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The Cabinet considered a memorandum by the Chancellor of the
Exchequer (CP(93) 1) on economic strategy.
THE CHANCELLOR OF THE EXCHEQUER said that preparations
for the next Budget on 16 March would require some unusually
difficult judgements to be made. The economic situation and prospects
were in most respects similar to those envisaged at the time of the
Autumn Statement. If anything, there was reason to be a little more
confident in the light of, for example, recent figures on car sales,
industrial and manufacturing production and in particular retail sales.
On balance, he saw no reason to change the forecast made last autumn
that the economy would grow by 1% in 1993 over 1992, with growth
picking up through the year. However, the recovery remained fragile
and not all of the relevant indicators were clear or pointing in the right
direction. Recovery in the United States appeared to be gathering
strength, but the recession was persisting in Europe, particularly in
Germany. European Community forecasters judged that the United
Kingdom would be the fastest-growing major economy in a slow field
in the Community in 1993, and among the fastest in 1994. However
unemployment remained distressingly high. Falls in the unemployment
total would as usual lag behind economic recovery, and high levels of
unemployment served to delay recovery. Economic growth was likely
to take place only slowly, in particular because of the overhang of high
levels of borrowing and debt. The reduction of four percentage points
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in short-term interest rates since September would however help to
boost domestic demand. The balance of trade needed to improve. The
fall in the exchange rate of close to 16% should assist exports, but there
was likely to be only modest overall growth in export markets. Very
good progress had been made in reducing inflation, with headline
inflation (currently 1.7%) at its lowest level for 25 years. But higher
import prices were likely to push up Retail Price Index (RPI) inflation
near to or a little above the top of the Government’s 1 per cent to 4
per cent target range by the beginning of next year.
Continuing, THE CHANCELLOR OF THE EXCHEQUER said that
confidence on the part of the financial markets was crucial to the
success of the Government’s economic policies. Without that
confidence, sterling could weaken further with the result that low
interest rates could not be maintained. Particular concerns of the
markets were the current account deficit, and the size of the Public
Sector Borrowing Requirement (PSBR). The current account deficit
could rise to over £18 billion in 1993, 3 per cent of Gross Domestic
Product (GDP), and as matters stood was set to widen thereafter as the
economy recovered. A deficit of, say, 5 per cent of GDP would cause
a progressive build-up of overseas debt which would be unsustainable.
It was difficult to forecast the PSBR precisely, but in 1993/94 it was
likely to be at its highest level as a share of GDP since the mid 1970s
when the then Labour Government had had to call in the International
Monetary Fund. The United Kingdom now had the worst primary
deficit (the PSBR excluding debt interest) in the European Community.
There had been comment on this at the most recent meeting of the
Economic and Finance Council. Unless corrective action was taken,
the United Kingdom was likely eventually to be identified by the
Community as having an excessive budget deficit and hence failing to
meet the criteria set for economic convergence. It would be undesirable
for the United Kingdom to share the experience of Canada which had
recently suffered a downgrading of its international credit rating. A
substantial part of the present PSBR was attributable to the recession,
particularly increased expenditure arising from high unemployment and
reduced revenues, especially from corporation tax. However, the
burden of debt interest still had to be met and could amount to 2% of
GDP: so, even if the increase in PSBR had been wholly attributable to
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cyclical factors, some corrective action would be called for. There had
been large discretionary increases in public expenditure in recent years:
the New Control Total in 1993/94 was 11 per cent higher than in
1990/91. Taxes were cut in both the 1992 Budget and the Autumn
Statement, and the question of tax increases also needed to be
addressed. These did not necessarily have to be large in order to have
a beneficial effect on the budget deficit, and the importance of not
damaging the prospects for economic recovery had to be borne very
much in mind. The highest priority, however, was to keep interest
rates at a low level. That depended on maintaining the confidence of
the financial markets, and the fiscal problem had to be tackled if the
Government was to remain in control of events. What action should be
taken, and when, were now the key issues.
In discussion the following were the main points made.
a. It was notoriously difficult to synchronise changes in fiscal
policy with the economic cycle. The present indications of
recovery were uncertain and it would be desirable to postpone a
final decision on action in the March Budget until the last
possible moment. Indeed it might be preferable to defer any
major changes until the autumn Budget when the progress of
recovery could be better judged and when taxation and public
expenditure could be considered together.
b. If more stringent action was left for the autumn Budget,
there was a risk that the Government would be accused of
putting off necessary changes. It would be difficult for Treasury
Ministers to act confidently if they were aware that further tough
action would need to be taken later in the year. The longer
action to reduce the fiscal deficit was deferred, the greater
would be the problems. Earlier action might increase the
prospect of tax reductions towards the end of the Parliament.
c. The financial markets were very sensitive to the dangers of
increased inflation and there was a danger that if no action was
taken until the autumn the Government might lose control and be
faced with a need to reverse the strategy on which recovery had
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been based, in particular maintenance of low interest rates. It
might be possible to adopt a two-stage strategy whereby some
indication was given in the March Budget of the Government’s
readiness to raise taxation, but major changes were reserved
until the autumn, when the progress of recovery could be better
assessed.
d. The Government’s reputation as a tax-cutting administration
must be preserved, although it must not become impossible ever
to increase taxes. Once taxes had been increased it was not easy
to reduce them, and the electorate might be less inclined to
believe the Government’s claims in the future. If tax increases
were inevitable they should be presented in a way which would
make it clear that the decisions were taken on pragmatic grounds
and that the Government would reduce taxes again when
recovery was well established. The public should also be made
aware of the need for reducing public expenditure. It would be
important to bring home the seriousness of the fiscal problem to
the Government’s supporters in Parliament.
e. Some increase in income tax, for example restraining
indexation below the Rooker/Wise level, might be acceptable to
the public. But increases in direct taxation could undermine pay
restraint. The policy on public sector pay had proved successful
so far but was not yet well established; and it would be unwise
to seek to extend it. The least attractive option would be an
increase in income tax rates. Any increases in taxation should
be accompanied by action to protect the least well off and those
in receipt of benefits.
f. Taxes which focused on concerns such as the environment
might be more readily acceptable to the public and more difficult
for Opposition parties to reject. They could raise substantial
sums. For example, value added tax (VAT) on domestic fuel
and power, with some offset to protect those with the lowest
incomes, could raise about £2l/ i billion per annum. An increase
of £10 on vehicle excise duty would raise £350 million per
annum. An increase in petrol duty by 3 per cent beyond the
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amount required to offset the reduction in car tax would raise
£250 million in the first year, and it might be possible to
indicate that there would be similar annual increases thereafter.
These changes would be helpful in the context of the
Government’s international commitments to reduce carbon
dioxide emissions. An increase of tobacco tax by 10 per cent
would raise £750 million per annum. Increases in duties on
alcohol could have beneficial effects, including a reduction in the
crime rate.
g. An important practical consideration would be the ability of
the Government to secure Parliamentary approval to unpopular
measures. The Government’s majority was now greatly reduced
and some options might not be supported. Failure by the
Government to carry through parts of its economic management
strategy could seriously undermine the confidence of the
markets.
h. Higher rates of VAT and extension of its coverage, for
example to housing, food and children’s clothing, would
increase inflation and might be resisted. On the other hand, tax
changes during the 1980s had narrowed the tax base and it could
be argued that that process should be reversed.
i. The downturn in the German economy would continue to
impede the progress of exporting industries. Rather than relying
on domestic consumption to produce recovery, which would
further damage the balance of payments, the Chancellor of the
Exchequer should consider what opportunities were available to
provide a stimulus to exports, for example by reducing costs
borne by exporters. The Budget should include other measures
which were of benefit to industry, for example various
employment measures which had recently been considered in an
informal group under the chairmanship of the Lord Privy Seal,
or the extension of the enhanced capital allowances announced in
the Autumn Statement though there was a risk that this might

5
SECRET

SECRET
delay investment. Excessive increases in fuel duty or vehicle
excise duty would add to business costs and sour the atmosphere
for proposals on road-pricing.
j. It would not be possible to rely solely on taxation to reduce
the fiscal deficit. Another rigorous public expenditure round
would be required, though it must be recognised that there was
likely to be little immediate scope for further large reductions in
public expenditure, not least because 1993/94 was the toughest
of the three years which had been settled in the previous Public
Expenditure Survey. It would be helpful if the Treasury could
provide a presentation on Public Expenditure before the next
Survey began.
k. A major obstacle to reducing the fiscal deficit was the
indexation of taxes and benefits. The current exceptionally low
level of inflation might provide an opportunity to put an end to
such arrangements, although the political difficulties would be
formidable. The low current interest rates might also make it
possible to abolish mortgage interest tax relief. That could be
done in a way which would stimulate house building in the short
term by announcing that the relief would be abolished in two
stages, after six and twelve months. Abolition of mortgage
interest tax relief would help to reduce the excessive
concentration of wealth in housing. It would however be
contrary to the Government’s traditional promotion of a
property-owning democracy.
l. The Budget purdah conventions impeded the ability of
Treasury Ministers to conduct a sensible debate on economic
policy in advance of the Budget decisions and should be re
examined. Important technical matters such as the quality of
statistical information on the economy and the work of the RPI
committee should continue to be pursued.
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m. Once the policy had been settled it would be essential for
the Government to be seen to stand together in support of the
Budget strategy.
THE PRIME MINISTER said that the discussion had again illustrated
the debilitating impact on policy-making of the Government’s inability
to rely on the support of some of its back-benchers. A wide variety of
views had been expressed which the Chancellor would take into account
in drawing up his Budget. Ministers should ensure that the substance
of the discussion remained confidential.

Cabinet Office
18 February 1993
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