore, to introduce a new tax relief for direct investment 

equities, with effect from ylryanuary 1987, under which individuals 

will be able to subscribe 	 00 a year in shares. Provided the 

shares are retained for a spe 	nimum period which may be as 

little as 12 months, no tax will tie.   If the income and gains 

are reinvested, the investment wil 	e to accumulate free of 

tax. 

105. Investment will be in yearly plans, a little like National Savings 

schemes, and will be managed through authorised deale s in shares. 

But the important point is that investors will choos 	res they 

wish to buy; will retain the ownership of, and voting r 	their 

03Id00 38 01 ION 
A-MO _LS111390(1E1 
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selected shares, and will be free to switch their investments if they 

wish. 

106. This Equity Savings Scheme is an exciting new prospect. It will 

attract many new investors to take a personal stake in British 

industry. It will encourage and reward share ownership. And it will 

allow the ordinary saver to share in the big changes which are taking 

place in the City, and on preferential terms. 

107. 411 this adds up to a substantial package of measures to reform 

the 	n of savings and investment, which I am sure the whole 

House will 	lcome. 

  

NIINO isn _opana 
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21 February 1986  

G. 	PERSONAL TAX: TAXES ON INCOME 

I turn now to the taxation of personal income and spending. 

(041,  

I am publishing today a Green Paper on the reform of personal 

taxation. 

 

1979 we have reformed many aspects of the tax system 

with the aim 

that is m 

and employm 

tax system which 

rable to enterprise and the prospects for growth 

ut we have not yet tackled the personal income 

remains essentially as it emerged after the War 

creating a simpler and fairer tax structure and one 

forty years ago. The Green Paper I am publishing today considers a 

number of possible dev 	s to the personal tax system which 

would be opened up by the 	 isation of PAYE. 

S rise to 

and 

111. In recent years there has be 

existing structure of personal inco 

Green Paper on The Taxation of Husban 

mg dissatisfaction with the 

The responses to the 

ife, published in 1980, 

showed that there are some features of the system which are almost 

universally seen as unfair and indefensible. In particular, the fact 

that a wife's income is deemed to be that of her husb d's for tax 

purposes is widely resented by married women. This 

a number of tax penalties which discriminate against 

the family. In addition, the structure of the present sys 

that tax allowances are high when both partners in a marriag 

031d00 29 01 /ON 
KINO-1919-±Tatafle 
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paid employment but low when there is only one earner even though 

that is generally when the family responsibilities are greatest. 

Raising tax thresholds is expensive so it is vital that the structure of 

the system should enable future increases to be targeted in the most 

cost-effective way. 

112. Against that background the Green Paper describes a new 

system of transferable allowances under which everyone would have a 

tax allowance in their own right. Where one partner in a marriage 

had lite or no income of their own, and so could not make full use of 

thei 	nce, they could, if they wished, transfer the unused 

balance to th r spouse. Such a system would be better attuned to 

the life c c e 	amilies. There would no longer be discrimination 

against marri 	uples where, for whatever reason, the wife is not 

in paid employment. Transferable allowances would ensure that a 

couple's total allowances would remain the same and not fall when 

one partner leaves paid 

113. By raising the tax thres 

not earning at all or earns very 

enable future increases in threshold 

couples where the wife is either 

ansferable allowances would 

irected more effectively 

at those families who are must af by the poverty and 

unemployment traps. A move to transferable allowances would 

complement the proposals which we announced in the White Paper on 

the Reform of Social Security and which are curren 	before the 

House in the Social Security Rill. 

114. The Green Paper also describes other changes to the 	em 
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and which would be designed, in particular, to ensure privacy and 

independence for married women in tax matters and to end the tax 

penalties on marriage. These include the independent taxation of 

investment as well as earned income. 

115. The Green Paper considers how a system of transferable 

allowances could be introduced if it were decided to do so. The aim 

would be to ensure that no-one would suffer a reduction in their total 

tax allowances during the change. For most people allowances would 

rise Wcash terms. This means that in practice the change would be 

lik 	e made in stages over a period of years. The speed at 

which a ch e might be introduced would of course depend on the 

circumst 	the time. But it is the Government's firm intention 

to reduce t 	 of taxation as and when resources permit and a 

move to a system of transferable allowances would fit in with that 

process. 

The Green Paper 	 siders how the tax system might 

develop in the longer term 	p rticular the relationship between 

the tax and social security sy 	 also looks at the scope for 

integrating income tax and Nation 	nce Contributions and the 

implications of moving to a non 	ive system of PAYE, 

combined possibly with self-assessment. 

The Government will consider the responses to the Green Paper 

very carefully before deciding how to proceed. 	 rticularly 

anxious that there should be the widest possible re 	om the 

general public most of whom would, in one way or 	, be 

affected by any changes. 

Krnro-Ist-t _op arra 
031d03 38 01 ION 	_l_klORS 139a ns 
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I turn now to my main income tax proposals. )The Government's 

policy is, as it has been since 1979, that tax reductions should be 

made both by increases in allowances and by reductions in rates. If, 

therefore, with the introduction of transferable allowances, 

substantial increases in allowances were to be possible in the early 

1990s, the case for a cut before then, if resources allow, in the basic 

rate of income tax becomes all the stronger. 

That case is, in any event, a strong one. The government has 

alread& done much to improve incentives by reducing the burden of 

tax 	or those at the very top of the income scale, and for those 

right at the ttom. A cut in the basic rate would improve incentives 

for 14 ml 
	

ayers, 95 per cent of the total; it would help those 

AiN0 ISI1 _mans 
13803S _ooans 

in the middl 	income scale, like the unmarried nurse on £140 a 

week, by more than an increase in the allowances costing the same 

amount; and it would reduce the marginal rate of tax not only for all 

these people but also fo the vast majority of unincorporated 

businesses and for the se e 	ed. 

120. But this year, with the 	financial background I have 

described, I fear that I have not n 	choose between different 

ways of carrying out a reduction in in 	. I have decided in Otis 

Budget to make no changes in income ax at all other than those 

which are necessary to meet the requirements of statutory 

indexation. 

121. Under the statutory indexation formula the mai 

1986-87 would rise in line with the increase in the RPI o 

to December 1985 which was 5.7 per cent. Accordingly, I p 

A1N0 IS11139ans 
031d00 38 01 ION 	131:103S 139C1118 
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129. So far oil companies have yet to pass on to the 

full benefit of lower oil prices; indeed they appear to have 

A1N0 _LS1113ocine 
13k:103S139cine 

er the 
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do 
1-11'.  

H. 	PERSONAL TAXATION: TAXES ON SPENDING 

126. Against the economic background I have described - with falling 

oil prices and a lower exchange rate - I have framed my proposals for 

taxes on spending with particular regard to the inflation prospect. It 

would be wrong to jeopardise the very good prospect for prices by 

makin, a real increase in indirect taxation this year. Accordingly, 

21 February 1986 

tj 
als for the spending taxes are designed to minimise the 

impac of t 	Budget on prices. 

127. But, w at overall objective I judge that there are two 

6t)te, 

i';4- ,CA oh-16 — 

areas of indirect taxation which merit special treatment. Recent 

developments in the oil market have substantially reduced revenues 

from this source. At the sa e time they have reduced the price of 

road fuels to the consum 	sider it right therefore to alter the 

balance of taxation on the 	 Firstly, Vehicle Excise Duty on 

cars will remain unchanged at 

will not be increased. 

128. On the other hand, to compensate •r the loss of revenue from 

VED, I am proposing to increase excise duties on petrol and dery by 

about half as much again as is required simply to keep pace with 

in flation. 
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their margins by [10-12] pence a gallon. There is, therefore, more 

than enough room for them to absorb some or all of the duty 

increases I am proposing. If the increase in duties were passed on to 

the consumer - as I hope they will not be - prices (including VAT) 

would rise by about [8 pence per gallon] for petrol and a little under 

[7 pence for derv], leaving them still about 7 pence lower than after 

last year's Budget. The duty changes will take effect from 6 o'clock 

this evening. 

I 1\.%. ,-4—t„._ 

t--3.12„A 're4 
	7 

C.* 12G-ts,.4.-,tio 

cf  

;4‘. 	 d'ASIA•13 p 
a 
Kfoi 	• 

130. k)propose, too, to alter the balance between the remaining 

duti -: • t.bacco and alcohol. My intention is to maintain an overall 

level o 	e and an overall effect on the RPI broadly equivalent 

to that w]ixQaild result from straight revalorisation of all duties. 

I have been 	impressed by the arguments of those who have 

pressed for real increases in tobacco duties on health grounds. And 

so I have decided to increase duty on cigarettes and hand rolling 

tobacco by the equivalent of ncluding VAT) 11 pence on a packet of 

20 cigarettes. This extr 	 that the tobacco duties will yield 

makes it unnecessary for 	raise the duties on any alcoholic 

drinks. 

131. I propose no change in the s rate of VAT and, in 

fer--creA-Ho frz 

bkat-el--P (IN-L1-1e= 

? 

accordance with the assurance which I ye the House last year, I 

propose no major change in the VAT base. 

132. Taken together, thc cxtra revenue from thefiaies will be 

£785 million and the RN effect will be around half o 	 cent. 

Since these effects are broadly in line with those 	ight 

&)*-1\-° 	revalorisation they have already been taken into accoun 

forecast which I gave the House earlier of inflation by the end 

year. A1N0 isn _ooana 
C13Id00 39 01 ION 131:103S139ana 
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raise the single person's allowance by £130 to £2,335 and the married 

man's allowance by £200 to £3,655. The single age allowance will rise 

by £160 to £2,850 and the married age allowance will go up by £250 

to £4,505. 

Statutory indexation will also apply to the higher rate 

thresholds and bands. The first higher rate of 40 per cent will be 

reached at taxable income of £17,200 and the top rate of 60 per cent 

will apply to taxable incomes over £42,700. 

0 

 Cp increases mean income tax cuts for most single people of 

0 
at lea 	5p r week and for most married couples of at least £1.15. 

Some [56iYri4peopie on low incomes - [70,000] of them widows - 

who would h 	tax if thresholds had not been increased will pay 

no tax at all in 1986-87. 

The changes I have an unced will take effect under PAYE on 

the first pay day after [ M.y 	They will mean a total reduction in 

taxation of [£1,135 million 	6-87 and [ 	million] in 1987-88 

[compared with existing levels 	ances] . [Nil cost compared 

with indexed base.] 

Increasing thresholds in line with atutory indexation means 

that the basic allowances will remain some 20 per cent higher in real 

terms than they were in 1978-79. 

  

A1N0 _LSI1139C1118 
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I. CHARITIES 

(P.-)  

t-r" 

133: I have one last proposal to make. The Government has been 

137. Third, I intend to introduce a scheme for tax for relief 

donations made by individuals through deduction 

much pressed to help charities, notwithstanding the substantial 

improvements we have made since 1979 to the existing reliefs, which 

are already very generous. 

134.3 however, anxious to go further than we have so far gone. 

I am propos , therefore, three major income tax and corporation 

tax chan 

businesses; 

charities. 

ncourage further giving by both individuals and 

series of reliefs from Value-Added Tax for 

First, there will be an 

in respect of single donat 

to the equivalent of 2 per ce 

Second, the present limit 	 on higher rate relief 

pconvenanted contributions by individ 	; be removed, and the 

apportionment of close company charitab e covenants abolished. 

and salaries. Relief will 

eir wages 

be available on donations o 	£100 a 

year, and the scheme will be open to all employers on 	ary 

basis. I envisage that the relief will run from April 1987. 

ATINO IS11 upans 
131:133S _opans 

LA 

l
eil,L,-4twtosT61 

e 	-t 	6_ tov-47..  

kA  "."1  

4,14 1,--.044, 	
ir4-11.^-4 

LS 
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21 February 1986  

tirely new relief for certain companies 

harities. Relief will be allowed up 

mpany's dividends in the year. 

C131d03 38 01 ION 
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will be early consultations with employers' representatives and 

charity agencies about the practical arrangements required. 

138. Alongside these measures, I propose to take further action 

which will help the majority of charities and those who generously 

support them. And I intend to curb the growing abuse whereby a 

minority of unscrupulous people manipulate the charity reliefs to 

avoid tax and enrich themselves. 

139. laiese abuses threaten to undermine the position of genuine 

cha My objective is to direct tax reliefs and exemptions in 

future towa 	money which is actually spent on genuine charitable 

purposes. 

140. I have also decided to relieve charities from VAT on 

fund-raising or educational advertisements, and to relieve them, too, 

from VAT on medicinal pructs where they are engaged in the ., 

treatment or care of peop o a 	als or in medical research. 

141. I also propose to relie 

importance to the handicapped an 

The supply of vertical lifts and distres 

in items of equipment of 

arities caring for them. 

ystems in the home of 

a handicapped person, or to a charity caring for the handicapped, will 

be zero rated; as will the supply of welfare vehicles to a charity 

caring for the blind, deaf or mentally handicapped. The existing 

relief for equipment used to make recordings 	ch 	talking 

newspapers for the blind is presently restricted 	 ialist 

equipment; I propose to lift this restriction and addition 	ero 

rate the supply of cassette records to a charity for free loa 

NINO isn _opans 
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blind. Finally, I propose to add refrigeration and video equipment to 

the list of relevant goods that may be zero rated when supplied to a 

charity or other eligible body when purchased with donated funds. 

142. The total cost of all these new reliefs will depend on the public 

response to the more generous incentives I am proposing. But I 

estimate the likely cost in total at about [E60m] in 1987-88. This 

will be partly offset by the yield from the measures I am proposing 

against abuse. 

0 

014  
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FROM: M C SCHOLAR 
DATE: 28 February 1986 

CC: 

BUDGET STATEMENT: SECOND DRAFT 

I attach a further draft of the Budget<  

Principal Private 
Secretary 

Chief Secretary (2) 
Financial Secretary (2) 
Economic Secretary (2) 
Minister of State (2) 
Sir P Middleton 
Sir Terence Burns 
Mr F E R Butler 
Sir Geoffrey Littler 
Mr Cassell 
Mr Monck 
Mr A Wilson 
Mr H P Evans 
Mr Monger 
Mr Odling-Smee 
Mr Culpin 
Miss O'Mara 
Mr Pratt 
Mr Cropper 
Mr H J Davies 
Mr Lord 

Sir Lawrence Airey-IR 
Mr Battishill-IR 
Mr Isaac-IR 

Sir Angus Fraser-C&E 
Mr Knox-C&E 

The structure follows the slight/y revised order you 

suggested last weekend (Mrs Lomax's minute to me of 24 February). 

The present draft itself is the work of Sir Terence Burns 

(Sections B-F), 	Mr Cropper 	(Section K), 	Mr Dave 	(Sections 

G and H) and myself (Sections A, I and J). I am 	esponsible 

for the overall editing. 

I have tried to take in the comments sent to 

addressees this week; but one or two may have fall 

the net and will need to be taken in for the next draft. 

BLO enclosure 	pages M C SCHOLAR 
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perhaps worth considering whether a distributional analysis 

g both direct and indirect tax changes should be published 

on<0‘ t Day. This has not been done before, although a draft 

pre 4e%ease was prepared in 1984, and dropped only because 

of th last minute changes in that Budget. 

2. The arguments for volunteering such information are that 

an analysis a 

that we wou 

providing new 

is reasonably 

g these lines is usually provided by the IFS; 

some credit with TCSC and perhaps others for 

mation; and that the general picture shown 

3. The arguments 

changes in indirect 

in the form of exten 

st are that there are no fundamental 

such as were being considered in 1984, 

to the VAT base); that there is no 

great pressure for the change; and that the figures show that 

the indirect tax changes taken by themselves are regressive, 

mainly because of the over-indexation of tobacco. 

4. The analyses in this sub 

the dynamic tables which are 

are rather different from 

y published on Budget Day 

and will show changes in net inrne after tax and NIC between 

1985-6 and 1986-7 assuming a give 
	entage increase in gross 

earnings. If you were interested 	he idea of publishing 

information about direct and indirect Ax changes we should need 

to consider further how it could best be presented. 

et,ti 

gepe0-0,-A,,)  

L. 	Lcl  

Ck.  

t-l'f'•*1) 	f •ct--  "z1z, (1","• 
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G:›_b 
cc: Chief Secretary 

Financial Secretary 
Economic Secretary 
Minister of State 
Sir P Middleton 
Sir T Burns 
Mr F E R Butler 
Sir G Littler 
Mr Cassell 
Mr Monck 
Mr A Wilson 
Mr Scholar 
Mr Evans 
Mr Monger 
Mr Odling-Smee 
Mr Pratt 
Mr Cropper 
Mr Lord 
Mr H Davies 

Sir L Airey - IR 
Mr Isaac - IR 
Mr Battishill - IR 

Sir Angus Fraser - C&E 
Mr Knox - C&E 

CHANGES IN PERSONAL TAX - DISTRIBUTION1S ECTS 

The Chancellor has asked for the analysis 	my note of 20 February 

to be extended to cover families at 1/2  an.otwice average earnings. 

(Mrs Lomax's minute of 24 February to Mr .  Monger.) 	These are in 

Tables 1, 2 and 3. (The figures take account of the latest decisions 

on indirect tax and provisionally assume indexation of income tax 

allowances and bands, and a 1% reduction in employe ,('C at earnings 

below £140/wk.) 

2. 	For a number of reasons we are not confident 	indirect 

tax figures at 1/2  and twice average earnings and would 	not to 

go public on them. (We have always refused to publish figur 	tside 

the 3/4-11/2  range.) 
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Indirect tax payments especially vary greatly among families 

given type and at a given income level. This variation 

captured in a 'specimen family' analysis. We have, 

th 	 included some additional analysis (Table 4) showing 

the 	bution of overall net increases and decreases in 

tax ai2IIC payments relative to indexation. Unlike the 

hypothetical 'specimen family' figures, these relate to the 

actual families covered by the 1983 Family Expenditure Survey. 

The figures are grossed up to population levels, but the sample 

is a relatively 	11 one and the numbers are not precise. 

NOT TO BE COPIED 

4. The main poi 

for all gro 	he average net effect is little 

different fro 	dexation. 	For 70 per cent 

of families 	e 	'fference is within 50p a 

week (either way 

about 45 per cen of families pay more than 

under indexation. 	But only 11/2  per cent pay 

over El a week more; 

about 10 per cent of fami es gain El a week 

or more compared with 

to lower NIC payments); 

tion (mostly due 

5. Average earnings  - The Chancello 	o asked about the 

definition of average earnings. 	In 
	tables this refers 

to full time 

by absence). 

adult males (all occupation, earnings unaffected 

This is the standard general purpose definition 

we and Revenue use for PQs, general briefing etc. 

6. Most of our questions about representative 

married couples and couples with children. This p 

an earnings figure for adults, and for most purpos 

males rather than all adults. 

es include 

taking 

adult 
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igure and somc subl-roup 	auch as manual w rkers. In general 

re is no particular reason for excluding non-manuals (45-50% 

dult male employees) though of course we would use figures 

nual workers if specifically asked. The all occupations 

are more convenient to use - in particular we have 

con 	d a reasonably consistent time series going back 

to 1 	 We do not have a comparable series for manual 

workers. 

All this assumes that only one definition is needed for 

any one question 	It would, for instance, be possible to have 

a separate av 	for single people (who have lower average 

earnings becaus 	are younger workers). But this gets 

complicated. 	Wh 	use of an adult male average is clearly 

inappropriate eg f 	pensioners in our tables, we do of 

course use a more 	 figure eg the average income for 

single pensioners and p 	er couples (see notes to tables). 

Some distributional an"alysis can of course be done in Lerms 

of income ranges without relating these to averages of any 

kind (as in Table 4). But for published work we are not going 

to be able to drop the analysis in te ms of averages altogether. 

The Chancellor also mention 	in. this connection the 

correspondence initiated by Mr Lord kt November and suggesting 

an 'all adults' average for general 	This was, however,.1.a 

mainly concerned with the possible p 	ational advantages 

from the pay point of view of using a ower earnings figure 

and one which had increased less in 1984 and 1985 (though not 

in some earlier years) than the adult male figure. The arguments 

in paragraphs 5-9 above are of course specific to our 

distributional concerns and do not necessarily c 

the wider field. 

G P SMITH 
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0.75 
1.07 

+0.46 
-1.36 

+ .6 
1 

-1.15 
-1.07 
+0.70 
1.52 

1734/2 JAF 
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CHANGES IN TAX AND NIC PAYMENTS FROM UNINDEXED BASE 

NOT TO BE COPIED 

Eh& 

Multiples of full time male average earnings  

1 

(106.90) 	(160.35) 	(213.80) 

Single 

Income tax 
NIC 
Indirect taxes 
TOTAL 

Married Couple (one earner) 

Income tax 
NIC 
Indirect taxes 
TOTAL 

Married Couple + 2 Ch 

Income tax 
NIC 
Indirect taxes 
TOTAL 

-0.75 -0.75 
0 0 

+0.52 +0.59 
-0.23 -0.16 

-1.15 -1.15 
0 0 

+0.77 +0.86 
-0.38 -0.29 

-1.15 -1.15 
0 0 

+0.76 +0.83 
-0.39 -0.32 

2 
(320.70) (427.60) 

-0.75 -3.72 
+1.80 +1.80 
+0.73 +0.87 
+1.78 -1.05 

-1.15 -3.46 
+1.80 +1.80 
+1.05 +1.25 
+1.70 -0.41 

-1.15 -3.46 
+1.80 +1.80 
+0.96 +1.10 
+1.61 -0.56 

<a)  

Single Pensioner <><e>  
Income tax 2 

Indirect taxes 19 

TOTAL (5.0.73 

Pensioner Couple 

Income tax -1.44 

Indirect taxes +0.55 

TOTAL -0.89 

NOTE: Indirect tax payments show first round effects on households with average spe 
do not allow for changes in spending pattern as a result of price changes. 
on the 1983 Family Expenditure Survey. 	Pensioners are assumed to have average inc 

households. (£65/wk and £130/wk respectively.) 

terns. They 
are based 
pensioner 
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PAYMENTS FROM INDEXED BASE GES IN TAX AND 

20.2. 

Single 

Income tax 

NIC 
Indirect taxes 

TOTAL 

1734/3 JAF 

£/pw 

Multiples of full time male average earnings  

h 	 3/4 	 1 

(106.90) 	(160.35) 	(213.80) 

0 0 0 

-1.07 0 0 

+0.06 +0.02 -0.03 

-1.01 +0.02 -0.03 

Married Couple (one earner) 

0 	 0 

0 	 0 

+0.15 	 +0.11 

+0.15 	 +0.11 

Married Couple + 2 Ch 

Income tax 0 0 0 

NIC -1.07 0 0 

Indirect taxes +0.14 +0.13 +0.12 

TOTAL -0.93 +0.13 +0.12 

2 

(320.70) (427.60) 

0 0 

+0.12 +0.12 

-0.12 -0.22 

0 -0.10 

0 0 

+0.12 +0.12 

+0.02 -0.07 

+0.14 +0.05 

0 0 

+0.12 +0.12 

+0.10 +0.08 

+0.22 +0.20 

Income tax 

NIC 

Indirect taxes 

TOTAL 

Single Pensioner 

Income tax 

Indirect taxes 

TOTAL 

Pensioner Couple 

Income tax 

Indirect taxes 

TOTAL 

NOTE: Indirect tax payments show first round effects on household with average s 

do not allow for changes in spending patterns as a result of price changes. 

on the 1983 Family Expenditure Survey. Pensioners are assumed to have average i 

households. (£65/wk and £130/wk respectively.) 

0 

+0.03 

+0.03 

tterns. They 

tes are based 

pensioner 
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+0.55 

	

+0.56 	+0 

0 	.86 

0  +1.05 
+1.25 +O. 

	

+0.34 	0.55 

+0.31 +0.19 

+0.31 +0.15 

+0.32 +0.11 

+0.34 +0.02 

+0.35 -0.07 

+0.19 +0.03 

	

+0.14 	+0.56 	+0.70 

	

+0.22 	+0.54 	+0.76 

	

+0.31 	+0.51 	+0.83 

	

+0.50 	+0.46 	+0.96 

	

+0.69 	+0.41 	+1.10 

	

+0.04 	+0.31 	+0.14 

	

+0.06 	+0.30 	+0.13 

	

+0.09 	+0.29 	+0.12 

	

+0.14 	+0.26 	+0.10 

	

+0.20 	+0.23 	+0.08 

1 

1734/5 JAF 

C) 
TAUE 3: CHANGE IN PAYMENTS OF INDIRECT TAXES 

200.86 	
£/wk OL 

C.) 	 Married No 	 Marrie 

CO 	
Single 	 Children 	 C L1.1 

C) Petrol 	 Petrol 	 Pet 

F-
F- Dery Tobacco Total 

& 
Dery Tobacco Total 
& 	

4;r0 

'1-Tilobacco Total 

C) 
MliEtiples of ay. earnings  

Cash 

N
O

T
 T

O
 B

E
 C

O
P

  

+0.13 

+0.21 

+0.29 

+0.45 

+0.63 

+0.11 	+0.35 	+0.46 

+0.19 	+0.33 	+0.52 

+0.28 	+0.31 	+0.59 

+0.46 	+0.27 	+0.73 

+0.64 	+0.23 	+0.87 

	

ner 	+0.06 	+0.13 	+0.19 

ve to revalorisation 

+0.03 	+0.20 	+0.06 

+0.06 	+0.19 

+0.08 	+0.17 

	

+0.13 	+0.15 	2 

	

+0.18 	+0.13 	-0.22 

	

Pensioner 	 +0.07 	+0.04 

+0.04 

+0.06 

+0.08 

+0.13 

+0.18 

+0.06 
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3770 

1160 

2200 

260 

60 * 

170 2C * * 

1790 300 40 20 

2120 

980 

10900 

-0.34 

0.27 

0.11 

0.03 

+0.02 

+0.01 

-0.20 

560/13 

(Reduced tax/NIC pa)nents) (Increased tax/NIC pa)ments) 

U.I 

0 

Average  co  
increase/decrease 

(£ per week)0 

LLI 
03 

0 
I-6 per week  

NorCensioners  

Sine 

rri ed n) children 

Itriet4 th children 
LLI 

LorGrpCop its 

LLI 1) 

Pergl onrs(  
—I  

elL.rj  

MalMeE 

TOM co 

1 
Numbers rounded to nearest 10,000; 	indicates 1 

TA E# 4: DISTRIBUTION OF GAINS AND LOSSES RELATIVE TO INDEXATION BY FAMILY TYPE 

0 	 (thousands of tax-units)1  

than 10,000 

Over 2 	1.5 to 2 1 to 1.5 0.5 to 1 0 to 0.5 	 0 to 0.5 0.5 to 1 1 to 1.5 1.5 to 

	

50 	250 	1620 	2020 	3620 

	

140 	200 	510 	580 	1460 

	

80 	140 	520 	700 	2320 

	

70 	110 	310 

	

* 	* 	30 

	

* 	20 	30 	130 

	

270 	610 	2760 
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