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AUTUMN STATEMENT DEBATE

The Chief Secretary will wind up the Autumn Statement debate

on 6 December.

2 He intends to devote his comments largely to public
expenditure. He does not require a speech for this purpose,
but he would like a series of short speaking notes dealing
with main themes which he can build his remarks around. The

themes he would like to focus on are:

i The importance of controlling public expenditure
for achieving the government's overall economic

policies;

il the process by which expenditure decision are reached
(perhaps drawing on paragraphs 24-29 of the Chief
Secretary's speech on 26 November to the

International Herald Tribune);

iii the credibility of the 1985-86 totals the 1light

of the forecast overshoot in 1984-85;



iv

vi

criticism that the government has only reached
its expenditure target by "finding" up to £2 billion,
from asset sales (£0.5 billion), council house
sales (£0.4 billion), cutting the Reserve (£0.75
billion) and addingbrthe NIS adjustment (£0.3
billion). You mentioned that the TCSC had commented
particularly on the 1level of asset sales and a
background note setting out the figures and

the main arguments would be helpful;

the suggestion that the fiscal adjustment, as in
some past years, may turn out to be greater than

is now being estimated;

the positive side of public expenditure - that
increased efficiency and reduced administrative
costs allow more services to be provided by a given

amount of expenditure.

3 The Chief Secretary would in addition be grateful for

short background notes on a number of topics. I have indicated

where I know material already exists and unless therc are

new points to add I will wuse that briefing:

i

i3

iii

iv

vi

the aid programme;

student grants (Mr Faulkner's minute of 28 November);

the cost of the miners' stike (Mr Williams' minute

of 27 November);

regional industrial assistance (the notes attached

to Mr Lamont's letter of 28 November);

efficiency in the NHS;

facts on the uprating of social security benefits;



vii

the balance of capital versus current expenditure
(the attached material prepared for the Chief

Secretary's speech on 21 November, );

viii debt interest.

4 I should be grateful if speaking notes could reach this

office on Monday, 3 December and background notes by Tuesday,

4 December.

il

R J BROADBENT

Private Secretary
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EXTRACTS FROM A SPEECH BY

THE RT HON PETER REES QOC., MP.,

AT THE NINTH MEETING OF THE NATIONAL UNION INDUSTRY AND TRADE FORUM:
WEDNESDAY 21 NOVEMBER 1984

PUBLIC INVESTMENT: THE FACTS

"The Subject of public investment seems to come for many people
under the heading "This is a Good Thing". Images are conjured

up of the fabric of the nation rotting away".

"The Government is indeed determined to control public spending.
That is my job. The Autumn Statement, published last week,
showed that for the third year running the public expenditure

total has been held to the level set in earlier plans."

"Within this total, there is no "right" level of public capital
spending. Just as in the private sector, each capital proposal

must be justified on its merits - its rate of return".

"What does this approach mean in practice? The facts are
these. Aggregate capital spending by the public sector has
been maintained broadly in real terms at the level of 1978-
79-. In 1984-85 it is planned to be £24 billion - about one-
fifth of the expenditure total:

"This is not the whole story. The Government believes in
reducing the role of the public sector. Through privatisation,
for example, it has taken major steps in this direction. The
position in the whole economy, public and private, is

important."”

"For the economy as a whole, these are the facts.Fixed
investment in 1984 and in 1985 is expected to reach post-

war record levels."

"Construction output is estimated to have risen 5% per cent
in the first six months of this year compared to the same
period a year earlier."



"Investment in private dwellings in the first half of this
year was running at a record level, more than 8 per cent up
on the first half of 1983."

"Manufacturing investment is estimated to have been up nearly
15 per cent in the first 9 months of 1984 compared with the

same period a year ago."

"Investment in construction and services was up 12% per cent

over the same period."

"This is where the real answer to unemployment lies - a more
vigcrous and enterprising economy, competitive and able to

sustain real jobs."
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FROM: A M W BATTISHILL
DATE: 29 November 1984 ( é E}n

MR SCHOLAR cc Chancellor of the Exchequer

Chief Secretary

Sir Peter Middleton
Sir Terence Burns
Mr Bailey

Mr Cassell

Mr Burgner

Mr H P Evans

Mr Culpin

Mr Folger

Mr Pratt

TCSC: AUTUMN STATEMENT ENQUIRY

As I told you, I spoke this morning to the Clerk to the TCSC
about outstanding business and the Committee's programme for

producing their report on the Autumn Statement.

2:3 The Clerk was very anxious to get from us as quickly
as possible the second of the two notes mentioned in his letter
to me of 27 November, dealing with the costs of the coal strike.
Once the Chancellor has approved it I will arrange to get
the note by hand to the Committee.

3. However, following Mr Pratt's convecrsation with the
Assistant Clerk yesterday, the Committee are not now looking
for any further comment from us on Mr Terry Ward's paper.

They have decided to publish it along with the evidence in

a modified form. The Clerk has promised to send me a copy
later today. Also to be published will be notes by
Mr Bill Robinson and by Phillips & Drew. Again, copies are
promised.

4. The Clerks want to see the transcript of yesterday's

hearing before deciding whether further notes are needed from

us.
B, The remainder of the Committee's timetable 1looks 1like
this. The Clerks are now working on a draft report which

they hope to clear with Mr Higgins on Sunday so that it can
be put before the Committee for agreement at their meeting
on Monday afternoon. It would then go to the printers on

Tuesday, so that it can be published in time for a debate

ik
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on Thursday. 1If, for any reason, the debate were to be advanced
to Wednesday the House would have to be content with roneod
copies. On this basis, I hope we may be able to see a copy
of the Committee's draft report sometime on Monday morning
- giving us, if we wish,a few hours in which to take up any
points informally with the Clerk before the Committee meet.
I can then speak to him again the following morning to see
what changes the Committee have made.

o

A M W BATTISHILL

2
UNCLASSIFIED
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FROM: MISS M O'MARA
DATE: 29 November 1984

MR M L WILLIAMS cc PS/Chief Secretary
Sir P Middleton
Mr Bailey
Mr Monck
Mr Anson
Mr Cassell
Mr Battishill
Mr Scholar
Mr Watson
Mr Gilmore
Mr Jameson
Mr Burgner
Mr Fitchew
Mr H Evans
Miss Peirson
Mr Stibbard
Mr Robson

PCSC s 1984-85 OUTTURN
The Chancellor has seen the draft note attached to your minute
of 28 November. As I have told you, he is content that it should

be sent to the Committee subject to the following amendments:

Paragraph 1, line 7: substitute "excess" for "overrun".

Paragraph 6, (1): insert "current expenditure" after Siaiieg

budgeting to overspend".

Paragraph 6 (5): delete "somewhat" from line 3.

2 ¢ The Chancellor sees no need to clear this note with
Mr Walker.
o= L‘i

MISS M O'MARA
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TCSC: AUTUMN STATEMENT ENQUIRY

I attach copies of notes provided to the TCSC by Mr Bill Robinson and by Phillips &

Drew, as trailed in Mr Battishill's minute of 29 November to you.

R PRATT
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The Autumn Statement \A c

Memorandum ky Bill Rokinson, Specialist Adviser to the Committee

The economic environment has worsened since the Budget.

The miners' strike has reduced growth. Interest rates

are higher and the exchange rate lower than seemed prokatle
at Budget time. Yet the Chancellor has announced that

there will still ke scope for tax cuts in 1985-6 (though

£xbn less than in the Budget projections). Is this optimism
justified?

On the expenditure side the government has succeeded in
holding the 1985-6 spending plans inside the Planning Total.
This has teen done less by cutting spending than by raising
charges, by 'finding' more asset sales (including council

houses) and by reducing the contingency reserve.

Putlic Expenditure Plans : changes (£m) from White Paper

(Cmnd 9143)
Departmental spending +770
Nationalised industries +180
Local authorities +200
Special Asset Sales =500
Contingency reserve =750
Total -100

The spending estimates are arguakly on the low side.
Departmental figures depend on the assumption of 3 per cent
increases in rates of pay and allowances (not the total

wage kill). This contrasts with the latest data on
manufacturing, where pay increases are running at 9 per

cent. The Nationalised Industries figure includes a provisional
estimate of the National Coal Board external financing limit

of £723m (the pre-strike estimate for 1984-5 was £1103m).



Although the Planning Total has been adhered to, the Treasury
is admitting that General Government expenditure in national
accounts terms could ke some £2tn or more akove the estimate

made at Budget time :

1983-4 1984-5 1985-6
General Government Expenditure
in national accounts terms
Budget Statement 139 146 152
Autumn Statement 139% 148% 154

The changes are due to higher interest payments (interest
rates and borrowing are both higher than seemed prokaktle

at Budget time) and to a higher National Accounts adjustment.
(We might ask officials to confirm that this reflects the
Departmental overspending, which is offset in the Planning
Total but not in the National Accounts Total, by asset sales).

This increase in spending is kalanced by a similar increase

in receipts, mostly from North Sea revenue.

1983-4 1984-5 1985- 6
General Government receipts
Budget Statement 128% 138% 146%
Autumn Statement 129% 140 148%

of which North Sea revenues
Budget Statement 9 i0 9%
Autumn Statement 9 2 12

The sterling dollar exchange rate has fallen from 1.49 at

end February to around 1.25, and this easily explains the

extra revenue. The crucial assumption made by the Treasury

is that "... the sterling index in 1985 will not change

much from the current level". Compared with Budget projections
this produces a gain of £2kbn in North Sea revenues, which
covers the overspending and leaves the 1985-6 fiscal adjustment
largély intact.



To complete the story, the Treasury assumes that the fiscal
adjustment is made, and with this extra fiscal stimulus

they are forecasting higher consumer spending, and higher
GDP growth than in the most recent LBS forecast. The table
below contrasts the two forecasts.

v 1983 1984
Output and expenditure at constant e =R
1984 1985
1980 prices
Gross domestic product (factor cost)
HMT 2% 3%
LBS 2.3 K St &
Consumer spending
HMT 2 3
LBS 1.8 2wl
General government current spending A
HMT 1 TR 1
LBS 1.0 07
Fixed investment
HMT 7% 3
LBS B8 2.8
Exports
HMT 5% 4%
LBS s L 6.5
Changes in rate of stockkuilding as a
percentage & level of GDP
HMT - ;5 +}5
LBS -0.6 +0.7
Imports
HMT 7% 4
LBS a2 6.5
1984 1985
Balance of payments on current account(£bkn)
HMT 0 2%
LBS -0.1 0.6
Retail prices index (4th quarter)
HMT : 4% 4%

LBS 4.6 4.2

]



Assessment

-The economic forecasts underpinning the Autumn Statement
are internally consistent, but (likeall forecasts) depend
crucially on a number of questionabtle assumptions. The
£1%bn availakle for tax cuts in 1985-6 could quickly disappear
if
1) The exchange rate recovers (as LBS forecast it will)
2) The coal strike drags on into 1985 (the costs to
the NCB are in any case likely to ke higher than
currently assumed)
3) Public sector wages start to move more closely in

line with manufacturing wages.

As regards (1), it is worth noting that the Treasury assume

a lower exchange than the LBS forecast despite a much stronger
current account. If the exchange rate rises but tax cuts

are enacted nevertheless, the short-term prospects for output
and inflation are fairly encouraging, but the resulting PSBR
overshoot could store up trouble for the future.



 Phillips & Drew X -
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20 November 1984

An assessment for the House of Commons Select Committee on the Treasury and
Civil Service by Dr Paul Beild, Phillips & Drew,
Specialist Advisor to the Committee

There is one outstanding feature of the Autumn Statement which has 8O far
not been extensively commented upon in the press. Yet we regard it as highly
enlightening for the proper interpretation of fiscal policy, its present
relationship with monetary policy and with the real uage/unemployment debate.
It is pot one of the following, all of which have appeared

~epeatedly elsewhere:

(a) Planned public sector spending on programmes in 1985/86 has been
raised by some £1.5bn as compared with the White Paper (Cmnd 9143)
after the Budget changes.

(b) This has effectively been obtained through a £750m reduction in the
contingency reserve from £3.75bn to &3bn, 2 £500m increase in the
expected proceeds of special asset sales from £2bn to £2.5bn and a
£300m increase in the planning total, from £131.7bn to £132bn.

(¢) Within the changes in programmes, jt is interesting that the expected
proceeds of council house sales have been increased by perhaps £400m.

(d) Public sector pay and allowances are assumed to increase on average by
3§ from due settlement dates. No doubt the use of this optimistic
assumption will serve in the outturn to deplete the £3bn contingency
reserve for 1985/86.

(e) The Treasury economic forecasts are notable for their generally
unexceptionable content. As regards both growth and inflation they
are slightly more optimistic than our owin, but well within the
boundaries of normal forecasting error. The Treasury foresees real
GDP growth of 3.5% in calendar 1985 against our 3¢, while they have
retail prices rising 4.5% in the 12 months to the fourth quarter of
1985 against our 5-5.5%. Both sets of forecasts make the formal
assumption of an effective end to the miners' dispute at the close of

this year.

PAUL NEILD DAVID ROBINS BRENDAN BROWN TIM O’DELL
“STEPHEN LEWIS CHRIS ANTHONY BILL MARTIN JOHN SILLS
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Rather, the really important feature to our mind is the upward revision 1in
North Sea o0il revenues in sterling terms, much of which, on our calculations,
has resulted from the fall of the pound against the US dollar since the
beginning of this year. The oil revenue figure for 1985/86 has been revised up
from £9.5bn in the March Budget to &£12bn in the Autumn Statement. This
revision is the most important single item which allows the Chancellor to
assume scope for a £1.5bn positive fiscal adjustment (tax relief) in the 1985
Budget, yet stay within the MTFS guidelines laid down in the 1984 Budget. Just
think what would have happened to the Chancellor's calculations if sterling had
not fallen in the first place. Without the pound's fall against the US dollar,

the whole of the assumed scope for tax relief would have been wiped out.

Let us consider its implications further for a moment. What we are saying
here is that the Chancellor is supposedly willing to give away in tax relief,
which represents a continuous revenue loss to the Exchequer, a sum of money
which derives from a perhaps temporary fall in the value of our currency
relative to the US dollar. 1Is this prudent conduct of fiscal policy? It is
all the more questionable in the light of the Treasury's comments in para 1.11
(page U4) of the Autumn Statement, which describes the prospects for the United
States economy:

SN It is assumed that the (US) deficits continue to be funded without
any major break in confidence. Although the US policy imbalance is
unsustainable, it is difficult to foresee when or how it will be resolved."
(author's emphasis added.)

It is an understatement to say that, in the light of this paragraph, the
Treasury appears somewhat perturbed about the future course of the US economy
and its currency. Is it wise therefore to build practically the whole of
sterling's fall against the US dollar into the Autumn Statement figures?

Presumably, taking this argument further, the more sterling fell, the more
the Chancellor would be willing to give away in tax relief and to spend. 1In
other words, if the pound falls he can and will cut taxes. How does this
square with the Chancellor's posture that he is a defender of "sound money"?
It does not. Instead, we have the paradox of a "sound money" Chancellor whose

Autumn Statement calculations rest on the currency staying weak against

Phillips & Drew
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the US dollar. The argument may be put forward that all the Chancellor is
doing through this mechanism is redistributing the burden from direct to
indirect taxation. A rise in sterling oil prices would effectively represent
higher indirect taxation of the consumer, who should therefore be compensated
by returning the proceeds of higher 0il taxes in the form of lower taxes on
income. This is all very well, but the Autumn Statement figures carry with
them the danger that fiscal policy will be as volatile as the exchange rate.
It might well be more prudent to set aside at least a significant part of the
windfall benefit to o0il revenues in a separéte account to guard against the

possibility of a major rebound in sterling against the US dollar.

As it is,.the action the Chancellor apparently proposes is almost exactly
contrary to that seen in the days before North Sea o0il came on stream. When
the pound fell in the seventies we had tax hikes and spending cuts. The
Chancellor now responds in entirely the opposite way. Indeed, the crucial
question to ask now is: if the pound rises against the US dollar in the next
few months, will the Chancellor increase taxes in the Budget? This may be an
entirely logical way of proceeding under conditions of North Sea o0il but it is
as well to bring it out into the open and to highlight the fragile base on
which the Autumn Statement figures rest.

Clearly, in order to safeguard his positive fiscal adjustment as much as
possible, it would be to the Chancellor's advantage to minimise any sterling
rebound against the US dollar between now and Budget time. This is where the
Autumn Statement properly fits in with the present conduct of monetary policy.
We paraphrase current monetary policy by saying that the Chancellor's objective
is to "lower interest rates to the limits of sterling's resilience". Such a
course would indeed help him to achieve some of the Autumn Statement figures
while simultaneously promoting higher economic activity and lower unemployment
than otherwise. There have been several occasions through this year where the
Chancellor's attitude to interest rates has been consistent with this

approach. Lower interest rates would constrain sterling's rebound.

Finally, the real wage/unemployment debate can be made to fit neatly into
this'fiscal/monetary policy mix. 1In the long run, it is argued that lower real
wages will stimulate employment. Given overseas conditions and abstracting
from productivity considerations, lower real wages imply wage growth below the

i Phillips & Drew
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rate of domestic price increases. For this to persist over time, it probably }Eé
means that pay settlements perennially fail fully to reflect that part of e
domestic inflation which emanates from a decline of the currency. This would
have the effect of reducing that proportion of domestic inflation which
resulted from movements in labour costs. The movement of relative labour M
costs provides one measure of competitiveness while an improvement in

competitiveness is another way of saying that the real exchange rate has

fallen. Hence, in these circumstances a lower nominal exchange rate would lead

to a lower real exchange rate and would be one méchanism for reducing real

wages in the long run. This lower real wage profile, partly induced by a fall |
in the currency, would in turn help employment, or so it is argued. However,
this fortunate sequence of events could only be expected to occur under certain
conditions. Several conditions might be described in which pay settlements
would perennially fail fully to "knock-on" that part of domestic inflation
resulting from lower sterling. One might be where the monopolistic power of
trade unions remained weak. Another might be where the deterrent effect of

unemployment remained high.

If such conditions existed, as they might exist at present, it would be an
entirely sensible approach to design fiscal and monetary policy within the
context of a weaker currency. However, whether one builds the whole of the
present weakness into one's Autumn Statement calculations is quite another

matter. It is incautious to say the least.

Phillins & Drew e
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TCSC: AUTUMN STATEMENT ENQUIRY

The Chancellor has seen the note by
attached to your minute of 30 November.

this should be sent to the Committee.

FROM: MISS O'MARA
DATE: 30 NOVEMBER 1984

Sir P Middleton
Mr Bailey Sir T
Mr Scholar

Mr Battishill
Mr Evans

Sir Terence Burns

He is content that

Mo

MISS O'MARA
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L - FROM: R PRATT
w\ll‘,»-&«m i, Gl e p DATE: 30 NOVEMBER 1984
™ 30/
1. SIR PETER MIDDLETON b cc Mr Bailey
Mr Scholar
2. CHANCELLOR OF THE EXCHEOQUER Mr Battishill
Mr Evans

TCSC: AUTUMN STATEMENT ENQUIRY

I attach a note, prepared by Sir Terence Burns, showing how the housing components of
the RPI forecast given in Table 1.3 of the Autumn Statement can be reconciled with
the projections of debt interest.

P This note was requested by the Committee on Wednesday 28 November.

39 The Committee Clerks have asked us to let them have this note by this evening

(\lm 5%

' \
4 (1 (VA w/
|

(Friday 30 November) if at all possible.

| 5 8 ~ R PRATT

A



Tﬁe RPI forecast given in table 1.3 of the Autumn Statement showed a
projected rise in the housing component of the index of 10 1/2 per cent
in the year to the fourth quarter of 1984, This is mainly due to the
behaviour of the mortgage rate. Its average value for the fourth
quarter of 1984 is likely to be about 12 1/2 per cent compared to 11 1/4
per cent in the fourth quarter of 1983. In the 1984 FSBR, the figure
for the housing component given for the same period was T per cent.
This upward revision in the Autumn Statement largely reflects the rise

in mortgage interest rates in August 1984,

A reduction in mortgage interest rates has recently been
jndicated by the Building Societies Association, and this reduction will
start to take effect from the beginning of December. Even if mortgage
interest rates were to fall no further during the financial year 1985-
86, they would still be exerting a downward influence on the annual
rise of the housing componerit of the RPI to the fourth quarter of 1985.
This is because the December 1984 cut in mortgage rate affects only one
month of the fourth quarter of 1984,

The figures for debt interest payments for 1984-85 and 1985-86
shown in Table 1.7 of the Autumn Statement have been revised upwards.
This is largely because the assumption for the average level of interest
rates is higher than in the 198'4 FSBR. The figure shown for
1985-86 is £1/2bn higher than the expected outturn for 1984-85. This
is consistent with a lower average level of interest rates in
1985-86 than in 1984-85. The £1/2bn increase in the level of debt
interest payments is expected to be more than accounted for by the

higher level of public sector debt outstanding.



(M Lowson) Yes.

398, 7You have said thot with the benefit of mte—cappﬁzg end tho

other factors you talked about - falling school rolls - whon wo ‘lool:

ot the Autum Stotenent next yoox we will not be looking at slippoge,

we 1ill not be looking at -
(Lh_: Lawson) ——— o further incroase in provision, yes.
399. Vo should beclicve these figurces?

(& Louson) Yos. Tho inercase in provision here hos sone-
thing of & special nature about it In ordexr to adjust both to the
noew frameworls cind also to the cxperience of the past.

i Vedimmight

400, Chancellor, my question melatoes o page 9 of your Statcnont,
paragreph 1.32 and table 1.3 on »ctail prices. You say in paragroph
1.32 that "The ammel increcsce ian the RPI moy stoy ncar %o its
recent rate of around 42 por cent through the first holf of 1985
before folliuyg i the fourth quortor.” L we may then tum to the
tzble below, 1.3, and the finol two colurms whexre you have set
elongside cach othor the fq:mca.si: for the lagt quarter of this
current yoar and the forccagt forr the last quaxrter of 1985, if we
go through the categorics, the RPI food forecast for the last quorser
of 1985 is not falling, it iz in foct for a 1ﬁghe:.: figurc than tho
forecast increase for the pmxesent yeor. The sanc is true of noticncliscd
industries; in fact, thowxe is o rother larger rise of anmual ratc of
inflation forccast for the end of 19685, Then if wo drop to the
botton of the tedle, to othe:r items, ogoin there is a rise, So it
is clear from the figuves thot the whole of the expected drop in
the fourth quarter oriscs fyom your cstimnte of the very steep drop

in {the amwnl rate of inflotion on housing, Could I ask, firct of 2ll,

(=)



if that is, as you hint in your porcgroph, almost ontirely dus to
your cstimate of whot mortgoge :-:'afes will be in the last quarter of
19857
(I Lowson)  Thot is certzinly a major oloment in i, you.
401, If you are anticipoting no increase whatevor in the mortgage
rates fronm now, how doos that squore with your estimates in othor
pu'i.,iic sponding parts of the futwi: Statement of a very subotantiol
increase in the cost of inftormest on publiz debt?
- (M Lawson) That ic quite a different natier.
402, They are both interest raies, Channellar,
(I Lawson) We did have an exchengo, I remenber, across
the floor of the House, Mr Walwmwright, on this very point. :
403,  But I had no{ then the advantage of this very intcresting
table of yours.
(M Lawson) o, but you had the advantage of my answer,
vhich really dealt withte matier! I think L have got il herc,
Vhat has happened ic that interest rates have gons higheg: thio year
and particularly interest ratos gonerally arc higher this.. year than we
had expected. We also now think they will be higher ncxt yeor
than we previously expected, so that goes up and the debt intercst
buxden goes up as a resulte Starting f2on where we are now, however,
we expected intverest rates to be coning dovm, Is that clear? Because
you see they have already gone vp this year.
Mr Wainwright: Yes.
Chairnan
404 ¢ Is thore not en apparont inconsistency between tho assumption
you are naking in the soction on the nortgage/housingside, end tho

assunption you ars noking elgewhero in your Statenent?

)



%I“he Lawgon) Ne, I do not sec it. What is the inconsioctency?
Chaeirnan: The reacon Mr Vaimmight mentioned  We may well be
wrong, but it seens o us thare was sonc inconsistency.
Mr Wodmwright
405 There does seen to me to be an encrnous drop =— your forecast

goes fron a 103 ver cent, ammel rate of increase in this ocwrrent
quartecr of this present yeer dovm {0 o nere 4 per conte crmal
rate of increase next year, and I still find it difficul? wo
reconcile thatbe

(Mc_Lewgon) Wsll, the RTT changes depanding on which nonths -
the nartgage inpace ocn RPI changes can be vexry conciderablee. This is
not the only factar but perhaps if you wouwdd like %o go in%o details
I an gure Sir Tercnce would bz happy ©o enlighicn you.

406, It would be helpiule

Sir Terenc: Burngs I think the d&ifficulty you axs having
in sseing the consisbtency of these figures is pertly beczuce of ths
way in which the norbtgage rate affectc the HPI, The fact that we have
the 103 per cents, figwre in the fourth quarter of 1984 reflscis
the relative position of the nardgags rabte in the fourth querter of
1984 relative to the fowrth quarter of 1983, The figure fox
the 1985 fourth quexier reflects the exrected level of the noartgage
rate in the fourth quertcr of 1985 relative to the fourth querter of
1984, The fact that the "4" ic a good deal less than the noLm
has got much to do with the extent to which the narigage rote in the
fourth quarter of %his yenr is higher than it was in the fourth querter
of 1983, and you cenno’ deduce from thal any incongistency with
the lovels of debd interest paynsnis. I can assure you that they are
totally consistente

407 Well, it would be very interesting, without doubting your
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mma.ncc, if we could have the break down of the figues, so that
v there is sanothing rather nore concrete to go one
(M _Lawson) You would 1ike a nobe on this point, would you?
408¢ Yes, |
(I Iawson) We will let you have a note on this poin
(Sir Terencec Burns) Also can I criphasise of course gbat’as
we werc discussing vhen I wag here on l%nday the conparison you wers
Jbobxcen the expertations at the time of the Budget and the
expectations now, That does nos .1l us anything about ths level
in 1965-86 compared %o th: level in 1984~85, The Chancellcr has
suggested the munbers heve aro qu{i.te congigtent with o lm:;lrlevel of
interest rates in 1985~86 than gj'.;:l‘f 1984~85,
409 A% thic very least then ave wo entitled to derivse fraon thess
figures that you are assuning that there is 4o be no rise in the nortgage
rate at all froo now to and including the last quarter of 19857 There

must have been an agsuapbion nade.

(M Lawson) S is rights
(8ir Terence Burns) Yes. We aro not expscting the
norivgage rate in the fam‘ﬁl quartcr of 1985 4o be higher then the
average in the fourth quarier of 1984, In fact we would expect
it to be lowar.
Chairnan: Thank you. I thuinkc it would bo holpful if we ocould
have a note on that pariicular pointe.
M Valnwright
410, During a 3cent debate on thoe flcor of the Houge on unenployment
you gave the Houss the very interesting and usaful. calculazition that no
doub$ in approxingis texrmo the 1 per cente reduction in real wages would
tend vo raisc enploynent by about 200,000, Because nobody questioned you

at the tine, can I ask you now whether you were speaking of 200,000
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WEDIESDAY 28 HOVEMBER 1984

lombers presents

Mr Teonce L, Higging, in the Chair
Mr Wicholas Budgen

My Moxdz Fisher

I Rogex Freceman

1r Realph Howell

Mr Hichexd Wolawright

THE RT HON IIGEL LAWSOW, o Membe: of the House, Chancellor of the

Exchequer, exomined. SIR PETER ITIDDIETON, KCB, Permenent Secretory,

SIR TERENCE BURWS, Chief Hconcnic Adviser, and MR M.C. SCHOLAR,

Under Secretary, General Expenditure Policy Group, H.M. Treasury,

called in and oxamined.

Chaizmei

3084 Ifx Qhan_cellor of the Exchequer, we axe most grateful to you
and youx 6fi‘ic:".als i'ér bo:u..g hefore the Committec again on vhat hos
now become a traditional occosion following your Autumn Statoment on
the economy. We are particulaxly glad to sec also on your right Siw
Poior Middleton and on youwr left Sir Torcnec Burxns and IMr Scholax,
Sir Toronce and My Scholax have alrcady been helpful to us in giving
ovidonece lest Monday, as indced wore some of youxr other officials the
Monday beforc. I should cxplain one or two of my collcagucs axc
particularly concerncd about constitucncy mattors arising on the
astotoment on the floox of the Iouse going on at the same time,
I on assured that vecinforcements will axrive shortly. Moy we ask you
first of all if thore arc eny particular opening remaxks you would
like ‘o make before we begin the questioning itself?

(r Lewson) IMr Chodemen, thank you very much. I am sure

those who are at the table arc well able to keep their ond up without
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the neecd for reinforccments, whether they arrive ox not. You kindly
invited me to make a fow opening remarks, If I may makce some remaidis
of o gencral scenc-sctting naturc, the Committee has already studied
our reviged expenditurc plans fox 1985-86 outlined in tho Autumn
Statoment, The wosults of this yoox's Public Exponditurce Survey, which
are sumarised in just five pages of the Statement, xepxesent the
outcome of the usunl detailed xeview of all progeammes. I think it is
intercsting o note that since 1979 the Govexrmment has brought about
a gubgbantial rcordering of priomitics within public expenditure
progrermes and this yeoxls weview has beon no excoption to that.

As indicated in the Stotement, we now expect the public expenditure
in 1984~85 to be some £1% billion above the plaumed level end this
has led us in the roview of the provision foxr 1985-86 to pay even
groater regaxrd to the wmeelism of the plans and %o the adequacy of the
Resgexrve prowision.

Of course, no one can be sure what will be nceded to covor un—
forcscon dovelopments, but we have taken & number of steps to cneuve tho
realism o6f the 1985-86 figuxes to the best of our ability. On local
authority oxpenditure we hove increased provision by nearly £1 billion
and matched this by mich tougher penalties for over—-spending and, of
course, the introduction of wate cappiig. Tho calculation of oux
Furopean Community contributions — another item which has caused
probleme in the past — is now much more sccuxely based following ‘the
Tontainebleau settlement. liven after the noxmal ammual process of
reducing the Reserve for the yoor chead as the plans ave fixmed up,
we hawve provided for a figurc of £3 billion, which is £% billion
more thon the provision for 1984~85 in the last White Paper.

A1l these adjustments, both up and dowm, have once again beon

carried out within an unchenged public expenditure planming botal.
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In real temms this is the some level as that plamnod for 1984-85, but,
of coursc, as I indicated, this ycar we shall be overruning and,
therefore, it is below the expected outurn for this year, implying

o further reduction in the rotio of public expenditure to GDP,

Ag lagt year, the Autum Statement brings together a numbexr of
anmnouncements which fall to be made at this time of year. In parti-
cular it allows the public expenditurc plans for the year ahcad to
be set in tle context of o fresh ecconomic forecast. It is not an
occasion - although some might wish it wexe - for a gencral restotement
of updating of economic gtretegy which is primarily a matter for the
Budget. But I would cmphesise the overall objectives andstrategy
remain unchanged, and those objectives are to continue to bring down
inflation and %o croat e the conditions that will enable progress to
be made in bringing down uvncmployment,

Ve continue to make better progreess on inflation thai: most
comenbators have expected ond I would expect this downwerd pressure
to continue over the next yeam. Although our forccastors are mot
expocting much of a change in the inflation rate over the coming
twelve months, this would still meon a significant period whon
inflation has beon below 5 perccnt; and because oxpectations axe now,
after a lag, adjusting to this lower xmalbe, it should provide the
bogis for the further dovmwand movement of inflation that policy is
designed to achieves

The framowork of policy xremainsg ag got out in the MIFS with
torget ranger for both Sterling M3 and MO and an illustrative path
for the PSBR. So far this yeaxr both monetary aggregates axc within
the target range and, although the PSBR is now oxpected to be above
the level plammed as the time of budget, it will still represent
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the lowest proportion of GDP foxr well over a decade. Many comme:i—
tators continue to refer to the years since 198l as & period of weak
rocovery. But a closer exomination of the figures shows that the
pace of recovery of output has been far from weak. If we are right
about the rete of growth foxr 1985 then the growth of output ovex
the fourr years cumulatively willhave been almost 12 pexcent., Thisg
is very xespectable by past stondards in this country. It more than
mattches the growth of oubpul dwring the previous recovery pexriod
1975~79. On the basis of ammual data the highest four yoar growth
porfad since the war was 1962-66 whon 15 percent growth over that
four~year period was regisicrod. The only four-year period since
then, since 1966, which has secen growth clearly faster than 12 percent
wag the period 1969-73.

Unfortunately growth during the present recovery period Lac
gti11 not been fast cnough to Dring down unemployment and dvring the
recovery period wemployment hag tended to turm out higher then we
assuned or expected. It is imporbant to recognise the reasons, I think,
why wnemployment has turmed out higher then expected.

The first reason for this is on average the growth of oubput
has beecn matched by equivalent growth in productivity. That is to
soy, productivity growth has heen fagter than we expected, poriti-
culorly after the disappointing productivity performance of the
19708, The second reason for the continued rise of unemployment is
that the labour force has grown more than we expected - that is, the
total lobour force. This hog porticularly been the case foxr women
pagoring part-tic: employment, This is a trend we have seen fox
mony years, but it has continued at o more repid pace than we expected
during the period of wecovery,.
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Finclly, of course, I have axgued on a number of occagions.
that the level of unmemployment would have been improved if real
woges had grown at a less rapid pooe. I hope to publish some further
analysis of this important bopic in the not too distant future.

C??ir%mk you very mch indeed for the opening statement,
There ome, I think, a nmumbexr of points in it we would wish %o
pursuc in questions later. We thought we might glightly vary the
procedunc we adopted wecently and will in fact call colleaguecs wound the

toblo shorting on my right - your left - with no political implication
at all since we are an all-pariy group cnd the scating arrongements
arve guite accidental. I call firet ilx Freemon.
e Freecman

309, I hasten to assure you I am not sitting on your left,
although on your left! I have three questions on spending
priorities end the decision-making process. Iy first question
velates to the sequence of oxpenditure plans and then tax plans.
Our uwnderstanding is that you believe that expenditure should be
detemined, ox rather that the available finance in the economy
chould be detemmining the level of public expenditure. I think
you have said that to the Comitice several times before. But the
sequence appears to be a fixing by the Cgbinet of the total level
of plaimed expenditure for o forthcoming yecx in the swmer and
'l:heli, through a series of bilateral negotiations, fixing of expendi-
ture for chenges in expenditurc by department heads during the

course of the summer and auturme.
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So in realitvy it seems that expenditure is determined baforse tax
revenue is determined, Would it not be more appropriate and more
in kesping with your earlier statement, earlier belief, to start from
the basis of a medium {ferm tax band and then fit expenditure programmes
into that?

(M_Lawson) In a sense that is what we do do, I Frseman,
I think that your account of the ssquence is absoliutely corvect,
except that you missed the first stage. 'The first stage is ths
Govermment's strategy which was set oubt implicitly in the Grsen Paper
that we published atv the time of the Budget. This stated a clear
intention of bringing he-zese-of the burden of taxabtion down, and
specifically bringing non-North Saa taxation down. It went then,
from the taxation, to what level of public expenditure, given our
policy on bringing ths borrowing requirement down, was consigbent
with thate We took the view that it was really necessary, for two
alternative periods but certainly foar the medium period shead (the
period of the current Medium Term Financial Stwrategy), that
public expenditure should remain constant in real terms. That
wag, as it were, our revemue and our texation plan determining the
level of expenditure, Then, having got the level of expendiiurs,
we had to decide what that meant in cask terms, because it is all cash
planning, if you are going to got a flat line in real terms, That gives
you an envelope, a cash snvelope, for public expenditure which we
then sack to apportion among the various programmes, and so on, in the
way that you describs, Then finally, ab the end of the day there does
come the Budgst, of courss, which is primarily a matbter of vaxation, but
the firs+t stage is the medium {term tax objective, which determines

what we think is the public expenditure we can afford.



310, So you are saying available finance does determine cxpenditurs?

(M Lawson) That is righte

311e Because you have decided to reduce the threshold, reducs
the burden of taxation?

(M Lawson) That is »ight, and that has implications for
the rate of growth, which is zero growth in real terms, of public
expenditure which we are prepacced to accepte '

312, Can I move onto my seconil question which concerns how you
make decisions in Govarmment about various priorities within public
expenditurss Could you tell us what the machinery first of all
available to Govermment is for couparing the welative prioritics of
expenditure under differcnt departuental heads, and also tell us
where those decisions arce taken?  Awe they taken in the Tressury?

Are they taken in the Cabinet? And if they are tYeken by Minlsters,
in the Cabinet, the ceutral focus of political decision meking,

who is providing the support? Who is providing the analysis so that
Ministers can make judgnments about the relative priority of different
heads of exponditure?

(M Lawson) I do no®t think that the procedurc can be as
geientific as you imply. I do not know how you determine the priorities
in your own personal expenditure. I wold be interested Lo loarn.

I suspect ‘that when it comes down %o it it is by the same sorté of
process that the Govermment detorminss ito pricvities. It is not a very
scientific business, bui nevertheless it is a matter to which you give
a great deal of thoughi, as we do., It occurs in a rumber of ways
during the year, and in s mumber of places, The Treasury will have
views; departments will have views; they have views about cxpsnditure
within their own perticular deopartmental budget. There are matters

that are decided in Cabinet Committecs. Thers is the series of
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bilaterals at which the Treasury is certainly able %o asgess the
strength of various different cases put forward for various different
items of expendituras There is the Star Chamber too, at which the
Ministers will hear a mumber of cases made by diffevent Minlgiers
for different forms of expenditure, and arc able to asscss dhs
relative merits of cache There are the Govermment's declared policies,
obviously, which guide averything, Thers are constraints which,
within the real world, ofsen have more bearing on the actual pattern
of expenditure than some abstract sense of priorities. Thase
congtraints can be very congiderable., Then, at the end of the day,
there is Cabinst. Theve is the right of any Minister; obviously,

to take any issue to Cabinet if he is dissatisficd with the dscision
that is reached at & lower level.

313.  All these are ad hoc procedures, and ad hoc measurese Are
you saying %o the Committee that there is no machinery in Government
for the roview of welative priority expenditure undcr differont
departmental heads? I% is all a matier of pressure.

(Me Lawson) It is not a matier of pressure. It is a
mattcxr of, as I say, common sense and judgment in the sam. way
as you decide the priovitiss within your own personal exponditurcs
You tell me, Mr IFrecman, how you decide betwsen how much you are
going to spend cn, say, food, and how much you are going $o spend
on clothing, and how much on bocks and newspape—se. How do you do
that?

5145 Well, Chancellor, with great respect, I do not think the
analogy is perfscte

(Me Lawson) You just tell me. It might be very helpful to me.

3156 I pit down at the begimning of each fiscal yesr and zero budget

all my heads of oxpenditure, and that is not something ths Govermment does.
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My question was what mechaniocm is there in the Treasury or in the Cabinet
Office for reviewing the relative heads of priority, and you tell
me there is none.

(1 ngson) 1 am intevested in your saying you 3it down
and zero budget cverything. That still does not answer how you
decids what you are going to spsnd, and I think it is a mabtor of
judgment which is a judgment in which the Treasury obviously has a
large part to play, but so do all other departments, and a conclusion
i3 reached in the same way as a conclusion is reached on other issues
in Cabinet Goverment, There is nothing specials There is no scientific
way in which you can szy in scme cobjective sense how much defonce
and how much social secuwity, and what is vhe precise absolute
relationship betweer defence and social securitye. It is a nonsense
question.

316, I% is no% a nonsense question. I was not asking gbout the
conclusionsg, Could I ask my next question, which is how much
flexibility the Chancellor has sach year in varying the level of expendi-
ture under diffarent departmental heads. Once you have tcken account
of commitments and legel. obligabions of the sort that Government has
under certain heads, how much flexibility do you have %o reduce
expenditure in one depardtnent and increc~se it in anothex»? Can you
put any kind of percentage figure on total public expendidurs, where
there is rcom for mancourre?

(M Lawson) No, I camnote Certainly not off the cuff, and
again it is not an absolute figures. There are certain commitments -
it is not an absolute issue. It varics in degree, Sonetimes <there
ig a high degrec of froedom and sometimes there is none at alle
Sometimes it is in betwzen, and over the long run you have a greater
degree of freedom than you do in the short run, and so one But there

. 10



is no doubt about it: when you have international agrecments, when
you have particular pladges that the Govermment has made which have
to be honoured, when you obviously enter into long term comitments
of one kind or another which, if you kept chopping and changing
these, would clearly disrupt the economy, then the level of flexibility
on a practical level <dhat you have, certainly in the short term and
maybe in the medium term, is very much less than a Treasuny ninister
I think would wish, and that is one of fhe difficulties, The level
of manoeuvrability and flexibility is somewhat limited. We have

an example, now, before us where we are changing regionel industrial
policys There will be a public expenditure saving as o resgult

of the measures that are being announced now, but you cannol change
your regionsl policy every yeare It would be an impossible clinate
for industry to operate within, so that there are all these sortve of
congtraints,

T Budgen
317 Chancellor, I was atiracted to your argument that there is

an analogy (homsly but in this instance true) between the fanily budget
and the national budgst, and plainly you are right in saying that,
Just as the fanily morigage intersst payments may be enormous but
are not variable by the family, the political world is more often
in;i:emested in those discretionsry elements of expenditure which come
suddenly, and about which political judgment hag o be excrcised.

I would like you to descwibe to us the exient to which we do have
Cabinot Govermment ot this tine, because it is often spoken of that
there are some people who suggsst that it is a diminishing feoature
of our nation's affaiwvg, and it is surely the Cabinet Govermment
which, taking the fanily analogy, is the thing which dscides whether

the wife shall have that unexpeoted and very expensive draas, is it not?
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Iet ms just ask you a bit about thate Since the Aubtumn Staitenaont
there have been two arsas of some contention: 1) before whs

Auturn Statement you were letting it be known that you intended

to reduce or even obliturate domestic capital grants for agriculture,
ig that not true?

(M _lewson) No, I do not think I made any statements about
domestic capital grants for agriculture.

318¢ It was widely and inproperly leakedy and you did litile
to abate that spate of leaks,

(Me Lawson) Oh,all sorts of rumours fly around, but if
I spent my time denying rumours, I world not have time to do anything
cloeld

(8ir Peter Middleton) You could add that it is & gencral
problen for the Treassury: if we deny every rumour that comes out,
of course we confirm {thcm,

319, Will you ‘take it from me, Chancellor, that the lMinister of
Agriculture is going round gaying that he hag beaten off the Treasury
and that expenditure upon agriculture has diminished by only 1.7 per cent.
Is that, in your opinion, an example of the way in which good Cabinet
Govermnent ought to run?

(Me Iawscn) T think that with~ut accepbing any of your premises
or charackterisations, I would sey this: that it is well known that
fron tine to time there are differences of cpinion betwesn the
Tyreasury and spending departments and ninistersy the Chancellor
and Chief Secretary on the one hand and spending ministers on the
other, That is true today, and it always has been true, and iv is
true in every countey in the world, I think that it is betier for

Cabinat CGovermment if +these differences arc not aired in publice
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320, Well, all right, Chancellor, you are jointly responsible,
as the rest of the Cabinct is, for all that was agreed for <the
Autumn Statenent, Will you pleass justify a reduction of only 1.7 per
cente in domestic grants to agriculture?

(i _Lawgon) Yes, readily, What the Troasury was concerned
to do was in a sensible way to achieve a figure for public expenditure,
that is to say, the so-~called planning totel which was within the
White Paper figure published earlier this year for 1985-863 also
+t0 gut a satisfactury outcone for the two later years which would be
published in due course, which would maintain this flat wesud in real
terms that I was talking about carlicr. That we have sccurede
Agriculture has played a part in thate

321, Well, you have not answored the question at all, withmspect,
Chancellor, have you? The point I am putting %o you is, as I have
put to you many times bafore, that at the tine when ageiculbture is
grossly over-producing, what is the point of having thoese sccond lines
of grants designed to increase production?

(e k,wson) Those capital grants have boen reducad, as you
nentioned ———-—

322s By lo7 per ceuntbe

(e _Lawson) Well, no, that is total expenditure on agriculturc,

The capital grants have been reduccd rroportionately by very much nore

than that. I do not know whethez Mr Scholar nag the figures?
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(e Scholar) £40 m in capital grants.

(Mx Lawson) What is that in percentage terms? Anyway,
congiderably more than that reduction corresponding with agricultural
capital grn;xteo_ _

323, And as a percentage?

(M Scholar) I om afraid I have not got that number with
me,

(Ve I@wson) We can easily let you have the percentoge.

324, I daresay in presenting it as 1.7 per cent. it is being
presented by comparison with all agricultural expenditure and I agree
that that is a figure which is unfair to you but it is designed to
be unfair tc you, Is that a good example of Cabinet Government?

(Mir_Lawson) I do not think Finance Ministers in any
country ever expect fairness,.

325. Then can I ask you a second question again gbout the
equivalent of this difficult marginal expenditure in the femily,

One of the advantages of Cabinet Govermment is said to be, is it
not, that it provides a sort of nolitical sieve which may be used
against the activities of the perhaps over-enthusiastic doctrinaire
in his own department? We have at present, do we not, a nice little
row brewing cbout the increase in contributions that parents will
have to make to their children®s university education? Do you agrec
that there is a row about that?

(3Mr Lawson) I think, yes,that that particuler decision
has not been welcomed in all guarters.

326, You would agree with me that from a narrow Tory party
point of view it is doctrinally perfect?

(Mr Lawson) It is not o question of whether it ia

doctrinally perfect or not, It is a question that the Secretary
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of State for Education felt that, given the need to mcke economies,
it was right to make this change in order to protect the scientific
budget. I do not think there is anything particularly doctrinal
about that, That was his priority. '

327, But it is also being justified, quite rightly, on the
ground that it enables the stote to be more generous to those
parents who are less well off?

(Mr Lowson) Certainly., I cannct speak for the Secretory
of State for Education but I am gnite sure that that was a view
that he took, yes, that is right.

328, But, Chancellor, if there were Cabinet Government
ought you not to be able not merely to say that the Secretary of
State for Educabtion had decided this but that you had considered
it and you approved of it because it would be part of the political
process?

(Mr Lawson) Of course I approve of‘ every decision the
Cebinet takes. That must be the case. But I fhought you were
implying that somehow I personally, not just as a member of
Cabinet along with all other members of Govermment, had some special
interest in this. The plain fect of the matter is, of course, thaot
I have an interest in the Cabinet along with all other members of
the Cabinet but the only Minister who has a special intevest in
prioritics in education is the Secretary of State for Bducation,
and it is the same with other departments round the Csbinet toble.
I havce an interest, of coursey; in the decision in the same woy as
every member of the Cabinet does. I must say I am not quite sure
whether what you are getting at is the question of Cabinet Govern-—
ment or whether you approve or disapprove of the results of

Cabinet Government,
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329, No, I was asking the extent to which there is Cobinet
Govermment and Cabinet consideration of these politically
sensitive areas? -

(Mr Lewson) There is undoubtedly Cabinet Govermment.

330, Or are we seeing o Govermment which deals entirely on
a bilateral basis (as I believe the Govermment calls it}:f,.;l do not
know about these things. Is that right or do we have a propex
collective 'décision so that politically sensitive decisions such
as cutting grants to agriculture, such as increasing contributions
of parents who have young persons at university, are considered by
Cabinet so that the collective wisdom of the Cabinet is cpplied,
not just to their own departmental problers but to the depart-—
mental problems of others, or is it, in fact, that this Goverrment
operates on a federal basis?

(Mr Lewson) Not at all, The final outcome of the public
expenditure negotiations hes to be approved by Cebinet. The whole
lot has tobe approved by Cabinet and is approved by Cabinet, ond
members of Cabinet are perfectly entitled, and often do, to discuss
something or open up & discussion, not merely to teke part in one,
on something which hag nothing to do with their own particulaxr
department. That is quite right,

Chairmen

331, Mr Hovell wants to raise questions on another subjcot
but might I pick up 2 point which was made implicit in %#h5% both
1 Freeman and My Budgen were saying, without necessorily toking
a view on whether homely comparisons with domestic expenditure ave
not a good idea. VYhat is of some concern is that the impression
is created that the decisions on public expenditure are largely

mede in bilateral negotiations between the Treasury and the spending
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departments; in other words, the matter is dealt with largely in
a vertical way, if I may put it in those words, but there is
comparatively little analysis or discussion across departments
a5 against decisions within departments, which are obviously a
matter for the department, by and large, compared with littie
discussion across departments, so that the question of whether one
should spend less on agricultuce or more on education is epimis-’
in any sort of coherent woy with advice from officials and so on.
Of course, it must be the case at the end of l.the dey that Cobinet
looks ot it but the amount of Cabinet time is really very limited
and what wo oie rather concermed acbou’ is the extent to which
priorities are appraised between departments in a coherent c,ndA
sensible way 2s night bz the cese inglet us say, . 2 well-run
family?

(Mr Lawson) The amount of discussion is very substontiol
indeed, Of course, by no means all of it or the majority goecs
on in Cabinet., It would be quite impossible for that to be so,
but during the course of the yeor there are all sorts of discus~
sions on verious items of expenditure which lead to o view among
colleagues about priorities ot o particular time, and these vicws
are taken into account when the Treasurv is beginmning the public
expenditure round, which it does first by the Chief Secretary
having a number of bilateral discussions with individual Ministers.
Of course, the Ministers themselves are aware not only of theixr
own departmental needs as They see them but also the overall
objectives of the Govermment snd they have that very much in mind.
So, 2ll these matters are clready very much in the minds of the
Treasury when it goes about trying to reduce the inevitobly

excessive demands or bids thet spending Ministers mcke, and then
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where there cannot be agreement - and this year that was the case on
a number of programmes - there is a sub-committee of Ministers

with a wide wrange of experience and background who themselves try
and help determine this, Of course, they are able to weigh up,

as I said earlier, the strength of onc case against the strength

of another and so ony, and then the whole thing at the end of the day
does go to Czbinet and everybody is conscious that It is going to
Cobinet and that if o series of proposals were going to Cabinet
which did not accord with Cabinet's sense of priorities end Gabinet's
views, then it would not have much chance of going through and.y
therefore, thet would not be put forward., It is one of the oldest
tricks in the book, incidentally, but is not tried so often becouse
I think certoin spending ministries realise that the Treasury has
tumbled to it, but they will pubt forward perhaps spending cuts

in their own progremme of a highly sensitive nature, hoping that the
Treasury will be foolish enocugh to say, "Right, that is what we
went. Okoy, you can have the rest of your programme," in the full
knowledge that if that werc to go to Cabinet it would be overturned
in 6cbinot and there would be no saving. That trick, which I hove
known tried in past years, I do not think was attempted this yeow,

T use this illustration to show that the Cobinet decigsion at the
end of the day is very much of a reality which is present in peoplels
ninds, If I may drow an analogy within the political world, there
are very few bills put forward by governments which do not et
through the House of Commons but that does not mean that goverrments
pay any attention to the House of Commons or that they can get
enything through. It is that they form a view in advence of what
they :#gns get through the House of Commons and what they cannot

and introduce only those bills which, in their judgment, they can
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get through the House of Commons. It is the same in the public
expenditure round, that very little is overturned in Ccbinet in the
public expenditure sense beccuse the Treasury and, indecd, spending
Ministers, have in mind what might be acceptable to colleagues
when they are conducting their negotistions and do not try «nd put
something forward which will not be acceptable to colleagues.
What is interesting is that I referred earlier to the Green Papex.
If you look ot the Green Paoper, chart 4 on page T does show the
tremendous shift thet there has been in the pattern of public
expenditure since 1978/79. It goes up to 1983/84 end it shows
huge increases in real terms on some programmes, others being roughly
static and on others a big reduction. It also shows how constraints,
28 it were foirs majeure, hos been a major factor in some of these
changes, whereas in other areasgii-r:, for example, we have had
o definite policy of shifting the provision to housing for thce most
pext from the public sector to the private sector, <L priorities
have affected the relative picture. I think that this particuler
pattern came about not by chance, as you might have expected equal
cuts across the board if it came about by chance., It certainly did
not come sbout by chance; it came about by a mixture of the Govern~
ment's priorities being reflected in prblic expenditure and the
constraints within which we have to operate.

Chairman: Thank you very mch, We would like to change the
subject now, IMr Howell hos some questilons,

Mr Howcll

332,  Chancellory; I would like to talk about table 2.1 and
social security,; which is the largest increase, £470 m, something
like 20 per cent. obove what was anticipated, How rmch of that is

due to the increase in uncmployment?
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(M Lewson) Only o minor proportion of that is duc to incroase

in wnemployment. I do not lmow whether Mr Scholar has the precise

Hy

figurs.,

(1 Scholor) The Commond 9123 plan assumed unemployment lovel
of 2,895 million in GB narwow towms ond the plans herc assurc & level
of 3,0 million on the same bosis.

(1 Lawson) There axc other things ond,-spocking from
memoxy, one of the big elements here, for example, has been housing
benefit which hag come to cogt congiderably moxre than we had expected.
That is not directly reloted to wcmployment at all. So I think the
anount of this increcase which is related to unemployment is, if I
renember rightly, a minor paxrt of the total.

333, In view of what you hove Just said, would it not hc advon-
tageous for everybody to understend these figures if a separate linc
were established for the cost of uncrployment so that we could see
exactly wint was happening in that axea? It seems to me o be quite
migleading that we have the Deportment of Lmployment and ~70 thexrc
and no particular heading to show what the cost of unemployment ig,
becauge this is one of the major probling confmonting the countbzy
now(and I an sure evexrybody cgrecs on that point) and I beliove, in
order to understand thecsc accounts in th~ expenditurc plans, it would
be in everybody'!s interests if we Imew what the cost of memploynent was.

Ve Lawson The detailod figurco, os you lknow, are given
in the WVhite Paper and in the Public Ixpenditure White Paper you com
neke your own calculations of what the cost of unecmployment is.

It is vory difficult to define the cost of wnermployment becouce, fox
excmple, the Youth Training Scheme, which is a training measurc on

providing very valuable training for school leavers, is moxe than just



a coot of unemployment and yot clecxly if there were no uncmployment
at all you would asgume that the training would probably be given
by the companies concernedy by 4o employers primarily rather than
by the state, or at least to a very large extent. There might still
be pome gtate training srrongement but it would not be of thut size.
So it is genuinely difficult with the various elements involved.
Regional policy agein is another bit of that. To what extent do you
attribute spending on regional policy to wmenployment? So I tThinl
you have to nmeke your own judgments. We will provide you wiih all
the detniled figurcs in the Vhite Paper and you can make your owa best
estimates, Hr Howell, as to how mmuch of that is attributable to
merploynent. When you have got the answery; of course, I am not suxc
whether that gots you any forlorder because the problem of unemployment
is not "What is the cost of wncmployment?": the problenm of
wnerployment is "What meosurves oo sensibly be teken which will
lead to o sustainable reduction in the level of unemploymentr" Whot
is what matters,

334. I hate to disagrec with you, but I think the cost of uncmploy-
nent and the cost of job crection oind all thot is very important.
It is one of the biggest arcos of expenditure there is and I thik
it ought to be clearly defined so that w> can see just how much it
is cogting in the round and whot it would cost if we adopted othex
methods to get over this problem; such as "wrrkfare" which is being
adopted in the United States.

(IL:L' Lc.'W‘uOIl) Ohy you, if you wewxe bo zeduce the level of

memployment benefit,which is inhewent in the "woxkfore" proposals,
T ageee. It is more complicated thon that but thot is the essential
element: if you do not take work you get the lower level of bene fit.

If you wmeduced the level of wnecmployment benefit you would reduce the
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cogt of wnemploymont to the taxpayox.

3%5, Following on fvom thot, what steps have wo token to find
out whot is going on in the United States, becausc you oftten refer
to the fact that unemployment levels in the United States are lowem
thon in Britain but there oxe two fundmmental reasons why this
showld be. One is wnemployment benefit stops in general after six
months ond the other thing is thabt they are instituting "woxlcfoxe"
progrommes which really does nean opplying a work test.

(M Tewson) I think the tougher social gecurity ruleg in the

Tnited States arc certainly one clement. But there is, I think, on
even more important element: thot is the much greater degrec of
flexibility of both the lobour moxket and the product markets in the
Unitod States ond the fact thot the trades unions have proportionately
for fewer members in the United States and there is far less of o
closed shope The closed shop is for less prevalent in the United
Siates. All thesc factors I thizk lecd to o level of woge settlements
which is conducive to job cmoation and the whole enterprise cultuve,
cg I have called it, which is a matter of the attitudes of management,
the formotion of new businesses, ©ll those sorts of thing, does have
& groat effect oo on the better performence in the United States,
in my Jjudgment, in crcating now jobs. Put you ame right, the welfarc
systenm is a more rigorous one, o harsher ono; in the United States than
it is in this countxy.

336. But have you oxr your Depaxinent made a study of what goes
on in the wecent M"worlcfore" syatens which are being set wp thexre?

(Mix Lawson) Oh, yes. We axe very intercsted in how othexr

countries conduct their cconomics and tlvin social legislation end
go on, certainly.

337, You have not made o specific inquiry into the American
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"yorzfore" systom?

(1 Lawson) I cammot spoek for them, but I think probably
the DISS ox the Department of limployment probably have intheixr
fikes on nccount of the Ameiicon system. I would be surprised if
they do not.

338, TFrom the point of view of expenditure?

(M Lowson) We hove no plans to introduce a "workfarc"

systom in this country if thet is whoat you are agking me.

339, You do not want to kmnow anything about it?

(M Lowson) I am vexy hoppy to read anything you wxite .

about it. I always enjoy wxeading your booklets.
340, I would rather you xeod what gooes on in the States hecouse

you want some way of having employment figures in onc specific axcd.

(M Lowson) I shell bo interesbed o Jmow wvhether this
Comaittec in its woport comes out with a recormendation thot we
ghould intwoduce tho "workfore" systom into this country. I leok
forward with even greater ecogeimess to xeading the report then I
did vhen I cntered this xoom,

(8ir Petor Middleton) On the general point, we have

spent o lot of time studying the United States and, of coursc, the
velotionship between job creation in the United States and Huwropc is
not only studied here but is being studicd in every intermational
orgenisation you can think of. An enormous amoupit of effort is guing
in, as you know.

341. Con I just tecklc you on gomething you soid ot the begimning
when you said the labour force has growm. The figures I am looking
ot do not indicate that the labour force hag grown, In fact, between
Mamch 1980 and Maxch 1984 it decrcased by 400,000,
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(1 Lawson) Vhat figures arc those?
342. TFigurcs from the Depaxtment.
(lfx Lowson) Figuves of vhat?
343%. The total working population has gone down by 300,000
inubetween those two dates.
(ix Lewson) The botel worlking pooulation ob woik?
344, No, the total working population - everybody including the
unemployed.
(1 Lawgon) If I misled you inadverbently I apologise.
My impression was certainly in tho past year or so that the working
population had been growing,
345. And the total words foxcs, the employed labour force, has
only been below what it is nowe.
(Mr Lewson) I would like to see your figures -~ I xeally would.

Can you hand them over? (Document honded to witnesses) What axve

you comparing?
346, 1980 with 1984. I think they are both marked.

(e Iowson) This is March 1980 with - thoxe is not much
difference -~ Moxrch 1984. You are taking different months? Therc is
o seasonal pattern. The working population, according to your
figures, is in March 1980 26,6 million and in Maxch 1984 27 million,
vhich I work out as an increase.

Chairmans I think perhaps we should reverme the normal procedurc
and we will let you have a note.
Mz Howell
347 » Coan I just ask you if you ame not a little complaisant
onn the slowness of the increase in unemployment becouse we are not
working on the same criterie that wo were working on o few yeors
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ago and the fact that o nistoke wos mode last yeor in thinking
unemploynent was going to fall when, in fact, it did risc becouse
we oxw not including all the categories in the unemployment figures
that we did previously; therefoxe, we are getiting wrong results,
we are deceiving ouxselves on this point which is achieving nothing.
(Ij;-c Lawson) I do not think we are deceiving ourselves at
all. Ve have made it very clecr what tho diffeorences in definition
and so.:on have produced. You can eagily worlkk out what the figures
would be on the old definition. liothing has been oncealed, there
is no self-deception, and, d€ course, you could adjust for all soxts
of reagons in different woys boyond that. Some people suspect -
and I think you are one - thot mony of those who are registexed
unemployed in many parts of the country are in fact doing woxk in
the black economy. So that the whole thing is extremely difficult
to get to grips with. So I think it is best to rest on the propo—
gition that the level of wnemployment is Yoo high, it is still
rising, though rising more slowly now, and that it is important
that we devise o whole batitcxny of policies which will enable
businesé and industry (because it is business and industry that
create the jobs, not govemment) to create the jobs of the future.
Mz Vedinwright
348, Chancellor, in youxr opcning steatoment this aftermnoon you

claimed that the total of public expenditure er.visaged for 1985-86

o]

md set out in your recent Autwm Stotenment would be the lowest

a

percentage of GLUP for a decade, bub in table 2.2 of your Auturm
Statement, which is a toble of comparisons of 185-86 projected
oxpenditure with that of the previous six years -~ and table 2.2 is

on page 23 ————-



(};I;_Lawson) Cann T interrupt you? I think you may be
labouring under a misapprehension. VWhat I was saying wpuld be
the lowest for over a decade was the PSER, the Public Sector
Borrowing Requirement, as a proportion of GDP, What you axe talking
about now is public expendituxc as o propoition of GDP, Thesc axe
obviously two different things.

349. Il I mighcared I apologise, Chancellor. You have algo
frequently in recent months dwelt on the point that the likelihood
of Tioxrth Seca oil being very ncor its peak over thisg year and next is
o further reason - I am quoting you -~ for gecking to make rapid
Progress in reducing the PSDR, Doos this mean thot, if next llaxch
you find yourself with the scope for a fiscal adjustment which is
sot out in this 4vtum Stotement, you will apply this fiscal
adjustnent for further rcducing ‘the PSDR?

(Mx Lowson) As you kuow, llr Wainwright - and we had
this discussion, I think, on this occasion lagt year -~ the decigion
on what is the appropriate PSTR for 1985-86 will be taken at the
time of the Budget and not now, and it will be taken at the time
of the Budget in the light of 2ll the various considerations which
have to be taken into account including updated information,
including the composition of the public expenditure total, including
the consonance of the borrowing wequirvement with the need to reduce
the role of growth of the money supply ot tolewoble levels of
interest »ates, All thesc things go into the asscssment thot is

mode ot budget time to reach whet is called the Budget judgment.



There ioc a presumption that obviously we will stick to the figures
in the Mediun Term Finencial Strategy, but that is not always
precisely the case. The spirit and the essence of the MIFS will
be adhered to, but as you know this year the figure for the PSBR
(which I set at the time of the Budget) was in fact below e figurs
that had been published in the previous year's Red Booke

350, Of course, certainty as to your plans must await next lexch,
a3 you have just very lucidly explained, but you have, you see,
already 1lifted the curbsain a lithle on the scenario next Mexch by
these remarks;;frmnm that having regard o Noxrth Sea oil being at
its peaks, these are the two years whan really you mist seck o
got the PSBR down. It is a opecial opportunity, and there is a
special requirvement to geb the PSBR downe Having perhaps rather
tantalisingly lifted the curtain on next March's scenario a livitle,
can you not move it a little further aside znd say whether, if your
inplied fiscal adjustment figuece of 1% billions in the Auvbtumn Statement
naterialises, it will in fact be devoted to yet fumther reduction of
the PSBR at this golden moment for doing so0.

(Me Lewson) I do not know about the particuler "golden moment"e

I thought it was an important moment to do so in this Mzrch's Budget,
and did so accordingly, but the answer so your question is no, I am
not going %o "lLift the curdain a little more" now, Whas is moare,
Mr Wainwright, if every time I 1ift the curvain in responge o
requests from this Comittee all I am $0ld is I ought $o be lifting it
gtill further, then that does not give me much incentive $o 1ifé the
curtain in the fivst place,

351s I an soryy if you should treat us like children in a IuUPSery.

(Me Lawson) Oh, no, it is not children in a murssry. I an

treating you on your meritsi
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not considered using vhat is in fact a windfall - a windfall which
you yoursclf wemo notv expecting a fow months ago - for reducing
the PSBR rather than reducing taxes?
(Mr Lewson) All life is a windfall, Mr Weinwright.
354 That is nct o statenent with which you can expect o
Yorkshireman to agres, Chancellor, and I don'®d
(Mz Lawson) Sonebimes the windfall can be a pleasani one,
and sonetines an unpleasant one, The fack that things do not turn
out as you would expect, which ig what you are talking about, does
not nean that there is sonething wrong with events. It meang that
it is your expectations that were wronge
Chairmamn.
355, It does not mean that you should not react to the changs,
Chancellore
(M _Iawgon) Mo, well, of coume we react to all these changes
and all theso factorse An elenent in determining the Budget is
judgnent, that is to say, what is the appropriate level of the PSBR
for the coning year, and that is a judgnent that I am not concealing
from you nowe I could only conceal something from you if I had already
made it, and T have not made that judgnent yete
Mr Wainwright
356, I would like to move onto the question of sales of assets.
You will recall, I an sure, & very vigorous end I think illuninating
digcuggion in this Commithee last year and also at Budget time this
year on accounting treaiment of sales of asseia, You said clsarly that
you did ftake account of sales of assets when you are Geciding the
appropriate size of ths PSBR., Well, now that it is now axpecied
that the proceeds of sales of assets next year, 1985-86, are likely
t0 be congiderably greaiser than was originally expected, do you intend
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to use those increased enhanced proceeds of gales of assoety for
further reducing the PSBR below your 7 billion?
(M Lawson) No. Everything I said in that discussion

to vwhich you allude guill stands, and perhaps it would be tedious to
go over all that discussion again, except to say that of cowrse that
is one of the factors which has to be taken into account. 4Las I
said earlicr, the composition of the public expanditure total is one
of the factors that has to be taken into account in deciding whatb
is the appropriate borrowing wequirenent. Again, I an looking
for guidance from this Comnitbteg and I shall certainly be very
disappointed indeed ~ and I hope you will not accuse ne of talking
to you ag if you were & child now - if you do not in your meport
recormend what the PSER (aftor all this discussion) for 1985-86 ought
to beo

357« We are not in the position of having full access to the
books, Chancellore

(Me_Iawscn) I think that is a bit of a cop-outbd
1 Fisher

358, Can we just clarify this peint, please? You have refemed
to the Red Book and actually quoted the relevant passage, which
was your policy at the time of the Budget. Has there been a policy
change, because now, in the Aubtm Statenent, you have re-forecast
your oil revemues upwards by 2% billion, and yet you are also at
the sans tine anticipating (and indeed the Financial Secretary in
a speach last woek seenad %o confirn this) that you are going to use
thatv upwards forecast as the prime reagon why you cen cul taxasge In
the Red Book however, you say quite cleaxrly that this psek of
0il reverme should be used to reduce the PSBRe Can we asgune there is
a change of policy cii your partd
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(M Lawgon) No, there is no change of policye

359 PRriority?

(M Lawson) A mumber of things now look as if they sre going
to turn out differently — that is always the case - in 1985-86 fron
what we thought at the tine, One of then is the level for 1985-86
of oil revenues., Other things change (n the tax side  they tend
40 change in differing directions), That is tho biggest single
change +tha® has %0 be taken into account in “daking <the Budget
Judgnent. I am sure you know this very well, Mr Fishexr, but sone
peopls do nots the figecal adjustment is & vary mechanisiic calcu-
latione It should not be held to imply what the Budget is going to
hold in the way of tax reductions. It is an indication, but it is
corbainly no pronise or pledges It io mechanigtic in this sense:
we do our best forscast which has a very very wide margin of uncertainty
at this stage, very wide margin of uncertainvy, of what the PSER
would be in 1985-86, You then deduct from that the figwre for the
PSBER in the most recent Budget Red Book, which was 7 billion, and
if you daduct that 7 billion that leaves you with a fiscal adjusiment
of 1.5 billion, but it is purely a nechanical arithmetical calculation
which gives an indication of the ball park on present estimalcs in
which the Budget night bee Hot only may estinabtes change as we nove
nearer the Budget in the light of later information, one wey or the
other, but of course the judgnent that is enerciscd at dhat stage, and
at thig stage, is pursly an avithmetical calculation.

360. I accept thab, Chancellar, but your Financial Sccretary, when
speaking to the Sun Life Assurance Investnent Seninar -~ o crucial
event in the finamcial calendar ~ sald, and it presunably was not a
chance remark because it is actually printed in the T.easury's press
release: "The Chancollor's Autunn Statenent confirmed that there should
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ba roon for further tax cuts in the next Budget". That sart of
fiscal adjugtment?

(M Lawson) Certainly, I thirk that is trus, He did not say
there should be roon for 15 billion of further tax cutse He was
being appropriate cautious, as befits a responsible Treaguxr Ministere

361 A8 you say, this whole matter is subject to wide verigtions
and indeed, Sir Terence Burns, when kindly giving evidenca %o us on
Monday, volunteered the information o this Camititec, and I an
sure you have had a chance %o read; that his estimate of a 1 percent.
change in the gberling/dollar exchange rate would lead Ho & £150 nillion
adjustment, so that from that we can estinate that a 10 psr caente
change in the sterling/dollar exchange rabe would actually wipe out
or could wipe cut this fiscal adjustments Would you agrce with that?

(8ir Terence Burns) Could I make one cament? I think

I said "one per cenbts change in the sterling oil price"s  Vhether
or not that one per csnbt. changs in the pctmd/dollar exchange rate
will actually lead %0 o one per cent, change in the sterling oil
price depends of course upon what is happening to the oil price,
and it does matter whether The bilateral change in ths exchangs
rate is due to changes in sterling or in the dollar, bscaunse we
know that changes in the dollar effective exchange rate can

very well affect the price of oil, It is not quite ap gimple as
all that,

362, I an sure, Chancellor, you would agree that how those two
things are relatod and havs been ovar the lagt year or so would
suggest that over the last yearcts twends, one would lead Lo the other,
Would you confirm that? If you do confirm {that, would you say
that that means that the whole policy dowards fiscal adjusinents
or tax cuts is rather a chancy and variable thing, and o slight risk -

a, hazard?
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(Mx Lewgon) Yes. I have never attempied to deny that my
job is a difficul¥ one, and you have unerringly put your finger on
one of the reasons why it is a difficult ons, but so far whatb
we have nmanaged ©0 secure is our objective of, despite all thsse
difficulties, getting the PSBR gteadily lower as a proportion of
GDP, and that is the objective we have achieved and we have
achieved it in recent years with a reduction in taxabion and I
hope that we shall be able to continue and I believe we shall.
The Green Paper shows that with the corts of policies on public
expenditure which I was referring %o earlier, we will be able %o have
increasing scope for.reductions in taxation, even though it is positved
that the oil revenue?on a declining trende I feel that this is
sonething which we have b0 live with, which anybody doing my job
would have to live with, but therve do tend in practice tc be offsetiing

factors if there is a big change in one of these elencntse
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363, I think we all appreciate the difficulty of your jobs
it is only too apperent, and also the very chancy and varieble
tactics, but you are today being very cautious, approprictely
cautious about it.

(Mr_Lawson) So I wes when I gave the oral statement to
the House of Commons and, indeed, so is the document itself,

364, I have just read to you one sentence from your Fincnce
Secretary's speech to the Sun Life Assurance seminar, but in the
next one he actually specifies that we could reduce the buwrden of
tax by about £1% bn for the year 1985/86, so he, unlike you, is
not being cautious?

(1 Lewson) No, he was saying if events turn out as
they look like doing at the present time but he would no more deny
than I would the margin of uncertainty that there is.

565, I do not wish to get you into any further trouble so
con we move on slightly. I think you would agree that one of the
most varioble and chency elements is what is going to happen to the
storling-dollar exchange rate, Is it now still your policy, as you
told us last year, that you do not have a target for that exchange
rate?

(i Lawson) Yes.

366, And yet you recognise that it is actually crucial ond
fundamental to the whole fiscal adjustment you might want to make
later in the year and you still do not have e btarget for it?

(M _Lawson) That is really wishing would moke it so.

It would not be sensible to have a target for the sterling-dollexr
exchange rate, Almost certainly you would not bte able to achieve
the target if you did set yourself a target ocnd in order to txy

and achieve it you would have to take all sorts of policy decisions
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which would not make sense in economic policy terms in all
probability. Therefore, we do not have a target but it does not
follow from that that we are not affected by the sterling-dollar
exchange ratee We do not have o target for the United States
Tederal Budget deficit but we axe certainly affected by thou.

367, And you hove o view on the United States Federal Budget
deficit? 4

(Ve Lawggg) Yes, I would rather see it lower. I have
mede that clear on o number of occasions.

368, But if it was lower would that not actually lead to lower
interest »otes in the United Stotes and would it not quite possibly
lead to a stronger pound end lower oil revenues and, therefore,
in your fiscal adjustment next year possibly your view of what is
desirable in the States would actually curpletcily Linih s
options for next year?

(Mr _Lowson) No, I do not think so, I think whot would
be likely to happen would b> thaot you would have a lower lovel of
interest rotes worldwide and I think that would be to the benefitb,
of -th: world secnoyt ad of the debtor nations in porticular, but it
would also be beneficial to this country,

369. How would it be beneficial t¢ this country because it
would presumably lead to o stronger pound and lower oil revenues
and, therefore, the upward foruccst you have made of #2% bn of oil
revenues would not toke place and, therefore, you would not be in
a position to maoke this fiscal adjustment or trx cuts of vhotover
proportions noxt year, so you hove a very strong vested interest
in the opposite view to the one you profess of the US Federol

deficit?
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(M Lowson) In the first place, Mr Fisher, it is difficult
to predict whot effect o given reduction in the American Budget
doficit would have on the sterling-dollar exchange rote, and thosc
people who have tried to predict the sterling-dollar exchonge rate
in the past, including, I think, all of us ‘in this room, hwve not
had a conspicuously successful track record, which is one of tho
rcasons we do not do it in public; at least I do not; I think the
"geribblers" do! So, it is exbremely difficult to prediet from a
given reduction in the Americen Budget deficit and I must confess
I do not sce any early signs of that coming about., But it is not
difficult to predict from thaot what would happen to the sterling-
dollar exchange rate. You then have to take into account what would
be the consequences in this new economic world for the dollar oil
price and, as Sir Terence Burns was pointing out, you have also
to toke into account what other changes thers would be ond what
effect they would have on the 1likely tax tot:l. T mzvoimse fron
0il taxation are only o ninor poxt. So, I think it is extremely
difficult to predict. I would not, therefore, accept your conclusion
for o moment but, more importently, I would dissent very strongly
from the hypothesis that you appeer either to imply or ot least
impute to me that it is the primaxy object of Govermment policy
to have the highest possible sterling oil price. It is note.

370, Chancelior, I would not dispute that. It is not on
exact science and I think everybody in the room would toke Sir
Terenco's point thet it is open to varistion, but all T saild was
that it could lead and I would hove thought most peoile would ngree
with me that that is on the margin of o more likely ayg,g;usc:z»

of events rumning from o reduced deficit.
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(If_Lowson) VWhat is o more likely event?

371, The one I suggested, - of lower interest rates,
therefore a stronger pound, therefore reduced 0il wevenues and,
therefore, no fiscal adjustment for you next year?

(1 Lowson) We will have to see whether there is o
fiscal adjustment next year, and if it would not be improper,
we could no doubt each write down o figure on a piece of paper amd
have o wager and whoever is closer to it would win.

372 I am not a betting meni

(Mr Lawson) One of the factors you have not token into
account is thet in so for as the strength of the dollax is affected
by interest rates, it is probobly relative interest rates which
are important and if interest rates in this country are also coming
down as well ag interest rotes in the United States, those
relative intercst rotes need not change at all.

375, You hove made great ploy since you have been Chancellow
of being a proponent of "sound money", as you call it, which I
toke it you would agree means o strong pound? Would you agree
with that?

(Mr Lewson) No. VWhat I mean by "sound money" is o low
and declining level of inflation with *he ultimate objective of
having no inflation at 211, That is what I mean by "sound moncy".

%74, Can I agk a direct question, Do you actually went a strong
pound?

(M Lowson) T believe thot it is the market which will
deternine the level of a currency.

375. I am asking what you want rather than what is likely to

happen?



(M Lawson) Hoving said that - and that is probably why
we do not have taorgets ~ obviously, other things being equal
I would certainly not want to see a depreciating currency in
external terms any more thoan I went to see o depreciating currency
in internal terms.

376,  Even though, os I sce it from this Autum Stotemont -
I may be totally misreading it ~ your whole prosperity end
philosophy, your aspirations for o fiscal adjustment or tax cubs
next year, depend on there being a continuing weak pound?

(I _Lgwson) Wo. You think the pound is wosk ot the
moment, do you?

2T I think you wouldlike it to be weaker.
(1% Lawson) But do you think it is weak at the moment?
378, It is weakening; it is down to 1,20 today.

(Mr Lewson) The acssumption on whiczh the forecast is nade
is that the exchonge rate will not be very different in 1985/86
from what it is now. That is o fairly conventional cssumption.
There is no assumption thot the pound is going to wecken., DIut
different people have different views. There cre some people who
think the pound is weak at the present time; there are some people
who feel thot the pound is quite strong at the present time.

It depends o lot on whether you prefer looking ot the dollaw-sterling
exchange rate or the deutschmark exchange rute.

(8ix Peter Middleton) But the fact is that most of the
chenges thet have teken plece in the cxchenge rote have been the
result of US policy, not ouxs, and it is a bit much to think they
are busily pushing up the dollar in order to reduce our budget

deficit,
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Chairman
%379. VWhat was the date of the forecast in the Autum Stotement,
Choncellor? VWhen was the forecast made?

(Six Terence Burns) It was finolised just preceding

publication.

(M ILowson) Shortly before. We try and get it as up to
date as we can.

380, On vhot assumption, then, about the exchange rate?

(1 Lowson) The assumption about exchonge rote, if I
renember rightly but Sir Terence Burns must give the detail, wos
that the exchonge rote would not be greatly changed from its
present level.

381, And in dollor terms roughly 1,207

(sir Petor Middleton) It is the effective wate.

382, And the some effective rate as it is at the moment,
roughly?

(Mr Lewson) We did not assume or write in any dvemctic
chonge in the sterling-dolleor exchonge rate.

(8ixr Terence Burns ) To answer your question precisely,
we camnot finalise the forecost until we have the results of the
public expenditure exercise, so the ccrrect answer toyour question
is something like the end of the week before the Auvtumn Statenent.

lr Freeman
383, Could I ask you chout asset sales., We have forecast
next year in 1985/ /86 through privatisation progrormes cn increase
of £ bn in receipts ond in terms of council house szles, another
£430 m in terms of receipts. To whot extent in both categories
is this increased amount of veceipts the result of finoncing

pressure or are both these genuinely windfalls?
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(M _Lewson) In texms of the privatisation progrome

they ore certainly our best estimates of what we are going to get.
I do not know what you meon by "financing pressure". Ve have o
contimiing progromme which we are pushing ahead with os fast os
we cen and the privotisotien programe seems to have had o geod day
today, as far as I can make out. T think by the close of business
last night they had had 15 million applications for British Telecom
shares and o 101_: nowe ore Qoming in today and they are still
counting. That, of coursc, is quite a key element in the yecrs thot
we ave talking about. Then there are other privatisation plens, of
vhich you are well cware.and which I know you fully support, ond
they are vory important, As I say, we are pushing checd with a
steady progromme os fost as we practically can and our best egbinmote
is a higher estimote for 1985/86 then we mode at the time of the
Vhite Paper. On council house sales, iftis  slighBly’
more complicated there becomse there are three elements in that,
There is, first of 2ll, the muber of houses which we think we can
sell; secondly, there is the price we thiunk they are going to fetch,
ond thirdly, there is the proportion thot are financed privately
through the building societies rether than through local authority
nortgages, which has no public expendiivure benefit. All the eloments
are in play but one of the elements here is that it now looks on the
evidence as if the building societies are going to finonce o higher
proportion of council house sales than we had earlier enviscged,
but these are our best estimates of what is going to happen.

: 384. Bul you are seying these figures, as it were, hove been
given to you, that the result of the privc:‘gix’*.u'n’;-:?.o;.t-. poxion ehiasicn e &
will produce £25 bn, It is not you saying, "I need £27 bn next

yoar not £2 bn, Accelerate the programme"?
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(i Lowson) We hove obviously discussed this with other
departments, sponsor departments. There is always pressure fron
the Treasury on the sponsor depertments to get ahead with the
privatisation prograrmme, pressurc from the Treasury on the Deport-
nent of the Fnviromment to get ahead with the council house scles
progromme and provide the finonce, but I would say by and large
my collecgues do not need all thot rmuch prodding becauvse they are
enthusisstic supporters of these policies thomselves.

385. Could I ask & question about the public sector pay
increcses next year because the Autum Statement assumes 3 pex
cent, in aggregate in public sector pay. Is thot a taxrget or o
foreccast?

§I~I:c Lowson) It is the poy fuctors It is the woy we have
opercted for many yeors now cnd it hos not chonged. The provision
is given. ' The deportments oxe given provision for o 3 percent poy

nctor and they have to live within thot.

3864 50 it is o target?

(I Lewson That is their budget. There is scope within
that provision in various woys(ond ke Scholox would be hoppy to go
into the detail if you wish) for an average increase in excess of the
percentoge given by the poy foctor.

58T+ T4 would be foir to say do the extent thot setitlements
were higher thon thot civil sowvents wexe Literally pricing themselves
out of the job., That would be the practicnl effect bocause those
arc linits per departmente

(M Lowson) Yes, it is o little bit more complicated thon
thot but corbainly, .oizhoush we do have a scparxate policy for Civil
Service mmbers, there is on top of thot an interaction between pay
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and mmbers. The problem that we face ~ and I do not know whether
we have time to go into it now - is that we have had nothing like
the some reduction in the very much larger number of local authority
employecs that we have been able to secure within the Civil Scrvice
which ig within our own control.

388, How hag this yeor tummed out in comparison with the com-
paxrable forecast for last yeax? Was the provision adequate?
Was the target coxrect?

(M Lawson) Do we yet have the figuxes?

(Ik Scholar) Ve have not got the figuwes yot bub, as you
will be awore, we had o pay factoxr of 3 perxcent built into the
plong this year and there has beon o €ivil Rcrbice settlement
somevhat above that figurec,

Chodrman
289+ How much moxe?
(1 Scholar) The scttlement was 4.
390+ Fifty percent up.

(M:c ¢ Scholar) It wos indeed above that figure.

Lows Q) One and o holf percent, not fifty porcent.
My Fisk
391¢ A Imdred and £ifty pexcent,

(Mr Lowson) The 1} is »ight becouse what is importont is
the public expenditure total, the total amount of pay for civil
servants, not just the incrcase-— the totol amount of pay. The total

14 percents

amount of pay has gonc up by on extra 1L
Choirmon: We axe cléax obont the concept. Whether it is worrying

or not we will have to congidez.
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Ik Froeman
392, L wderstand those figures. Let me come back to the basic
questions taking into cccount the rovement in numbers, vhat is youx
best estimate of the outburn this year on thoe incroase in aggregote
public sector pay in cash temms? Is it less than 45, 7 orcens?

(1fz Scholar) o, we have not got an estimate at the moment
of that element of the overall outturn. We are not yet at that stage
in the year when we could sensibly produce an estimate of This
clement of the public expenditure plamming total, but I can say that
go fex in the curxent year deporiments seen to be menaging within the
provision with which they begon the year. There have not beeny so
for as I am aware, any Supplemontosy Bestimates yet before the House
in xrelation to the pay Votes.

393. Just to be clear cbout this, pay went up 45 pordeitt and the
deportments cre steying within a 3 percent aggregate cash incresse?

(M Scholar) So far.

394, My third and final question concerns local government current
spenditure. Could you lock at page 21 of the Auturm Statement?
My question concerns :bhe paxegeaph 2.27. The background is that
each year in the Autumn Statement there is an acknowledgement that,
through pressures we are woll awaxc of in local govemment cuxwent
expenditure, additional provision has to be made not only for tho
current year but also for the next yeox. How, therefore, choutd this
Cormittee view the stabtenent that, for 1984~85 campared with 1985-~86,
in 1985-86 there would be a weal reduction of 3 percent in local
government current expendituxe when, as I say, history hos indicated
that each year over-provision or additional provision is necessaxry?

11 Lawson T think we reckon that this is rvealistic ©
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- much more realistic than in the past - bubt it is very difficult
to be precisely certain about this for the reasons that have been
given here, the reasons I gave ;i.n ny introduction, that we have
increased provision by a billion pounds ox thereaboubs and the
shire countims, who had o particular problem, have been alliwed an

increasc of something like 45 pomcent, roughly in line with inflation.

The problem has been with a particular number of authoritics and

these axe now subjected to rate—coppings that was not inn place beforc.
That is why the expectation is that we will be able to get that reduc—
tion in real terms. Thexe is also the fact, of course, which rclates
to the earlier point I mode,thet of local authorities! expenditurc
sonething like two-thirds is on poy and that is an amolgan of the
rateg of pay and alsgo nunbers. Local authorities cextainly have

gcope for reducing numbers as I indicated esxlier. Finally there

is the foct that the biggest element in the local authority expenditure
ig education and pupil numbers axe on o declining trend.

395, S0 to a certain oxtent the additional provision made fox
1985-86 of about a billion wes the consequence of carefully reviewing
the proctical implications of xote—capping?

(Mz Lawson) And these other factors.

396. And these other foctors, ~nd when we come to look at the
Auvturm Statement 1985 we will hove come to the end of thesc very
significant additional provisions that have to “e made?

(};&L_;t I;@l%&‘—}) Well, in 19385 rate-capping will still be in
force. I am not quite surc I wndersiond the point you are making.
Rate—~copping will still be in force then too.

397. Xos, but you have made provision for 1985-86 in this Autuwm
Statenent for approximately another billion for local authority curxent

cxpenditure?
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if that is, as you hint in your paregraph, almost entirvely duc to
your estimate of what moritgags rates will be in the last quarter of
19857
(i Lawson) Thot is certainly a major cloment in it, yos.
401 If you are anticipating no increase whatever in the moxtgage
rates from now, how does that squexre with your estimates in othex
puilic spending parts of the Aot Statenent of a very substanbicl
increase in the cogt of intorest on public debt?
(e Tawson) That is quite a different natiter.
402, They are both interest raites, Chanrellor,
(1 Lawson) We did have an exchange, I renenber, across
the floor of the House, Mr Walmawright, on this very point,
403, Bu% I had not then the advantage of this very interesting
table of yourse
(1 Lawson) No, but you had the advantage of my answer,
which really dealt with e natterd I think I have got il hews,
Vhat has happened is that intersea® rates have gone higher this year
and particularly interest ratos gonecrally are higher this year then we
had expecteds We also now think they will be higher next year
than we previously expected, so that goes up and the debt interes®
burden goes up as a resulte Starting fion where we are now, however,
we expected interest rates %o be coming down, Is that clear? Because
you gee they have already gone vp this year.
M Wainwrights Yese
Chairnan
404 Is thore not an apparent inconsistency between the assumpiion
you are naking in the section on the norigage/housingdde, end the

assunption you ars noking elagwherce in your Statenent?
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@h: Lawson) No, I do not see ite VWhat is the inconsiatency?

Chairnan: The reason Mr Waimmeight nentioned « We may well be

wrong, but it seens to us there was some inconsistency.
Mr Wainwright

405 There does seen %0 me to be an encrnous drop = your forecast
goes from a 105 per cent. anmal rate of increase in this cwrrend
quarter of this present year down to a mere 4 per cent, aummal
rate of increase next year, and I still find it difficul® %o
reconcile thate

(Me_Lewson) Well, the BP'I changes dep:nding on which nonths -
the nortgage impace on RPI changes can be very considerable, This is
not the only factor but perhaps if you would like %o go in%o details
I an sure Sir Terence would be happy %o snlighien you.

406, It would be helpful.

(8ir Terence Burns) I think the difficulty you ars having
in geeing the consistency of these figures is partly because of the
way in which the morbgags rate affects the RPI, The fact thal we have
the 104 per cent. figure in the fourth quexter of 1984 reflscts
the relative position of the nortgegs rate in the fourth quarter of
1984 relative to the fourth quarier of 1983, The figure for
the 1985 fourth quearier reflects the exrected level of the nortgage
rate in the fourth quarbsr of 1985 relative to the fourth quarter of
1984, The fact that the "4" is a good deal leas than the wLOLM
has got much to do with the extent to which the marigage rute in the
fourth quarder of this year is higher than it was in the fourth quarter
of 1983, and you cmmmot deduce from that any incongistency with
the levels of debt inberest paynsnts. I can assure you that they are
totally consigtents

407 Well, it would be very interesting, without doubting your
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agpsurance, if we could have the break down of the figues, so that
there is sonothing rather nore concrete 4o go one
(Mr Lawson) You would like a note on this poink, would you?
4080 Yes,
(e Iawson) We will let you have a note on this pointe
(Sir _Terence Burng) Also can I cuphasise of course thatb
wa were discussing when I wag here on Mondey the comparison you were
naking between the expentations ot the time of the Budget and the
expectations now. That does not Hell us anything about the level
in 1965-86 comparad %o the level in 1984~85, The Chancellcr has
suggested the mumbers hewve ave quite consiptent with a low lavel of
interest rates in 1985~86 than with 1984~85.
409, A% the very least then are we entitled to derive from theso
figures that you awe asstning that there is o be no rise in the mortgage
rate at all fron now to and including the last quarter of 19857 Thexe
must have been an agsunption nadee
(Mr Lawson) That is right.
(8ir Terence Burns) Yese We are not expecting the
nortgage rate in the fourth quaxter of 1985 %o be higher then the
average in the fourth quarter of 1984 In fact we would expect®
it o be lowers
Chairmans Thank you. I think it would be helpful if we could
have a note on that paxbticular point,
Mr Walnweight
410 During a 2acens debate on tha fleor of the House on unenployment
you gave the Houss the very interesting and useful caloulation that no
doubt in approxinaite terms the 1 per cents, reduction in real wages would
tend to raise enployment by about 200,000, Because nobody questioned you
at the tine, can I ask you now whether you were speaking of 200,000
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nore full tine jobs, or did your estimate include a lot of pant
tine jobs?

(Mr Lawson) My estimate was about jobs based on our
experience of the economy - it was not specifically about full $ins
Jjobae

411 Ao you happy that when unenploynent figures are so crucial,
both for the Treasury itself and for the public at largs, there is
sufficient clear diffexentiation between increases in full %ime
jobs apd increases in part tine jobs, some of which nay be very part
time indeed?

(Me Lawson) No, I do not think some of them arse "very pard
tine indeed", but I think the point is really this: what I was
secking to show is that the rclationship there is (and it builds up
over tine) between cl.anges in real wages, average real wages, and
changes in the level of enploynment, and there is a very clear comection
and a very clear relabtionship, I think you discussed this with
Sir Terence Burms on londay, and as I indicated at the end of ‘
ny opening renarks, I hope to publish some further work on this in
due course, fairly soon., There is a very clear relationship and I
felt it night be halpful 4o the House if I were %o indicate in
very general terms the owvder of megnitude and that is what I
was doings It is impossible to be absolutely precise; and to say how
this was going to brsesk down between full tinmc jobs and part Vime,
but if you accept (and I +think most people do accept this) that there is
this relationship between pay and jobs, then I do think that
conclugions follow fron tha®t as o what is going o be necessary

if we have to have a dccisive change in the twrend of unemploynents
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Chadrnan

412, Chancellor, this is clearly a very important issus, not least
foar those who are unenployed. You said it in general terms, but the
Statenent as I recallect it was that a 1 per cent, reduction in real
wages would tend to raise employment by about 200,000, Thero is clearly
a trenendous difference in whether that 200,000 is full %ime jobs
or half +tinee If it is all half tine jobs, the full ¥ime equivalensy
is only 100, VWhat we are saying is are you saying you havs
nade an eatinate of 200,000 full {tine or full tine equivalents?

(1 Lawson) I% is based xeally on the nmix of the econony

as it is at tho present tine.

413¢ The proportions ame the sane as the uresent proportion betwesn
full and part tine jobse.

(Mg Lawgon)  Droally speaking,
414, Ve do not have any figures for that, do we?
(Me Iawson) Well, you do, yese We do have figures for
thate I think it is an inportant subjecte I think you arve
absclutely »ight, r Chairnan, and that is why I shall be publishing
this nore detailed work on this subject in due course, which Sir Terence
Burns and his econmists have been working ony, and I do no% kaow whether
you would like %0 agk hin any further quastions now, but this will
be published, and it will be available for everybody to discusse I
think it is a very inportant pointe
Mr Wadimwright

4150 Since Chancellor you nake no secretbs abt all of attaching so
mich inportance to the level of real wages, and you gave this calculation
to the House not just as an acadenic mugget, how do you see this
reduction in real wagss coning about, or how would you like it ‘o
cone about? By whay nmechanisn?
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(M Tewson) I would like t0 see it coming about by renoving

the inpedinents to the effect warking of the labour narkets
415 Could you enlerge on that? That in itself is a rather
generalised reply.

(Mr Lawson) Well, there is a whole range of factces which
put inpedinents in the way of the efficient working of the labour
narket at the present tine. The trade union legislation is one
of the ways in which we have changed things, but there scs alsc
%he changes that we have made in the Enploynent Protection Agte
There are other natters which are under exanination at the present

tine,
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There is also the cbolition of the national insurance surchorge
which I introduced in the Budget this year which, of course,
only came into effect on lst October,which is only o few wecks
ago, and it has not really had its full effect yet on the lobour
market.
M Howell
417,  Chancellor, you seem to be ignorin; the foot thotb
supplementcry ond social security levels affect this motter?
(¥ _Lowson) Yes, I should not have ignored them.
The relationship between pay in work and pay out of work is vexry
important, of course, and that is one of the main recsons why we
introduced the liability to unemployment benefit supplementory
being eligible for tax in the 1982 Budget. There was o further
change in supplenentary benefit, as you know, which wos cnnounced
ot the time of the Autumn Statement this year.
418,  But there are still mcsses of people who cre better off
out of work thon in work, which I am sure youvwill Tecognise?
(ke Lawson) It is o little bit late, subject to the
Chairmrm"s views, to emboxrk on thot subject agoin this afternoon.
Choirmen
419, I think this is one we have touched on previously.
(M _Lawson) I seem to wmecall it.
Mr Budgen
420, Chancelloxr, you talk about the need to reduce real
wages.
(M Lawsgq) I have not actually said that., I said the
need to have a lower incrense in real wages or even & zero increase
in average ol woges. I have never talked about an actual

reduction in wage rotes.
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421, A reduction in the rate of increase?
(M Lowson) Yes.
Chairmen
422, I thought the Stotement with regard to the 200,000
was referring to o reduction of real wages. Was that wrong?

(IIT::-.Lawson) No, compored with what would otherwise haoppen
to real wages, that is to soy, if they were goinzg up by 3 per cent.
If they only went up by 2 per cent, instead of 3 per cent. that
would be the effect when it is fully worked through.

1 Budgen
423. But ore there not dengers in talking like thot, parsicularly
for a Tory, because our party has been the party of a most rigid
end authoritarion control of wages by statute and does it not give
the impression that we are preparing the ground for some form of
statutory woge control?

(1 Lay«gon) No, you know me well enough to know thog
nothing would be further fro mmy mind, I do not know anybody who
has thought this CGovermment is lnying the ground for that. The
arguments agoinst & stotutory pay policy are so many and so
powerful that we hove no intention whatever of going along that
route and, indeed; I think experience ghows the force of those
argunents.

424, Tt cerbainly night be nisunderstond by some employees,
night it not, because they see povsrful people like you soying
how pleased the establishment is that company liquidity has risen
greatly and that companies are in a good pogition to invest?

Is not en employce going to say, "We have had o rotten time for o
few yeors, We are hoping to do o bit better; and that is whoi

we think one of the advontoges of free maxrkets is"?
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(M Lowson) In a frec economy an employee is entitled to
say enything ond differvent employees, different workers, will get
different sorts of pay increases. That is perfectly sensible cnd
right in o free economy, dcpending on the demend for the particulcx
kind of work and the pariticuloxr sorts of skills involved, bat iv is
quite wrong to say to workers, that is to say, those in work, who
night get a wage increase or X or Y that they have had o rough
time, They have not. Ieal wages have been going up steadily:

The people who have had o hard time are the people who have lost
their jobs altogether and are uncmployed. I faoil to see the logic
of compensating those who are in work for the suffering of the
unenployed,

425, It might give the impression, though, that you werc trying
to talk wages down on behialf of the employers, might it not?

(i Lowson) Mo, I think my remorks ave addressed to
employers.,

426, Are not employers entitled to say to you thewre are o
number of things that you con do to increase the mobility of lobour
and you are very coy about it.

(1% Lawson) Go on.

427 The Rent Act —~ ¥ou are coy akout that, are you not,
Choncellor?

(1 Lawson) I do not Xmow about teing coy ebout that,

It is perfectly true that we have not abolished rent control.

I think we have increcsed mobility very comsiderably in another
aroa of housing by the policy of council house sales, because
obviously +he moan who owns his house is more mobile than the

one who is o tenonmt, In the private rented sector T think there is

o problem. So long as theie is the fear in some peoplels minds -
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and I agree it is o graduelly receding one, but so long asg the feor
is still there that there may one dey be a Lebour government

vhich would impose wrigid rent control, then people are unlikely
to invest their money inprivito rented property.

428, Choncellor, we all know the various things thot oz be
done to increase the mobility of the labour market. There is no
point in going down the checklist with you,

(M Lowson) We are doing these things, as I soy.

429, Vhere have you mude o speech in which you heve said if
the key priority of our soclety is rapidly to reduce uncmployment
without reflation, there are o mumber of specific areas of policy
which ought to be adjusted, whether it is the Rent Ac’r[, the
wages oouncils; the national insurance charges, the Redundency
Poyments Acty all those things? Vhere have you made o speech in
which you have tried to mobilise support against these vorious
rigidities?

(M _Lgwson) Mr Budgen, let me soy two things. Fivst of
all, there are o mumber of measures we hove already token, on the
notional insurcnce surchorge, on ocuncil house sales and so on and
go forth, and they have improved mobility. I have nade speeches
saying that but they do not attract o g.eat deal of attention
becouse people are not particularly interested, I think, in thot
aspect of our economic policy, importont thcagh it is. ALlso, o
lot of the measures to encourage business start-ups are an attempt
to create o mowve flexible market by having a stronger new business,
small business, sector, All those things I talk cbout, As for
tolking cbout things thet we at the present time moy be discussing
among ourselves collectively but have not reached conclusions cbouy
it is a little bit odd coming from you when you begen this by giving

me & lecture on Cabinet Government,
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Mo Budgen: No, I will not be so impertinent as to reverse

roles with you to answer your questions.
Chadirmon

430, Chancellor, I think you should not assume automatically
that questiems designed to find out your views are ones wheme we
necessarily accept the implied assumptions or their base, I want
to tie up two loose ends which still remein to be cleaxed before
we finish, We did have some discussions with Six Terrmce and
lMr Scholar earlier in the week on the question of lixternal Finoneing
Limits for the nationnlised industries and one of thom wos with
regord to the water industry, where I think we were concerned ot
the speed with which you were proposing tc raise the rote of return
in that particular industry. We were not sure on which basgis the
cepital wes being calculated, whether on a replacement cost or
an historic cost basis. We understond that it was; in fact, being
calculated on o replacement cost basis. Could you, nonetheless,
tell us what rote of return you intend to get from the water
industry under the new policy calculctad on the historic cost
basis?

(1 quson) I could not tell you., MNMaybe we could Feay

provide that but I do not think it is of the slightest intereat,
All that o historic cost tells you is how much inflotion there
has been over the pericd of the lifetime of the asset. That is
all that tells you, It is interesting for some purposes but not for
setting appropriate returns for the woater industry or, indecd, for

the price of water,
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431. 1 ;bhough'b it was wortlwhile clarifying that particular
point. We shall no doubt look foxward to the Inland Revemue adopting
a similar principle so far as replacement cost is concerned. Lot us
lcave it on one side., Could I just clear onc other point: you
gtresged throughout your Autugm Statement the ifaet that public
oxpenditure has been held within the planned 1985-86 White Papemr Linit.
Ngnetheless, it would eppear that the estimates for assct sales,
vhich I think have beon referred to carlier, have been raiscd by
nearly a billion pounds,

(1 Lawson) I onm sorxy, moy I say on the Reverue point
$o make it clear that the Revenue is in o totally different busincss.
The Revenue is in the business of collecting whatever tax it io
necessoxry to collect on o beasis that is certain. The only thing
that ig absolutely cortain clearly is the historic cost, so it hag
40 be based on thet. But if you were to allow people to xevalue
their agsets o whatever they folt like and base their tax bill on
that, it would lead %o a cortain cmount of arbitrariness in the
gystem of tax collection which would not weally be consisgtent with
good. government.

432, Tt is cqually arbitrexry to rovalue the assets of the wolex
authorities in cé.lculating the rete of returm they are getting on
copitel investment. I think we are probably going ‘too broadly.

(Siz Peter Middleton) No.

433, Tawcos jush pubtting to Jou Hat you have maintained in
your coarliecr statoments thot the plamning total for 1985~86 haog
been held within the White Paper linit and I was going on to soy,
before you came in a moment ox two ago, that nonotheless the estimoies
for assct sales have been reised by nearly o billion pounds cad, of
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course, additionol council house sales and the removal of the
notional insurance surchorge howe benefited the departments by
about half a billion pounds and gross debt intercst estimates
have been increased by 2 billion pounds or so to 16% billion,
Would it not therefore be truc to say that, if one looks at the
picturce broadly, there has Deen o significant increase in public
expenditume over the original proposals?

(Iic Lawson) No. On the two main points, on the tax side
it is perfectly true that depariments hove had less to pay by way
of nationalinsurance surcharge and this was docked off them, butb
one. has to teke into account also that ag & xrosult of Budget changoes
they hawve had more to poy in VAT and also Coxporation Tox.
So it scemed, toking all these togethow, that it woas rcasonable to
gtick to the White Popexr figure which was 132,1 billion and he
that as 'biw gsort of target within vhich we wanted to get.
As for the assct sales, the privatisation sales as Me Freomon pointed
out, and council housc sales, these are higher, yes, indeed; but the
convention has not changed. It hos been in operation for as long os
I can vemember, and certainly before this Government ceme into office,
end just as acquisitions of agscts add to the public expenditure,
sales of assets reduce public expenditare. But it is, of course,
cqually true that in mony woys the natuve of this reduction in
public expenditure in ccononic terms is different from the naturc
of o reduction in public expenditure in other ways. IT could well
be very different. This, os I soid, is token into account in
setbing the appropriate borrowing requivement when it comes to the
tine of the Budget. So we do toke all this into account and I did

this year. But, although it is not true to say that the impact of
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agset sales is different from the impact of other exponditure

5

accounts, to say, as it worc, thesc asscl sales have no cconomic
effeet, no monetary effect at all, would be wholly wrong and,
therefore, it is wholly wwrong just to diswregard them.

Choirmans Chancellor, we would like to thank you and your
colleggues very much indecd for the evidence you have given us.
We obviously nced %o congider vexy cexcefully the various points which
have been made and the answers you have given. We would be grotoful
for the notes which have becn montioned in the course of ouw dis-
cusgion. As you kumow, we hope to produce o weport within the next
weolr o so. Thank you very rmmch indeed for coming this aficrnoon,

— R Bva pew bwe woe g e
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AUTUMN STATEMENT DEBATE

You will want to see the report by the Treasury Committee
(which I hope we may see on Monday) before deciding on the

final shape of your speech for Thursday's debate.

2 Meanwhile, we have put together some building blocks
on the areas you thought you might wish to cover anyway. We
have not attempted at this stage to weld them into a continuous
speech, since your office thought it would be most helpful
to let you have as much material as possible for your return
from Paris. The main building blocks (some of which are at

present much too long) include:

(a) a short introductory passage with the usual courtesies

to the Treasury Committee;

(b) a passage about the Autumn Statement and the main
themes of policy: this is 1largely taken from your

opening remarks to the Treasury Committee;

(c) an international passage, dealing with the world
economy, the US and international debt: this is

rather on the long side but can easily be shortened;

il
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(d) a passage on the markets and interest rates;

(e) NEDC and the return of the TUC;

(f) a passage on supply side, picking out some of the

points from the forthcoming EPR Supplement;

(g) the success of the BT flotation and privatisation
generally: this can be 1looked at again on Monday

in the light of fuller information;

(h) an all purpose piece on public expenditure.
(i) a reprise of the real pay and jobs issue;
31 I understand that Mr Lilley is working on a passage on

the Opposition fallacies which he plans to let you have after

=~ the weekend.

4. To cover possible interventions, I am also attaching

the notes Mr Faulkner prepared on student grants for the
Treasury Committee hearing. I have also commissioned defensive
material for next week on the other issues you mentioned:
Mr Walker's Macmillan lecture; root and branch substantiation
of the comparisons with the last Labour Government which you
used 1in the Queen's Speech debate; the pressure for lower
employers' NICs; and (in case Mr Budgen returns to the charge)

the milk super-levy.

Bis As a separate matter, Mr Scholar is arranging for the
preparation of the speaking notes and background briefs for
the Chief Secretary which his office commissioned yesterday.

(Mr Broadbent's minute of 29 November to Mr Scholar).
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AUTUMN STATEMENT DEBATE: CHANCELLOR'S DRAFT OPENING SPEECH

I beg to move:
[That this House...]

Mr Speaker, this is the third occasion in the past six weeks
on which the House has been able to debate the progress of
the economy.

I make no complaint about that. Quite the contrary. I welcome
the opportunity this provides for the House to consider the
Statement I made on 12 November, and to acknowledge the
undoubted success of this Government's economic strategy in

bringing about firm economic recovery.

A success which is there for all to see in four years of steady
economic growth, with continuing low inflation, and despite
the still tragically high level of unemployment, an encouraging

rise in new jobs over the last 18 months.

And a success which owes much to our resolution in tackling
the problem of continually rising public expenditure, 1in
reducing the share of national income absorbed by the public
sector, and 1in freeing resources for more productive use by
private enterprise. In a word, Mr Speaker, in providing private

enterprise with the room to breathe.

This year's Autumn Statement provides further proof, if proof

is needed, that those policies are working and will succeed.

Mr Speaker, I shall have more to say about these matters in
a little while.

But, first, I should like to pay tribute to the Chairman of
the Treasury and Civil Service Committee, my rt hon Friend,
the Member for Worthing, and to the members of his Committee
for the expedition with which they have conducted their enquiry

into the Autumn Statement.
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I know my rt hon Friend will not take it amiss if I say I

./ do not find myself wholly.in agreement with every word of

the Committee's report. He would perhaps be surprised - and
some members of his Committee might even be disappointed -
if that were not so.

Nevertheless, I am sure the whole House is grateful to the
rt hon Gentleman and to the Committee for managing to ensure
that we have the benefit of their report in time for this
debate.



AUTUMN STATEMENT

The Treasury Committee can, of course, justly claim something
of a proprietory interest in the Autumn Statement. For it
was in response to an earlier report from that Committee that
my rt hon Friend, the Foreign Secretary, when he was Chancellor,
presented the first Autumn Statement to the House in
November 1982.

This year's Statement is then only the third of its kind. And
as a relative newcomer it will no doubt
evolve over time as further improvements are made to it. But
already I believe the Autumn Statement has come to be regarded
as a most worthwhile addition to our affairs, providing the
House with the kind of information it requires if it is properly
to discharge those responsibilities which it has in relation

to the conduct of our economic and financial affairs.

This year's Autumn Statement, 1like its predecessors, brought
together a number of announcements which fall to be made at
this time of the year. Its particular value, as I know many
hon Members recognise, is that it allows the public spending
plans for the year ahead to be set in the context of a fresh

economic forecast.

But as the House also understands 1t 1s not an occasion for
a general re-statement or updating of economic strategy. That
is primarily for the Budget. Let there be no misunderstanding
over what that implies. The Government's overall objectives
and strategy are unchanged. We are .determined' to . continue
to bring down inflation and create the conditions which enable

progress to be made in also bringing down unemployment.

We continue to make better progress on inflation than most
commentators have expected, and this downward pressure shoull
continue over the coming year. Although the forecasts 1n
the Autumn Statement do not foresee much of a change in th-
inflation rate over the twelve months, we would still have

achieved a significant period when 1inflation has been below
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5 per cent. This was scarecely imaginable 5 years ago. But
now expectations are adjusting to this much lower rate of
inflation, providing the basis for yet further progress on
inflation that our policies are designed to achieve.

We continue to hear it said that the years since 1981 have
been a period of weak recovery. But a closer examination
of the figures shows that the pace of recovery of output has,
indeed, been far from weak.

If growth in 1985 turns out as expected then the economy will
have grown since 1981 by almost 12 per cent. This is very
respectable by past standards.

It more than matches the growth of output during the previous
recovery period from 1975 to 1979.

We shall no doubt hear from the rt hon Gentleman the Member
for Sparkbrook that there has been no recovery, that it 1is
simply a figment of our imagination, because unemployment

remains high.

Of course unemployment 1is too high. Of course, every Member
of this House wants to see it lower. But" ‘only the
rt hon Gentleman could persuade himself that 4 years of recovery

is a complete illusion. The House knows better than that.
Why then has unemployment turned out higher than expected?

As I told the Treasury and Civil Service Committee, the first
reason is that on average the growth of output has been matched
by equivalent growth in productivity - an improvement we
have been seeking for years, and not something now to lament.
The fact is that our productivity growth has been faster than
expected, particularly after the disappointing performance
in the 1970s. Second, the labour force has grown by mor-
than anyone expected, particularly women in part-time
employment. This 1is not a new trend but nor can it simply

be ignored as a factor in explaining the unemployment figures.
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The House has heard me say before that the level of unemployment
would have been improved if real wages had grown less rapidly.
There is no point in hon Members opposite closing their eyes
to this. Real wages in this country have been growing at
a rate similar to the overall growth in output. If real wages
had grown less rapidly the 1level of output would have been
higher. And the ratio of employment to output would also
have been higher.

[See separate passage on pay and jobs if more is needed.]

I do not want to labour the point today. It is a simple enough
truth. Those who choose to ignore it do no service to those
who cannot find work because those who have a Jjob are keeping

wages too high.

Nor can we ignore the world background, and the fact that
recovery in some parts of the world has been slow. However,
the outlook is distinctly better. Let me remind the House

of the opening sentence to the Autumn Statement

/World economy.
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. World Economy

[Even those Hon Members who, regrettably, did not read it all
through at a sitting may have read the opening sentence of this

year's Autumn Statement. This stated thati]

"1984 looks like being the best year since 1976 for growth

in world output and trade".

We have been seeing output in the main industrial countries
rising this year at 5% - faster than any year since the mid—
Seventies. World trade has been rising by almost double that.
But, in contrast to other periods of recovery, we are not

experiencing a resurgence of inflationary pressures.

The growing interdependence of the international community,
in an era of mixed exchange rates systems, has been accompanied
by the development of a growing consensus on the stance of macro-
economic policies. We are seeing some of the fruits of that
joint approach this year. We now need to consolidate the

position.

Fiscal deficits in most major countries, though still more than
double the average of the 1970s, seem set to fall for the first
time since 1979. At the London Summit, and at the subsequent
Bank and Fund meetings in Washington this autumn, a recurrent
further theme was the need for adaptability: domestically and
externally. This .was seen as .a. critical factor ‘in achieving

sustained growth.



In international terms this means above all restraining
protectionism. At the IMF meeting, the Managing Director spoke
of protectionist measures poisoning the trading climate and
weakening the fabric of international economic and political
co-operation as a whole. The challenge here is not just to
resist protectionism but to push forward with negotiations for

further liberalisation in the framework of the GATT.

I shall say something a little later about the measures we have
been taking to restructure our own economy. But I make this
general point now. The most important contribution we can make
to the health of the world economy must be sound domestic
policies. The sad history of <concerted action programmes,
locomotive theories and all the rest in the 1970s, shows how
erroneous it can be to imagine that unsound domestic actions

can help the world provided we all act irresponsibly together.

US policies

A further major element in sustained recovery, perhaps the most
visible of all, is the level of interest rates. And here the

economic prospect in the United States is of major relevance.

There has been much academic debate about factors contributing
to the historically high level of real interest rates at the
present time. Some believe that at least part of the explanation
is persisting inflationary expectations and the degree of

volatility in the financial markets. However undoubtedly the



predominant factor - and this view is widely held, not only
in Europe but in the United States - is the size of the US Budget
deficit in relation to US domestic savings. The resulting upward
pressure 'on interest rates has inevitably, leaving aside any
safe haven considerations, also led to a sharp rise in the value
of the dollar. The counterpart to the capital inflows financing
the US Budget deficit is a substantial US current account deficit
- of the order of $100 billion a year. The United States will
soon become a net international debtor. It could fairly quickly

become the world's largest debtor.

These sort of imbalances can continue in the United States for
much longer than they could in any other country. But: that
the world's wealthiest economy should be a persistent large
borrower . of  ‘capiital: frem :the | rest . eof -‘the' worldiiis ‘not ' a
sustainable position. It is neither healthy for the international
community nor for the US. US growth, and the large US trade
deficit, has, it 1s often claimed, had positive effects. But
we cannot be immune to US interest rates: and “the ‘traffic .in
financial transactions 1is 1increasingly extensive and can be
undertaken more rapidly. So we have also had to contend with
a protracted adverse effect on our interest rate 1levels and
growth prospect quite apart 4from the wunderlying problem of

sustainability.

Shortly before the Presidential election Congress reachad
agreement on a $150bn downpayment reduction in the fiscal deficict.
President Reagan has made clear that longer term plans to cut
the deficit further will be announced when the 1986 budget 1s

presented in January next year. Public debate and speculation



"'/

about the coverage of this package is already in full swing

and I shall not add to it today.

If a significant reduction is achieved, the effect on demand,
and slow down of inflationary expectations could be expected
over time to lead to reinforcement of the recent modest cut
in interest rates which the US authorities judged could
responsibly be made. Alongside that one could expect some easing
of dollar levels. There has been concern expressed in recent
days about the US economy falling imminently into recession.
I see little evidence to support such a view at this stage. But
a soft landing would of course be an infinitely preferable outcome
to either a precipitate or forced landing or indeed to a process
of circling the 1landing strip in a mood of growing anxiety.
And it would also make a major contribution to easing the problem

of international debt.



[ International debt

‘I would like to say a little more at this stage about the debt
problem. I have no doubt that the strategy adopted has been
broadly right. But there are elements in it which we need to

develop further.

The origins of the problem can be put quite briefly. First,
there was too much borrowing, with an over-reliance on bank
finance. Second, a period of sharply reduced economic activity,
with a high dollar and rising real interest rates, put great
strains on the ability of many countries to service their current

debt. Third, we saw a loss of confidence in borrowers' underlying



creditworthiness.

The strategy has responded to each factor. Developing countries
have cut back their borrowing, typically on the basis of
adjustment programmes devised by the IMF. Second, as I said
earlier, there has been a strong resumption of growth. Thirdly
we have seen the beginnings of a return in confidence - and
with it a willingness, through debt rescheduling, to give

adjusting countries a real breathing space.

More adjustment is still needed in some cases if debtor countries
are fully to regain the confidence not only of the outside world
but also of their own people. A huge volume of potential
investment has been lost to the debtor countries by the flight
of capital from their own residents. As my new Canadian colleague
said in his first Fund statement, governments of debtor nations
have this additional incentive to persist with their policies:
if they are successful they will attract investment that will

reinforce their efforts.

However the form of those flows is also important. Over-reliance
on commercial bank finance in the past brought problems for
borrowers and lenders. One of the legacies has been the need
for banks to adopt a higher 1level of provisioning and add to

capital resources.

There is another moral to be drawn. The need in the future
must be to supplement or substitute for bank finance. Banking
flows will remain important. But flows from cutside the banking

sector should gradually become more prominent.



In the decade after 1973, bank lending to debtor countries doubled
as a proportion of total borrowing. But the rate of increase
of direct investment grew at a much slower rate. There are
indications that a number of debtor countries have asked
themselves whether past inhibitions on such investment are really

justified.

A resumption of direct investment, as traditionally understood,
is not the only form of private financial flow which we need
to encourage. Some debtors are beginning to contemplate returning
to the bond market. We need to even out the hump in debt
repayment ahead in a variety of ways: to devise new instruments
to bring stable capital to countries whose underlying resources

are often so abundant.

We 'need '“also ' to . encourage further ' co-financing arrangements
of the kind already undertaken by the World Bank. It someof
the capital at present attracted to the United States does in
due course move elsewhere it may need to be helped on its way
in this and other ways. Some countries suffering emergency
conditions will of course continue to rely on aid from overseas,

including aid for famine relief or special adjustments.

At the London Summit we proposed that finance ministers should
set up an intensive discussion of international financial issues
of particular concern to developing countries within the framework
of the established 1international institutions. As Hon Members
will know, the Interim and Development Committees responded

to this initiative by their decision to hold special meetings
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in April of next year and I look forward to a wide ranging debate,
covering amongst others some of the ideas I have touched on

this afternoon, at that time.

But I come back to this point. Success in tackling international
debt is closely linked with the pace of world economic recovery.
The biggest single contribution to easing the debt problem which
could be made over the next year or so would be developments
of US policies which could lead to lower dollar and world interest

rates.

I conclude these remarks on the external background to the Autumn
Statement by a comment on the time scale of the several forms

of adjustment I have mentioned.

In a recent lecture Alexandre Lamfalussy stressed the importance
of carrying out monetary targeting in a medium term perspective.
He linked this with the fact that the financial systems in many
western industrial countries are "to varying degrees caught
up “in three interconnected evolutionary processes: one - of
innovation and deregulation; one of growing internationalisation;
and lastly one of disinflation". I agree with that comment.
But I would go further. More effective multilateral surveillance
by the Fund also, I have argued, requires a medium term timescale.
And so does the shift in financing arrangements for debtor

countries, about which I spoke just now.]



Market developments.

Interest rates are now back on a downward trend. As I predicted
at the time, July's sharp rise in rates was quickly reversed,
as markets came to recognise the soundness of our monetary stance.
This confidence helped to stabilise market interest rates in
October, when a variety of other factors were all exerting upward
pressure. When these pressures eased in early November, market
and base rates fell to 1levels more in keeping with our stated
monetary objectives. So recent experience has done nothing to
shake my belief that maintaining sound monetary conditions is

the only way to secure lower interest rates in the future.

2. Sterling continues to be affected by the strength of the dollar
and by continuing uncertainty in the world oil market, but recent
base rate reductions have been absorbed without difficulty, further

evidence of market confidence in our monetary stance.
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NEDC

As the House will know, the National Economic Development
Council met yesterday. This was the first meeting since
June and the first meeting since February to be attended
by:. the [TUCL I welcome their decision to return to the
Council. Whatever the differences may be between the
members, it must be right for us all to discuss together
the economic issues facing the country. One benefit will
be that we shall restart the work on new jobs. That was
initiated a year ago when the TUC and I each contributed
papers on this vital subject. TEs IS one part- cofis the
Council's overall concern with improving the performance
of the economy on a sustainable basis. But all members
are agreed on its importance and the need to make progresss

0 p ko ls e

T do “not: ofiicourse’  imagine that  NEDC: will :ihave iaccess
to some quick acting remedy for unemployment denied to
others. Nor do I see the aim of the exercise as agreeing
on some old fashioned deal or dramatic action plan. But
co-operation  between all the members of NEDC can help
in two main ways. First the Council needs to be aliv-
and well if the wvitality of the Econumic Development
Committees which do wvaluable work on improving tho
performance of individual industries is to be maintair-li.

Secondly the members of NEDC, who of course all have their



policy priorities and separate responsibilities, can find
areas where they can influence each other. This influence
can affect actions taken outside the Council which in
turn affect the economy and the prospects for jobs. (A
notable example is the way in which businesses and employees
adjust to the Government's macro-economic policies.] My
conviction that the ability of the Government on its own
to create durable jobs is limited is well known. Tt 18
precisely because of that conviction that I wvalue the

NEDC and the exchanges it makes possible.

ZrWe discussed yesterday proposals from the CB| and TUC
to making NEDC more effective. We " did not  agree on all
points, but there was a useful amount of common ground
and I X perks . improvement o follow. We also discussed
the Autumn Statement and the contribution that tax policy
can make to increasing employment. At later meetings
we shall move on to other major policy questions relevant
to employment and training. These have always been natural
subjects for NEDC because they involve interaction between
Government, business and unions. But they are even more

important now.lJ]
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AUTUMN STATEMENT DEBATE: SUPPLY SIDE

vy Speartel , A Need an economy which is competitive and
dynamic. Competitive so that we can sell our goost and services. Dynamic so that we
can take advantages of new technology, create new products and market them
properly. At the end of the day economic performance must depend on the
competitiveness and dynamism of the private sector and on encouraging and nurturing

a genuine spirit of enterprise.

This has required a major change in direction. And a new respect for the risk-taking

in our society. But both are essential for the long term health of the economy.

This Government has done its part to free the private sector from unnecessary
shackles. Let me remind the House of the controls wve have abolished. Over pay and
prices. Over foreign exchange, dividends, hire purchase and bank balance sheets. And

physical controls on industry have been removed.

We have tackled distortions on economic chnice.

Distortions imposed by the tax svstem. The changes in corporation tax, along
with the abolition of the National Insurance Sur~“arze, have roduced the bias in favour
of machines and against jobs.

Distortions imposed by industrial subsidiers. Mow much more selective and
working with the grain of the market rather than against it.

And distortions which had hindered job changes, like housing and pensions. 'We
have. encouraged owner-occupation. Over 400,000 tenants have now became

owner-occupiers.

We have strengthened competition policv. “onopolies in professional services

are being removed.



And, in the labour market, we have encouraged more effective democracy and

reduced the ménopoly power of trade unions.

But, i_mportant though these are, they are not enough. On this side of the House
we believe in the need for incentives, - at all times. Including lower taxation. And we
have done something about that - by raising income tax thresholds, by reducing income
tax rates, and in the tax treatment of share option schemes.

We believe in a society of owners as well as earners - with wider home
ownership, wider share ownership, and much greater participation by workers in the

rewards of their company's success.

And we believe in Small firms. They have a vital role to play in securing our
future prospects as a nation. But their very size mades them particularly vulnerable
to the weight of government intervention. So we have deliberately reduced the
burdens placed upon them. We are encouraging the flow of investment finance to
small firms through the imaginative Business Expansion Scheme. And through the

Enterprise Allowance Scheme we are encouraging people to become self-employed.

We are transferring activities to the private sector. ‘We have contracted out 1
wide range of services in central Government and the WNational Health Service.
Others, which remain within the public sector, are subject to a rigorous search for

better value for money.

But the key element is our policy of privatisation.



'(:ONTRIBUTION TO AUTUMN STATEMENT DEBATE - PRIVATISATION
I am pleased'vto be able to say that the Autumn Statement shows that
expected receipts from special sales of assets - privatisation - have
been increased to £2% billion in 1985-86. This does not represent
a deliberate acceleration of the privatisation programme but updated
forecasts of likely receipts. The programme is continuing on course
and is proving extremely successful. Twelve major companies, a number
of other enterprises, and over 400,000 jobs have been returned to
the private secetor. I stress jobs purposely. Enough companies have
now been privatised to show that privatisation is a text-book
demonstration of the benefits of free-market enterprise over collective
state activity. The common theme among privatised companies is higher
turnover leading to more profits, more investment, and in turn more
jobs. That is why privatisation is and will continue to be a main

element in our economic strategy.

We have just completed the most successful flotation of any company

anywhere in the world.

[BT material to follow.]



AUTUMKN STATEMENT DEBALE
FUBLIC EXPENDILURE

fhe [ledium Term Financial Strategy assumed public expenditure
would be held flat in real terms. The figures published in
the futundn Statament sho that we have succeeded in that aim.

)
Finance has detercinad oxpenditure.

Of course some Hon Members would like to se~ higher
public spending.  Lhey turn = blind eye to the higher tax burden
or incressed indebtedness that necessarily entails. /& case
of willirg the ends but not the mcaq§7. Fo» our part we have
set out the context within which policy operates in the Medium

arm Financial Strategy. And we are sticking to that strategy.
Othe~ Hor Membars would like to sees total spsnding lower
but spending on particular programnes incrr~asad. Unfortunately

one of the verennial tasks ol “reoasury inisters is btoirenind

D

Hop Members that the whola cannnt b= less than the sud gt i ghe

Darts.

Tivouldsupport sobhirdinnpronch, e~ping spenling
within bounds. concentrating on the key oriorities for Govarnment
and securiag greater value for noney by increasing efficiency
and cutting out waste. I loox forward to the support of the
House on that basis.

Whila total spenlding has been kept to the levael ia the
last public expenditure Wnite Paper there have been changes

within that total. Z=xtra mon=y has for exacple be»n made



available for health and personal social services. ‘nd, in
view of present overspends, provision has had to be made for

local authority spending. This higher provision, togrther iith
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nd rate cepping, remedies the pajor souxcs of

I

n7erspending on nlans this year. Nonﬁthelsss the nesarve for
next year Ls set at £2 billion, £25C million higher than the
Reserve for 1984-85 set in the last npublic expenditure Whizte
Paper. Torecasts of receipts from sales of ascets have also
increased. Under existing conventions thies reduces total
public spending although, as I have consistently made clear,
receipts cannot be regarded as naving the same monotary effects
as other reductions in public spending. This is one of the
factors that will have to be kept in mind when the Budget

decisions are taken, in a few month's time.



AUTUMN STATEMENT DEBATE

Passage on Pay and Jobs for Chancellor's Speech

[Linking passage]

Public discussion about the link between pay and jobs, and even some
comments in this House, have suggested that there are many misconceptions
about it. Surprisingly this confusion has not completely engulfed the
front bench opposite. As I pointed out on an earlier occasion the RHM for
Sparkbrook has said that rapid growth of pay will bring fewer jobs. I
would like to try to clear some of these misconceptions up, and, in the

process of doing so, explain why it is so important.

Gl There are only two major routes through which slower growth of pay
leads to faster growth of jobs: faster growth of output, and faster growth

of employment for any given output growth.

2 It should be obvious that slower growth of pay leads to more output,
provided that the financial framework is unchanged. At the simplest level
lower pay and prices make room for more output within a given amount of
money GDP - that is, total expenditure in the economy. What is happening
is that firms want to expand production because it has become more
profitable., To sell the extra output they have to reduce the rate at
which they raise prices. This stimulates demand, and the final outcome is

faster growth in output and slower growth in prices.

4, Now I come to the first misconception. People say: Yes, but you
nave overlooked the fact that demand has grown more slowly because of tne

initial slowdown in wages; this prevents firms from selling more output.



5.. But the people who say this have themselves overlooked everything
else that is going on. They have overlooked the additional demand from
firms for investment goods and stocks; the additional demand from
foreigners because British goods have become more competitive; and the
increase in demand from households, tending to offset the effects of the
slowdown in wages, from slower growth in prices, lower interest rates,
higher growth in dividends, lower income tax, and faster employment
growth. The—sapisical—evidence—that—witi—be—summaerised—in—noxt—weeit's
ergma—ﬁepwb—ehe*e—q&&e—e&ea&ly—thab.the net effect of all

these factors is an increase in output. Indeed it is likely that even
consumers' expenditure will be higher than it would otherwise have been
after a year or so.

br; A second misconception is that the additional ouput results from
the "expansionary™ fiscal and monetary policies that slower growth in pay
makes possible rather than f‘bom the pay slowdown itself. People who say
this have misunderstood the implications of the Medium-Term Financial
Strategy. This provides a nominal framework for the economy. By keeping
nmoney supply growing within its target range even when wages and prices
and nence money demand slow down, of course tnere will be a tendency for
interest rates to fall and of course this will stinulate demand. And by
aiming to keep the PSBR on track, of course this gives us scope for tax
ai1ts ta praveat it from falling; and of course these stimulate demand and

aztivity. 3ut all this is within an unchanged nominal framework.

i Tais is a far cry from the proposals I sometimes hear for a b:ig
iner=ase in the P33R or an unsustainable reduction in interest rates in!

the ex2hange rate, Tnat an unchanged MTFS framework presents



opportunities for faster non-inflationary growth of output when nominal
wages grow more slowly should come as no surprise to those who have

understood our policies.

8. As well as faster output growth, a slowdown in pay will also lead
to faster growth of employment for any given output growth. This idea
nas also given rise to misconceptions. People construct colourful images
of machines being broken up and men and women doing the work by hand. Or
they talk of low paid, low status jobs in laundries and hotel kitchens.

But that is not what will happen.

9. All the time men and women are being replaced by machines.
Sometines the rate of replacement has been faster, sometimes slower. It
is influenced by the relative costs of labour and capital. A slowdown
in pay will tend to slow down the rate of replacement of men by machines.
It will not reverse it, and it will not make us less competitive than
other countries - on the contrary, the gains from the reduction in costs

will make us more competitive.

10. Perhaps more important, there will be shifts between industries,
with labour-intensive industries growing mor= rapidly - because the
relative price of their products will b2 3lowing down = and
capital-intensive industries growling more slowly. For the econoay as
a whole this means that the growth of jobs will be higher for a given

growth of output.
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Market developments

Interest rates have continued to come down. As I predicted at
the time, July's sharp rise in rates was quickly followed by falls,
when markets came to recognise the firmness of our commitment
to ensuring sound monetary conditions. This confidence helped
to stabilise market interest rates in October, when a variety
of other factors were all exerting upward pressure. When these
pressures eased in early November, market and base rates continued
to fall to levels more 1in keeping with our stated monetary

obijectives.

2. Sterling continues to be affected by the strength of the dollar
and by continuing uncertainty in the world oil market, but recent
base rate reductions have been absorbed without difficulty, further

evidence of market confidence in our monetary stance.
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CONFIDENTIAL

(ﬂ ; FROM: R PRATT
DATE: 3 DECEMBER 1984

MR SCHOLAR cc PS/Chancellor—"
SR Mr Battishill

Mr Burgner
Mr Odling-Smee

AUTUMN STATEMENT DEBATE

I sent you earlier today an advance, draft, copy of the Committee's report (not to copy

addressees). We hope to see a final version tomorrow morning. But on the basis of the
draft it would seem that the following public expenditure issues might need to be

covered in the material prepared for the Chancellor (Mr Battishill's minute of
23 November to Mr Makeham): @\\ \oor
/ e
(i)  how public expenditure priorities are determines{ c._iA/ﬁ Q) N/g

(ii)] the treatment of asset sales, debt interest and tax changes in pﬁijcﬂ

expenditure (this is the one specific recommendation that the report now

contains);

(iii) kcredibility of the public expenditure plans - particularly given the cut in

local authority spending and the 3 per cent pay assumption.

Although it is not a recommendation, and probably need not be specifically covered for
the Chancellor's speech, in the report, the Committee "urge" the Chancellor to include

a departmental split for the current year's estimated outturn in Autumn Statements.

2. I also attach, for Mr Burgner, the relevant paragraphs on nationalised industries'
EFLs. The Committee specifically criticise the increase in the water industries'
average rate of return on assets; the consistency of nationalised industries relative
rates of return; and the "persistent cutting" of nationalised industries' EFLs -which
particular reference to the effect on investment. I would be grateful if Mr Burgner

would consider whether any briefing is required on this for the Chancellor.

= ot The Committee repeat the charge that the prospective fiscal adjustment for

next year is entirely dependent upon oil revenues. Again, there is no specific
W\
recommendation, but the draft report says that the Committee considers ' to be

"imprudent" to allocate temporary exchange rate related oil revenue benefits to

e e



finance permanent tax cuts. The report goes on to conclude that the fiscal and
monetary stance is actually more relaxed than intended last March. I should be
grateful if Mr Odling-Smee would consider what additional material might be
necessary for the Chancellor to cover this point.

4. We may have a clearwideaw what is necessary when we see the final version of the
report tomorrow. But in the meantime, given that any necessary material will have to
be submitted to the Chancellor by tomorrow (Tuesday) evening, it may be helpful to

have some advance warning on the basis of the draft.

R PRATT



FROM: A M W BATTISHILL
DATE: 3 DECEMBER 1984
AN

MR ‘P}‘éETZ cc Mr Broadbent
Sir Peter Middleton
Sir Terence Burns
Mr Bailey
Mr Scholar
Mr Folger
Mr Culpin
Mr Pratt

AUTUMN STATEMENT DEBATE: DRAFT MOTION

Last year I remember we were asked at quite short notice to suggest a draft Motion
for the Autumn Statement debate. In case the same thing happens again this year, I
thought it might be helpful if I circulated a draft. There is not a lot of scope for
variation, and the draft follows fairly closely the lines of last year's text. However, I
thought it worth adding in a reference to employment this year and to the

Government's three year record in holding the planning total to White Paper figures.
2. If anyone has any comments perhaps they would let me know.
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That this House approves the Autumn Statement presented by
Mr Chancellor of the Excheuger on 12 November ; welcomes the
prospect of continuing 1low inflation and steady growth as
the basis for maintaining the trend of rising employment;
and congratulates Her Majesty's Government on keeping the
public expenditure planning total for 1985-86 within the figure
published in the 1984 Public Expenditure White Paper

(Cmnd 9143).E;ﬁ«r—%h41iL_sueeeﬁsiVEF—yea;—+E+—«%H£&r—the~1?}anﬂ+ng

~total—has-been_heldto—the—tevel announced in previous White
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FROM: MISS M O'MARA
DATE: 3 December 1984

cc  PS/Chief Secretary
Sir P Middleton
Sir T Burns
Mr Bailey
Mr Cassell
Mr Burgner
Mr Battishill
Mr H P Evans
Mr Culpin
Mr Folger
Mr Pratt

MR SCHOLAR

TCSC: AUTUMN STATEMENT ENQUIRY

The Chancellor has seen the two notes by Mr Robinson and by Phillips & Drew attached to
Mr Pratt's minute of 13 November. He has commented that these arguments are bound to
feature in the TCSC's Report and will therefore need to be tackled in the Autumn Statement

debate on Thursday.

N 1

MISS M O'MARA
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1. MR SCHOLAR sely /
Ze CHIEF SECRETARY /"” cc Mr Gray w i\
/ / Miss Peirson“’ e
Mr Folger
\/ Mr Makeham

AUTUMN STATEMENT DEBATE
Mr Broadbents minute of 29 November commissioned a series of background notes.

2. Most fell to other expenditure divisions who will submit direct to the Chief Secretary
with copies to GEP. Two fall to GEP:

i. capital/current. I attach a note by Mr Davis and cleared with Mr Williams.

ii. the cost of the miners strikes - Mr Williams suggests using para 4 and 5 of the

background to the TCSC - copy attached.

RS R

R M PERFECT
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‘ CAPITAL/CURRENT AND INFRASTRUCTURE: BACKGROUND NOTE

(i)

(ii)

(iii)

(iv)

(v)

(vi)

Autumn Statement only provides outlinc expenditure plans for 1985-86. For detailed
capital/current split, must wait for outline decisions to be translated into detailed
programme figures in 1985 public expenditure White Paper. But note that document
mentions "lower public investment, particularly by local authorities following the

likely overspend in 1984-85.

Last White Paper, Cmnd 9143, showed aggregate capital spending by public sector
broadly maintained in real terms at 1978-79 level. In 1984-85, planned to be £24

billion or about one fifth of planning total.

These figures exclude repair and maintenance expenditure which is very significant.
DOE estimatc that in 1983 R&M contracts for construction work alone represented

additional expenditure by the public sector to the value of at least £5 billion.

There is no "target" or "right" level of public capital expenditure. Each proposal must
be considered on its merits in context of priorities for public expenditure as a whole.
In some areas proper to cut back public sector investment to make room for private
sector (eg, privatised corporations). In other areas Government rccognises importance
of public sector provision of infrastructure; and its decisions take proper account of
relevant economic and social benefits. Little evidence to support widely held view
that worthwhile projects, particularly in nationalised industries, not going ahead for

lack of public funds.

Must remember Government's aim to reduce PSBR and hence interest rates and
inflation, to provide framework for sustained growth. Jeopardising this objective (by
higher total public expenditure, or wasting resources with non-cost effective

expenditure) would be damaging in long run.

If objective is to maximise the short-term employment impact of public expenditure,
not clear that switch towards infrastructure would be sensible. Employment and
training measures have a bigger and more direct impact per £ of expenditure.
Spending on these measures has been steadily growing as a proportion of total public

expenditure.



(vii)

(viii)

(ix)

()

Important thing is investment in the economy as a whole - particularly now that major
enterprises such as BT have been/are being privatised. Across the whole cconomy,

fixed investment in 1985 expected to be post-war record, as is 1984 figure.

Do not believe that a genuinely viable project should need guarantees. They would
only serve to undermine market disciplines. Such schemes often tantamount to higher
public expenditure; with same potentially damaging impact on wider objectives, and

private sector.

Construction industry output for first half 1984 encouraging - up 5% per cent on same

period of 1983; private industrial activity strong. Industry will benefit from marked

rise in investment now taking place.

Reduction in net public sector housing provision in 1985-86 compared to last White
Paper mainly reflects higher capital receipts from higher than previously expected
level of council house sales. Government's policy is to transfer, where possible, new
provision for housing to private sector. Number of private sector housing starts in

1983 was the highest since 1974.
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'pggyg EXPENDITURE IN 1984-85: PROSPECTIVE PLANNING TOTAL OUTTURN

(Note by HM Treasury)

The Committee have asked for a note on the prospective outturn for total public
expenditure this year, the cost of the coal strike, and the claims upon the public expenditure
Reserve. The Autumn Statement indicated (paragraph 1.58) that the prospective outturn on
the planning total was nearly £128 billion, an excess of about £1% billion over plans (shown in
Table 2.1), and a figure which is broadly equivalent to the public expenditure cost of the
coal strike continuing to Christmas. Since the Reserve was set at £2 3/4 billion, the implied

aggregate potential excess on programmes is about £4% billion.

25 The aggregate potential claim on the Reserve comprises a large number of items.
Those already charged to the Reserve include increases in cash limited and demand-led
programmes shown in Supplementary Estimates which have been presented to Parliament.
The additional provision implied by Summer and Winter Supplementary Estimates is

consistent with the estimated outturn for the planning total given in the Autumn Statement.

3. The main items in this category are summarised below:
£billion
1. Carry forward of capital underspends in
1983-84 under the end-
year flexibility schemes 0.3

2 Health service: pay of groups
covered by review bodies, and of
ancilliaries; dentists and

pharmacists expenses; FPS 0.4
3. Social Security (including
National Insurance Fund) 0.3

4. Housing benefit (England) 0.3



'5. Export credit support 0.2
6. Regional and selective assistance 0.1

74 Other, net 3 0.2
Total 1.8

The Coal Strike

4. As indicated by the Chancellor in his Autumn Statement, the public expenditure cost

in 1984-85 of the coal strike continuing to Christmas, would be of the order of £12 billion.

This sum is a claim on the Reserve. -

5% It should be emphasised that the projections of strike costs are subject to considerable
uncertainty and it is only possible to give broad brush estimates. The impact on individual
nationalised industries is affected by trading between them. After taking this into account,
the aggregate impact on overall nationalised industry external financing is likely to account
for about £1% billion of the total cost. The programme mainly affected, to a total of some
£1 billion, is the Department of Energy's. Other industries affected fall elsewhere on the
Trade, Industry, Energy and Employment programme and on the Transport and Scotland
programmes. Aside from the impact on nationalised industry external finance, about £}
billion will fall on other programmes, mainly Law and Order, in respect of the additional

policing costs of the dispute, and also Social Security.

Other Potential Claims

6. The balance of the potential claims totals about £1 billion; this figure represents a net
claim after taking into account some important offsets. The assessment of potential claims
necessarily involves making forecasting judgments, on the basis of past experience and
monitoring information as well as to reflect current developments, of the shortfall or
longfall on particular categories of expenditure. Any detailed breakdown of this figure at
this stage of the year would therefore be unreliable. It is, however, possible to indicate the

main areas of divergence from plans:

1) Local authorities in GB are budgeting to overspend current expenditure plans by

around X 1.2 billion.

2) Local authorities' capital expenditure is also likely to exceed plans, although the
authorities are in general heeding the Secretary of State's requests to exercise

restraint and to maximise receipts.



3) There is a potential claim arising from an increase in our estimated net

contribution to the EC.

4) Experience of recent years suggests that some departments will underspend their
cash limits. In each of the last two years, such underspending has totalled £0.6

billion, although this margin will not necessarily be repeated.

5) It is also likely that receipts from the programme of asset sales in 1984-85, and

other miscellaneous receipts that offset public expenditure, will exceed plans.

¢ An up-to-date estimate of the prospective outturn on the planning total will be
published in the Public Expenditure White Paper early in the New Year. Greater detail will
also be given of the prospective outturn by programme, together with latest estimated external
financing requirements for the nationalised industries. It will still probably be necessary,
however, to include a unallocated estimate for additional shortfall or longfall, in line with

the latest assessment at the time.
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DRAFT PASSAGE ON STUDENT GRANTS/TAX '3\\2 \@Lk

I entirely repudiate any charge that this Government
is indifferent to the position of parents who are
called upon to contribute towards the cost of their
children's higher education. The proof of our
concern - if proof is needed - lies 1in our record
since 1979 in reducing the intolerably high burden
of income tax imposed by Labour on families who hardly

counted themselves as wealthy.

I have to remind my hon Friends of this. Those parents
who will still face higher parental contributions
next year are also among those who have benefitted
from the real cuts in income tax we have made. The
basic rate down from 33% to 30%; tax thresholds up
16 in real terms; and a start in producing a more

reasonable scale of higher rates of tax.

Compared with merely indexing the income tax system
we inherited five years ago, tax is down by almost
£4 billion in 1984/5. And about a quarter of that
reduction goes to those with incomes in the range

of £15,000 to £30,000 a year.

Typically such families are now paying several hundred
£s a year 1less in income tax this year as a result

of the changes in this Parliament and the last. And

i b



I hope to do still more to cut income tax in the Budgets
that 1lie ahead. It is still too high. But so 1long
as we keep firm control of public spending - as we
mean to do - we can look forward to the prospect of

still lower taxes for these families as for others.
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We shall ask the House to reject tpe Opposition amendment. But there
is one phrase in it - the allegation that our policies are calculated to
sustain a high level of unemployment - which we reject with anger and

disgust.

It is the very antithesis ofthe truth. All our policies are calculated
to improve the prospects for generating jobs which can be sustained inte

the future.

No party in this House would deliberately foster an increase in unemployment
as an objective of policy. We may, and do, differ at the best means of
eradicating the scourge of unemployment. But all parties are united in

pursuing that objective and so it should be.

e
The allegation in the Labour Party amendment deq&ns those who made it.
What is more it comes ill from a party:-

which knows that the miners' strike is destroying jobs, yet calculates
that it is in Labour's interest to support this destructive conflict as
long as it persists.

It comes ill from a pérty which knows that excessive pay destroys jobs yet

[AUN Lan o£cins

calculates it is in their interest to supporﬁzyherever it manifests—itself.

The allegation comes particularly ill from the RHG, who has admitted that
his own Party's economic policy is '"fatally flawed'" because it ignores the
link between excessive pay and fewer jobs. Yet with cynical calculation

“ ’

he remains the Spokesman for a policy which he has described as incredible.

P



The Alliance/togparticipate in this shabby, cynical calculation.
Their policy on jobs, such as it is, has shrunk to the proposal that we
: "c\..-.AS
spend @¢-§Eillionlon road building and other major construction projects.
o
Yet we all know that there isn't a major constructionAroad building project
in this country which is not opposed at a local level by the Liberal party.

When their calculations tell them where the votes lie, jobs go out of the

window. Generous in theory,but selfish in practice.

The truth is that unemployment has been growing throughout Europe in every
“os

single year but one since 1973. It is absurd to say tha?(remorseless and
Aoveas 2
tragic increase has been the calculated consequence of g thefpolicies
A7
pursued by all the yg@ﬁﬁ}g Conservative, Social Democratic, Socialist,

Lib/Lab, and cofilition governments that have been in power across Europe

in the last decade.

In this country since the general election 300,000 extra people have found
jobs. Not enough to absorb the unexpectedly large number of people
seeking jobs. But a superior performance to the rest of Europe where the
number of jobs appears to have continued to shrink. And where
unemployment continues to increase at a more rapid rate than in this

country.

Moreover, we now have in this country a higher proportion of our population

in jobs than almost any major industrial country.

What is more, the countries which have been most sneccessful in creating jobs
have been those across the Atlantic and the Pacific who have relied more on
free enterprise, low taxation, tewer controls, non-militant unions, and a

flourishing enterprise culture. These are the very policies which the



o

A

Government is seeking to introduce to enable this country to generate the

jobs and create the wealth which we all want to see.

But the real weakness of the opposition case lies not in what they do say

but what they fail to say. In repeated debates in this House they have
3 @

made virtually no attempt to spell outhredible and coherent explanation

of how they would resolve the problems which this and every other major

industrial country faces in the world today.

To them 3 million unemployed is not a problem to be solved but a tragedy
to be exploited. They are like a doctor who offers his patients sympathy
but refuses any diagnosis, any prognosis and any prescription.
Mg )
Real compa351on requires of US moke than sympathy It requ1res a w1111ng—

ness to face the toughfchOlces,w/equlres a w1ll;ngness to stand up to

vestsd 1nterests;/ { P -~

: L
Unless the opposition parties are prepared to tell us what they would do -
and why it would work now when it failed in the past and has been rejected
by nearly every government in the free world - those parties will find

themselves in the wilderness for a generation.

This Government has had the courage to make tough choices. It has had
the resolution to stand up to vested interests. It has had the consistency
to pursue a longterm strategy, Apd it offers the people of this country the

vision of a free economy, which will harness their energies to the creation
reL We. S0
of jobs and i&generatlon of - the wealtnLyhlch we want as much for the welfare

of the needy as to fulfil the legitimate aspérations of the majority.
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FROM: DAVID PERETZ
DATE: 3 December 1984

PS/CHIEF SECRETARY cc Mr Battishill
Mr Scholar

AUTUMN STATEMENT DEBATE

The Chancellor has seen your note of 29 November commissioning

material for the Chief Secretary's wind up speech.

2. There is one point he would rather the Chief Secretary did
not make - that 1is the suggestion, at paragraph 2(v) of your
minute #,that the fiscal adjustment could as in some past years

turn out to be greater than is now being estimated.

WQ

D: L. C. PERETZ
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FROM: DAVID PERETZ
DATE: 3 December 1984

PS/CHIEF S ETARY cc Mr Battishill
[ Mr Scholar

AUTUMN STATEMENT DEBATE

The Chancellor has seen your note of 29 November commissioning

material for the Chief Secretary's wind up speech.

2. There is one point he would rather the Chief Secretary did
not make - that is the suggestion, at paragraph 2(v) of your
minute M}that the fiscal adjustment could as in some past years

turn out to be greater than is now being estimated.

fint”
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031937  REGAN STRESBES
- WASHINGTUN, Hee 4 - Treasury Secretary
sﬁdnatd,Regmn;straﬁaed Lhat khis tax reform
Cproposal would be deatt with geparately and
5tﬁke'5ec6nd-ptacevto the administration’s
_ﬂéfitit.r@ductimn proposils. »

e g o speech to the National Fress Club,
 Regan said the deficit problem did not diminish
the need for a fairer tax system bub addad,
“leficit reduction 1w critically important butl
© it is anobther matter completely. Lt will have
First priovity.”. :
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CONFIDENTIAL

FROM: DAVID PERETZ
DATE : 3 December 1984

MR PRATT ce Chief Secretary
Financial Secretary
Minister of State
Economic Secretary
Sir P Middleton
Mr Bailey
Mr Anson
Mr Cassell
Mr Battishill
Mr Evans
Mr Odling-Smee
Mr Lankester
Mr Scholar
Mr Gray
Mr Riley

AUTUMN STATEMENT: 3 YEARS EXPENDITURE
AND REVENUE FIGURES

The Chancellor was grateful for the illustration attached to

your minute of 23 November.

2. Although we must now wait and see if the TCSC report makes

any mention of this possibility, the Chancellor thinks that

in any event ft—Wb'e—xTu&ed—rn the post-mortem on this

s cove~
ear's PES round, -which—should cover presentation in general “~ﬂ(
x )

flis f/mﬂh‘&‘lg e /M?'ZEJ@/

D L. C PERETZ
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FROM: R M PERFECT
DATE: 3 December 1984

1. MR SCHOLAR

' po G %"\\S/
2 CHIEF SECRETARY

cc s Mr Gray:
O LW o
Miss Peirson
Mr Folger

Mr Makeham

Mr Broadbents minute of 29 November commissioned a series of short speaking notes.

L

AUTUMN STATEMENT DEBATE '

2. I attach drafts - prepared in GEP. Miss Peirson has contributed note v.

IR\ Tk

R M PERFECT
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i. The importance of controlling public expenditure for achieving the Governments

‘ overall economic policies

Failure to control public spending would mean failure to reduce taxes on people and the

firms they work for.

2. Over the last twenty years more and more people on lower incomes have been brought

into tax while social security benefits have risen broadly in line with earnings. The
result has been increasing numbers of people have come to be simultaneously subject to tax
and entitled to means tested benefits. If their incomes rise they suffer an increase in tax
and a withdrawal of benefits. The marginal rate of deduction for them both can be higher
than the marginal tax rate at the top end of the scale. The resulting poverty trap means
that many people have little incentive to find a job. We must reduce the tax burden on

these people. And that necessitates tough decisions on public expenditure.

3 If we succeed, a reduction in the burden of taxation will allow a reversal of the trends

of the last twenty years.

we could tackle the poverty trap by taking more of the lower paid out of tax.

we could reduce the proportion of income taken by income tax, increasing the

incentive to work.

and we could lesser the burden on industry, improving competitiveness and

employment.



‘1 Process by which expenditure decisions are reached.

The medium term financial strategy sets the framework within which policy operates.

74 That framework is based on holding public expenditure constant after allowing for
inflation.
35 Having considered what can be afforded Government has to decide what bills have to

be paid for and what the priorities should be. Expenditure decisions then reached in

4 3 d wAL A S Cﬂbcu\'c-‘»:\ Weee
discussion between Treasury and spending departments—aegu-l-teiﬁaer&ed—&e—&}bmzﬂad

el Caleiaey, -

4. Results reflect Governments priorities.

i defence - the NATO commitment for growth of some 3 percent growth in real
terms up to 1985-86 has been honoured. Provision for defence spending has

increased 30 per cent in real terms (1978-79 to 1985-86).

ii.  health - growth of nearly 1 per cent for hospital and community health services
for the increasing number of old people. Health and personal social services

Provision has increased 19 per cent in real terms (1978-79 to 1985-86)

iii. social security - provision has been increased to provide for full uprating in

November 1984 (in real terms this provision rises 31 per cent 1978-79 to
1985-86).

iv.  spending on law and order is up-36 per cent in real terms 1978-79 to 1985-86..

5e In addition we have had to increase provision for local authority cxpenditlure in view of

their continued overspending. Tougher penalties for exceeding target or guidelines.

6. Given the stable total we must make savings in order to have room to spend more on

those areas that only Government can deal with.

7. As we saiciZthe Green Paper on Public Expenditure in the longer term, controlling the
whole calls for a rigorous application of priorities. We first decide what can be afforded,

set our spending plans accordingly and then stick to those plans.



L
iii.  Credibility of the 1985-86 total in tight of 1984-85 overshoot

.dditional claims on expenditure in 1984-85 mean that the prospective outturn is some £1.5

billion higher than planned. The major factors are the coal strike and local authority
overspending. :

Coal strike

2. Have assumed baseline for 1985-86 figures. So there will be some adjustments
relating to NCB after the strike. They cannot be forecast with any certainty but would

include minuses as well as pluses and the aggregate effect may not be very large - it

depends on the outcome.

LA relevant current

4. Have made extra £900 million provision and increased penalties for exceeding target

or guidelines. And rate capping has been introduced.

Other spending

5. Have taken steps to improve forecasting or demand led expenditure which has been
major contribution to unplanned spending in past. As a result provision for ECGD, IBAP and
Social Security have all increased. And we have solidly based estimates of European

Community contributions now that negotiations over.



iv.  Asset sales, cuts in Reserve and NIS adjustment

extra receipts

special sales of assets -500
housing -430
Reserve -750

-1680

Demand led increases

Social Security +470

ECGD +160

IBAP +180

European Community +200

LA current +900
Total (excludes £100m double counting) +1810
Receipts

a) figures for receipts are forecasts of what existing policies will produce. Privatisation

right for wider issues - liberalises resources for most productive uses.

b) forecasts of demand led expenditure have increased more than forecasts of receipts

and the change in Reserve.
Reserve
“(.L\
c) Wedge shape Reserve always reduced as plans rolled forwarded a year.

d) Reserve of £3 billion, £250 million higher than allowed for 1984-85 in last public

expenditure white paper.

Planning total

e) As well as abolition of NIS surcharge one has to take into account VAT and

Corporation Tax changes which add to public expenditure. Taking all these together,
reasonable to stick to Cmnd 9143 planning total . :



'AUTUMN STATEMENT DEBATE -— 6 DECEMBER
Draft Speaking Note for Chief Secretary's winding-up

(v) Fiscal Adjustment 1985-86-

A some have suggested that the fiscal adjustment next year
may turn out to be greater than we estimated in the Autumn
Statement. That is, the scope for tax reductions in the next

Budget may have been understated. Others have suggested the
opposite.

2. I should like to emphasise two points on this.

3 First, the projection in the MTFS we published last March,
for the PSBR in 1985-86, was illustrative only. My RHF will
be reconsidering the appropriate path for the PSBR, in the
run-up to the next Budget, in the 1ight “of " 'all the latest
factors.

4. There are those who say already that we should aim at
a considerably lower figure, particularly because of the changes
in the forecast paths of North Sea o0il revenues and asset
sales. Indeed, we pointed out in the Budget Report last March*
that the pattern of these receipts in particular must be taken
into account in determining the appropriate path of the PSBR.
on the other hand, there are SO many other changes happening
that it is possible that the PSBR next year should be higher
rather than lower. These considerations underline the fact
that the estimates of the fiscal,adjustmcnt published hitherto

rest on some very broad assumptions.

hi Secondly, it must be remembered that the forecast of
the underlying fiscal picture is extremely uncertain, even
at this stage. The public sector borrowing requirement is
the net difference between flows of receipts and expenditure
approaching £200billion é_ year. With the best will in the
world, we cannot expect to make precisely accurate forecasts

of these flows. The margin of error in our present forecast

* paragraph 2.17 of FSBR.



of the fiscal adjustment next year is certainly considerably
bigger than the projected fiscal adjustment itself. One obvious
possibility is that changes in both dollar o0il prices and
the sterling/dollar exchange rate could either reduce or

increase our North Sea o0il revenues significantly, compared
with our present forecasts.

6. For both these reasons, therefore, it is impossible to
say at this stage what the scope for tax changes in the next
Budget will be. My RHF will be reaching a view on that in

his Budget judgment, and I cannot anticipate his conclusion.



vi increased efficiency and reduced administrative costs.

z

We have concentrated on achieving savings by improving efficiency.

- the number of civil servants has fallen 115,000 since April 1979 (to 617,000 in
October 1984): This saves around £1 billion a year on gross pay bill.

= we are contracting out work to the private sector where that can be done at a

lower cost to the tax pPager. Some substantial savings-£18m net per year-

achieved from competition.

- the Financial Management Initiative was launched by Prime Minister to make
Civil Service more business like - with clear objectives. As part of that
initiative we are developing measures of output so value for money can be better

assessed. Expect this to be reflected in the public expenditure White Paper to be

published early next year.



