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ECONOMIC The Cabinet considered a memorandum by the Chancellor of the Exchequer 

STRATEGY (C(83) 5) on economic s t r a t e g y . 


THE CHANCELLOR OF THE EXCHEQUER said t h a t the background to the Budget, to 

be presented on 15 March, was one of expectations of modest growth i  n the 

world economy. Recovery had been delayed i  n 1982, p a r t l y because of the 

d i f f i c u l t i e  s experienced by the United States and West German economies 

and p a r t l y because of retrenchment by major debtor c o u n t r i e s such as 

Ni g e r i a and Mexico. I n f l a t i o  n and i n t e r e s t r ates were, however, d e c l i n i n g ; 

and r e a l demand was l i k e l  y to expand i  n 1983. There were two main uncer­

t a i n t i e s  . F i r s t  , the scale and speed of recovery would depend on 

developments i  n the United States economy: i  t would be necessary f o r the 

A d m i n i s t r a t i o n t o t a c k l e c o n v i n c i n g l y the problem of the mounting f e d e r a l 

budget d e f i c i  t i n order t o improve confidence and allow scope f o r reductions 

i n i n t e r e s t r a t e s . Secondly, the f u t u r e movement of o i  l p r i c e s was 

u n c e r t a i n . A moderate d e c l i n e i n the p r i c e of o i  l would be broadly h e l p f u l 

to world economic a c t i v i t  y and i n f l a t i o n  , and had l i t t l  e e f f e c t on the 

United Kingdom's balance of payments and p u b l i c revenue. A sharp d e c l i n e 

could however have adverse e f f e c t s . 


The 1982 Budget had envisaged a Public Sector Borrowing Requirement (PSBR) 

i n 1982-83 of about £9.5 b i l l i o n  ; the o u t t u r n was l i k e l  y t o i b e l e s s . For 

1983-84, the Medium Term F i n a n c i a l Strategy suggested a PSBR of about 

£8 b i l l i o n  . A higher f i g u r e would have l i t t l  e e f f e c t on a c t i v i t  y and 

employment i  n the short term, but could s e r i o u s l y impair confidence, 

e s p e c i a l l y i  n the present s t a t e of u n c e r t a i n t y i  n the markets. His 

p r e l i m i n a r y view was t h a t i  t would be a mistake t o p u b l i s h a f o r e c a s t PSBR 

fo r 1983-84 of higher than £8 b i l l i o n  . A f i g u r e of £8 b i l l i o  n would allow 

some scope f o r tax reductions besides the r e v a l o r i s a t i o n of allowances and 

bands assumed i  n the economic f o r e c a s t s . On i n d i r e c t taxes, he would be 

r e l u c t a n t t o forgo a s u b s t a n t i a l measure of r e v a l o r i s a t i o n . F u l l 

r e v a l o r i s a t i o n would y i e l  d some £600 m i l l i o  n a year but add only about 

0.5 per cent t o the R e t a i l Price Index. There might, however, be a case 

f o r l i m i t i n  g the increase i  n p e t r o l tax i n order to p r o t e c t r u r a l areas. 

To the extent t h a t d i r e c t taxes were reduced, i  t would be necessary to 

decide between the claims of i n d u s t r y and the personal sector. The 

Confederation of B r i t i s  h I n d u s t r y (CBI) were pressing s t r o n g l y f o r r e l i e  f 

through the a b o l i t i o n of the Natio n a l Insurance Surcharge (NIS). I  t was 

undoubtedly d e s i r a b l e t o encourage improvements i  n competitiveness and the 

r e b u i l d i n g of companies' p r o f i  t margins. Companies were, however, already 

b e n e f i t i n g from the previous reductions i  n NIS, and from f a l l  s i  n i n t e r e s t 

rates and the exchange r a t e . There was a stronger case f o r i n c r e a s i n g 

income tax thresholds beyond the amount needed f o r r e v a l o r i s a t i o n . This 

would be welcome to many of the Government's supporters, and would be 

appropriate i  n view of the Government's i n a b i l i t  y to reduce the burden of 
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d i r e c t t a x a t i o n t o the extent t h a t i  t had hoped to be able t o do when i  t 

took o f f i c e  . A s i g n i f i c a n t increase i  n the thresholds could w e l l b r i n g 

b e n e f i t s i n wage b a r g a i n i n g , and would help a l l e v i a t e the poverty and 

unemployment t r a p s . 


F i n a l l y , he hoped t h a t the Budget could i n c l u d e , as i  n 1982, packages of 

smaller measures targeted to help p a r t i c u l a r areas of the i n d u s t r y or 

deserving groups. He would be i  n touch separately w i t h the M i n i s t e r s 

concerned. 


The f o l l o w i n g main p o i n t s were made i n discussion ­

a. The Chancellor of the Exchequer was t o be congratulated on the 

steadiness w i t h which he had maintained the course of the Government's 

f i n a n c i a l and economic s t r a t e g y . This was the main reason why the 

Government now had u s e f u l freedom of f i s c a  l manoeuvre. I  t would be 

p o l i t i c a l l  y and economically disastrous i  f the Government appeared to 

be d e p a r t i n g now from the course which had been set . 


b. I  t could be argued t h a t , w i t h o u t d e p a r t i n g from the Government's 

u n d e r l y i n g p o l i c i e s , i  t would be possible to all o w the PSBR i  n 1983-84 

to be r a t h e r higher than the Chancellor of the Exchequer had suggested. 

A PSBR of £8 b i l l i o  n would be low i  n comparison w i t h the average of 

i n d u s t r i a l i s e d c o u n t r i e s ; and the previous f o r e c a s t s which had 

included i  t had assumed a r a t h e r higher l e v e l of economic a c t i v i t  y than 

now seemed l i k e l y  . I  t was improbable t h a t the markets would r e a c t 

adversely i  f the PSBR were kept below £9 b i l l i o n  . On the other hand, 

there were great u n c e r t a i n t i e s , as C(83) 5 brought o u t , i  n the 

economic f o r e c a s t s and i n the c u r r e n t economic s i t u a t i o n . These and 

other considerations argued f o r e r r i n g on the side of caut i o n i  n the 

Budget. I  t would be b e t t e r t o be cautious i  n the s p r i n g and r e l a x i  f 

appropriate l a t e r , than to r e l a x too f a r i n the s p r i n g and be obl i g e d 

t o r e t r e n c h l a t e r . A f u r t h e r c o n s i d e r a t i o n was t h a t r e a l i n t e r e s t 

rates were at an e x c e p t i o n a l l y high l e v e l . Reductions i n them would 

encourage i n d u s t r i a l investment and new housebuilding, which were the 

keys t o sound economic growth. The l e v e l of mortgage i n t e r e s t rates 

was also of c e n t r a l importance to many f a m i l i e s . A l  l these arguments 

t o l d i n favour of a cautious p o l i c y i  n respect of the PSBR. 


c. A fewmembers of the Cabinet took the view t h a t any r e d u c t i o n i  n 

t a x a t i o n should mainly b e n e f i t i n d u s t r y . The United Kingdom's indus­

t r i a  l base was s t i l  l weak. Strengthening i t  , and improving 

competitiveness, was the only s a t i s f a c t o r y long-term s o l u t i o n t o the 

problem of unemployment, which was bound to assume in c r e a s i n g p o l i t i c a  l 

and s o c i a l importance. One p o s s i b i l i t  y would be to make a f u r t h e r 

r e d u c t i o n i  n the r a t e of NIS, as an earnest of the Government's 

i n t e n t i o n u l t i m a t e l y to a b o l i s h i t  . But there were grounds f o r 

b e l i e v i n g t h a t the CBI's arguments i n favour of t h i s course r e f l e c t e d 

t h e i r d i f f i c u l t i e  s i  n reaching agreement among t h e i r members r a t h e r 

than the t r u e needs and wishes of i n d i v i d u a l companies. Moreover the 

f a l  l i n the exchange r a t e was now h e l p i n g t o make i n d u s t r y more 

co m p e t i t i v e . I  t might be b e t t e r to devise schemes of in c r e a s i n g 

c a p i t a l investment, p a r t i c u l a r l y i  n the West Midlands and other p a r t s 

of the country which had been p a r t i c u l a r l y hard h i  t by unemployment. 
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An a l t e r n a t i v e way of h e l p i n g businesses, which could have some 

p r e s e n t a t i o n a l advantage at r e l a t i v e l  y small cost, would be to reduce 

c o r p o r a t i o n t a x . 


d. Most members of the Cabinet, however, took the view t h a t p r i o r i t  y 

should be given to reductions i  n personal t a x a t i o n , and to inc r e a s i n g 

income tax th r e s h o l d s , r a t h e r than t o reducing tax r a t e s . Many 

workers on r e l a t i v e l  y low earnings paid s u r p r i s i n g l y large amounts of 

income t a x . Unless e a r l y a c t i o n was taken t o put t h i s r i g h t the 

problem could become i n t r a c t a b l e f o r a long time. Raising tax 

thresholds would help to a l l e v i a t e the problems of the poverty t r a p and 

the lack of i n c e n t i v e to take a job r a t h e r than r e l y on s o c i a l s e c u r i t y 

b e n e f i t s . I  f p o s s i b l e , i  t would s i m i l a r l y be d e s i r a b l e to make a 

s u b s t a n t i a l increaase i  n the r a t e of c h i l d b e n e f i t . 


e. On t h i s occasion i  t would be d e s i r a b l e to make a s t r i k i n g improve­

ment i  n one major area of the tax system r a t h e r than d i s s i p a t e the 

e f f e c t by spreading the reductions over several areas. I  t would also 

be important, however, to supplement the major measures w i t h an 

imaginative package of minor measures such as had featured i  n the 1982 

Budget. These need not cost much, but could have a s t i m u l a t i n g e f f e c t 

out of a l  l p r o p o r t i o n to t h e i r cost. A t t r a c t i v e p o s s i b i l i t i e  s were 

developments of the Ent e r p r i s e Allowance Scheme and the Small 

Engineering Firms Investment Scheme. The l a t t e  r could be p a r t i c u l a r l y 

h e l p f u l to f i r m s i  n areas such as the West Midlands, which had 

suf f e r e d an extremely sharp decline i  n comparison t o t h e i r previous 

h i s t o r y . I  t might also be d e s i r a b l e to devote resources to 

a l l e v i a t i n g unemployment, which was c e r t a i n to continue to increase 

f o r some time to come, through such measures as the Temporary Short-

Time Working Compensation Scheme, the Job Release Scheme, and improved 

youth t r a i n i n g . There should also be a more imaginative and h e l p f u l 

a t t i t u d e to f i s c a  l measures, such as sto c k - o p t i o n schemes, designed 

to encourage entrepreneurship. 


f . I  t was open to doubt whether i  t would be possible to mount a 

scheme to increase p u b l i c investment, as had been suggested i  n 

dis c u s s i o n , which would be economically j u s t i f i e  d and have s u f f i c i e n t l  y 

e a r l y e f f e c t s t o be u s e f u l . I  t was however r e g r e t t a b l e t h a t the 

undershoot i  n the PSBR f o r 1982-83 was p a r t l y the r e s u l t of an 

unintended s h o r t f a l  l i  n c a p i t a l expenditure i  n the p u b l i c sector. 

Every e f f o r  t should be made t o prevent t h i s from happening again i  n 

1983-84. 


g. The r e d u c t i o n i  n the o i  l p r i c e might have serious e f f e c t s on the 

p r o f i t a b i l i t  y of marginal f i e l d s on the United Kingdom Continental 

Shelf. I  t might be necessary to adju s t the r e l e v a n t f i n a n c i a l regime 

i n order to ensure t h a t marginal f i e l d s continued to be e x p l o i t e d and 

developed. 


h. There was some concern about the p r i c e of p e t r o l , p a r t i c u l a r l y i  n 

r u r a l areas, and t h i s should be borne i  n mind i  n considering the 

r e v a l o r i s a t i o n of the re l e v a n t d u t i e s . L i m i t i n g the increase i  n the 

duty on DERV could i  n p a r t i c u l a r have b e n e f i c i a l consequences f o  r 

i n d u s t r i a l and a g r i c u l t u r a l costs. On the other hand r u r a l areas had 

be n e f i t e d from the greater p r o s p e r i t y of a g r i c u l t u r e , as compared w i t h 

i n d u s t r y . 


H 
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i . Much a t t e n t i o n had been given i  n the media to complaints about the 

r a t i n g of empty i n d u s t r i a  l and commercial premises. There were, f o r 

example, r e p o r t s of r o o f s being removed from new b u i l d i n g s i  n order t o 

avoid the payment of l o c a l r a t e s . There might be scope f o r f i s c a  l 

r e l i e f  s i  n t h i s area. However, the f a c t u a l basis f o r the r e p o r t s was 

d o u b t f u l . The matter was under examination by the Secretary of State f o r 

the Environment and the other M i n i s t e r s concerned. 


THE PRIME MINISTER, summing up the d i s c u s s i o n , said t h a t there was general 

agreement on the assessment of the s i t u a t i o n , on the outlook f o r the f u t u r e 

and on the course to be f o l l o w e d . 


The Cabinet -


I n v i t e d the Chancellor of the Exchequer to take account of 

the d iscussion i  n preparing h i s forthcoming Budget. 


Cabinet O f f i c e 


7 February 1983 
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 THE PRIME MINISTER said t h a t the Cabinet'had p r e v i o u s l y endorsed . ' 
 the p r i n c i p l e of recovering the excess p r o v i s i o n f o r i n f l a t i o  n i  n the 

November 1982 u p r a t i n g of s o c i a l s e c u r i t y b e n e f i t s , up to a maximum 
 of 2{ per cent. The need t o recover an excess had once again 

 demonstrated the u n s a t i s f a c t o r i n e s s of the method of u p r a t i n g based on 
 f o r e c a s t s of i n f l a t i o n  . That method had been introduced by the previous 
 Labour A d m i n i s t r a t i o n i  n order to produce a o n c e - f o r - a l l saving i  n 

 p u b l i c expenditure at a time of t e m p o r a r i l y d e c l i n i n g i n f l a t i o n  . I  n the 
event, o u t t u r n had r a r e l y coincided w i t h f o r e c a s t s . When the o u t t u r n 

 exceeded the f o r e c a s t , the Government was expected t o make good the 
 s h o r t f a l l  ; when o u t t u r n f e l  l short of f o r e c a s t , i  t was p o l i t i c a l l  y 
 d i f f i c u l  t f o r the Government to recover excess p r o v i s i o n . She and the 
 M i n i s t e r s most c l o s e l y concerned had t h e r e f o r e agreed, subject to the 

 approval of the Cabinet, t h a t f u t u r e u p r a t i n g s should be based on the 
a c t u a l increase i  n the R e t a i l Prices Index (RPI) i  n the twelve-month 
p e r i o d ending i  n the May before each November u p r a t i n g . This increase 
was announced i n June. I  t was the l a t e s t f i g u r e which i  t was f e a s i b l e 
to use both because of a d m i n i s t r a t i v e c o n s t r a i n t s and because of the 
need to a l l o w time f o r Parliamentary debate on the s t a t u t o r y instruments 
g i v i n g e f f e c t to the u p r a t i n g . The necessary l e g i s l a t i o  n would be 
announced i  n the Chancellor of the Exchequer's Budget Statement and 
introduced immediately t h e r e a f t e r . The present year was a favourable 
time f o r making the change from f o r e c a s t s to a c t u a l f i g u r e s as the basis 
of u p r a t i n g s . Although i  t was l i k e l  y t h a t the increase i n the RPI 
between May 1982 and May 1983 would be less than the f o r e c a s t increase 
between November 1982 and November 1983, i  t was no longer proposed t h a t 
any p a r t of the excess p r o v i s i o n f o r i n f l a t i o  n i n the November 1982 
up r a t i n g should be recovered. The use of a c t u a l f i g u r e s , unadjusted 
f o r the past excess p r o v i s i o n , was l i k e l  y to be more favourable to 
b e n e f i c i a r i e s than the use of a fo r e c a s t w i t h f u l  l or n e a r - f u l l a d j u s t ­
ment. I  t was proposed t h a t increases i  n p u b l i c service pensions, which 
were l i n k e d by s t a t u t e to increases i  n State r e t i r e m e n t pensions, should 
be d e a l t w i t h i  n the same way. This made i  t unnecessary t o pursue the 
p o s s i b i l i t y  , r a i s e d i  n the Cabinet's previous d i s c u s s i o n , of breaking 
the s t a t u t o r y l i n  k between increases i n p u b l i c service pensions and 
increases i  n State pensions: the problem of excess p r o v i s i o n f o r 
i n f l a t i o n  , and consequent unintended increases i  n the r e a l value of 
pensions, which had been the cause of the Cabinet's previous concern, 
could no longer a r i s e i  f pensions increase were based on a c t u a l increases 
i n the RPI r a t h e r than f o r e c a s t s . 

Although the proposals were e n t i r e l y l o g i c a l  , they would need c a r e f u l 
p r e s e n t a t i o n both i  n the Budget Statement and subsequently. The 
Government would be c r i t i c i s e  d f o r changing from f o r e c a s t s to a c t u a l 
f i g u r e s as the basis of upr a t i n g s at a time when t h i s change, i  n i s o l a t i o n  , 
seemed l i k e l  y to be less favourable to b e n e f i c i a r i e s ; but such c r i t i c i s  m 
could be r e b u t t e d i f  , as was proposed, no adjustment was made i  n November 
1983 f o r the excess p r o v i s i o n f o r i n f l a t i o  n i  n November 1982. I  t was 
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h e l p f u l t h a t several o r g a n i s a t i o n s r e p r e s e n t i n g pensioners, i n c l u d i n g 

the i n f l u e n t i a l N a t i o n a l Federation of Old Age Pensioners As s o c i a t i o n s , 

had pressed f o r the change. 


I n d i s c u s s i o n , there was general agreement w i t h the proposals o u t l i n e d 

by the Prime M i n i s t e r . The f o l l o w i n g main p o i n t s were also made ­

a. Using a c t u a l increases i  n the RPI r a t h e r than f o r e c a s t s 

as the basis of u p r a t i n g s o c i a l s e c u r i t y b e n e f i t s would reduce 

the a t t e n t i o n given to the fo r e c a s t s of i n f l a t i o  n which had t o 

be published a t the time of the Budget by v i r t u e of the 

pr o v i s i o n s of the I n d u s t r y Act 1975. I  t was p a r t i c u l a r l y 

undesirable i  n the context of pay barga i n i n g to draw excessive 

a t t e n t i o n t o such f o r e c a s t s . 


b. Although there were persuasive a d m i n i s t r a t i v e and other 

reasons f o r using the May RPI f i g u r e s as the basis of u p r a t i n g s , 

i  t would be de s i r a b l e f o r the proposed l e g i s l a t i o n not to 

prevent the use of l a t e r f i g u r e s i  f t h a t should at some stage 

prove f e a s i b l e . 


c. The proposals were f u l l  y c o n s i s t e n t w i t h the Government's 

pledge t o maintain the r e a l value of State r e t i r e m e n t pensions 

during the l i f e t i m e of the present P a r l i a m e n t ; . i t was, however, 

l i k e l y t h a t the Government would be pressed during the Budget 

debate t o make c l e a r i t  s p o l i c y towards m a i n t a i n i n g the r e a l 

value of pensions and other b e n e f i t s a f t e r e x p i r y of the 

present pledges. 


The Cabinet ­

1. Approved the proposals described by the Prime M i n i s t e r 

r e l a t i n g to the f u t u r e u p r a t i n g of s o c i a l s e c u r i t y b e n e f i t s 

and p u b l i c service pensions, and i  n p a r t i c u l a r agreed: 


i . t h a t the excess p r o v i s i o n f o r i n f l a t i o  n i  n the 

November 1982 u p r a t i n g of State r e t i r e m e n t pensions 

and other s o c i a l s e c u r i t y b e n e f i t s should not be 

recovered; 


i i . t h a t l e g i s l a t i o n should be introduced to 

provide t h a t the November 1983 u p r a t i n g and 

subsequent u p r a t i n g s should be based on the a c t u a l 

increase i  n the R e t a i l Prices Index i  n the twelve­

month p e r i o d ending i  n the previous May; 


i i i  . t h a t p u b l i c service pensions should be t r e a t e d 

i n the same way as State r e t i r e m e n t pensions. 


2. I n v i t e d the Secretary of State f o r Social Services t o 

consider whether the l e g i s l a t i o n to give e f f e c t to the 

proposals should permit the use of increases i  n the R e t a i l 

Prices Index over a twelve-month p e r i o d ending i  n a month 

l a t e r than May as the basis of f u t u r e u p r a t i n g s of s o c i a l 

s e c u r i t y b e n e f i t s and p u b l i c service pensions, i  f t h a t 

should i  n due course prove to be a d m i n i s t r a t i v e l y and 

p o l i t i c a l l  y f e a s i b l e . 
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3. Took note t h a t the Prime M i n i s t e r would discuss 

f u r t h e r w i t h the Chancellor of the Exchequer and the 

Secretary of State f o r Social Services how the 

Government's decisions could best be presented i  n the 

Chancellor of the Exchequer's forthcoming Budget 

Statement and subsequently. 


Cabinet O f f i c e 


7 March 1983 
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 THE PRIME MINISTER said t h a t during her v i s i  t to Peking i  n September 

 1982 Chairman Deng Xiaoping and the then Prime M i n i s t e r of the Chinese 


People's Republic had agreed a communique, issued j o i n t l  y w i t h her, 

 which committed the two sides to hol d t a l k s through d i p l o m a t i c channels 


about ways of ma i n t a i n i n g the f u t u r e s t a b i l i t  y and p r o s p e r i t y of 

Hong Kong. Despite repeated approaches from the B r i t i s  h side, these 

t a l k s had not yet taken place. Instead, the Chinese were seeking to 

make cession of sovereignty over Hong Kong by the B r i t i s  h Government a 

p r e c o n d i t i o n f o r s t a r t i n g the t a l k s ; and there was evidence t o suggest 

t h a t the Chinese Government was in t e n d i n g to use the occasion of a 

meeting of the Chinese People's Congress i  n June 1983 to announce t h a t 

i t  s i n t e n t i o n s f o r Hong Kong were to assume f u l  l sovereignty over the 

whole colony, which would t h e r e a f t e r be administered as a speci a l 

autonomous region of China. This would be disas t r o u s f o r confidence i  n 

Hong Kong. Unless s a t i s f a c t o r y arrangements could be ne g o t i a t e d w i t h 

China f o r m a i n t a i n i n g B r i t i s  h a d m i n i s t r a t i o n along w i t h the present l e g a l 

and economic system i  n Hong Kong, the economy of the colony would 

c o l l a p s e . Sovereignty over 92 per cent of i t  s t e r r i t o r  y would i  n any 

case r e v e r t to China i  n 1997 w i t h the e x p i r y of the lease of the New 

T e r r i t o r i e s - wi t h o u t which Hong Kong would cease to be v i a b l e . I  t was 

t h e r e f o r e v i t a  l to get t a l k s w i t h China s t a r t e d soon. Accordingly, 

a f t e r c o n s u l t a t i o n w i t h the Governor of Hong Kong, S i r Edward Youde, 

and HM Ambassador at Peking, S i r Percy Cradock, she proposed, subject t o 

the agreement of the Cabinet, to w r i t e t o Chairman Deng Xiaoping. Her 

l e t t e r  , the proposed t e x t of which the Prime M i n i s t e r read to the Cabinet, 

would be d e l i v e r e d by HM Ambassador on h i s r e t u r n t o Peking w i t h i n the 

next few days. I  t would express disappointment t h a t t a l k s had not 

s t a r t e d on the basis of the j o i n  t communique of l a s t September, and 

would propose t h a t they should s t a r t at once. The l e t t e  r would go on 

to say, t h a t provided t h a t formal agreement could be reached on 

arrangements f o r m a i n t a i n i n g the s t a b i l i t  y and p r o s p e r i t y of the colony 

which were s a t i s f a c t o r y to the people of Hong Kong and t o the B r i t i s  h 

Government as w e l l as t o the Government of China, she would be prepared, 

subject t o the agreement of the Cabinet, t o recommend to Parliament t h a t 

sovereignty over the whole of Hong Kong should be t r a n s f e r r e d t o China. 

This would i n v o l v e going one step f u r t h e r than the formula she had used 

w i t h the Chinese Government i  n September 1982, when she had said t h a t , 

i n the circumstances described, she would be prepared to "consider" 

making such a recommendation t o Parliament. 


The Cabinet -


Agreed t h a t the Prime M i n i s t e r should w r i t e t o Chairman 

Deng Xiaoping i  n the terms proposed. 


mH TOP SECSET




Index 


S U B J E C  T 


No . Contents Date 

• 


• 




Copy No 1 of 2 Copies 

MOST CONFIDENTIAL RECORD 
TO 

CC(83) 11th Conclusions 
Thursday 24 March 1983 

FOREIGN
AFFAIRS

Hong Kong

Previous
Reference:
CC(83) 8th
Conclusions,
Minute 2

 THE PRIME MINISTER said t h a t her l e t t e  r t o the Chinese Prime M i n i s t e r , 
 the tenor of which the Cabinet had approved at t h e i  r meeting on 

10 March, had been d e l i v e r e d . The Chinese Prime M i n i s t e r had i n d i c a t e d 
 t h a t he was not yet ready to receive the B r i t i s  h Ambassador i  n Peking 

to discuss the l e t t e r  . I n the meantime the Chinese Government had 
 cancelled a co n t r a c t placed i  n B r i t a i  n f o  r the r e f i  t of t h e i  r Luda 

 destr o y e r s , apparently out of a f e e l i n g t h a t i  t was i  n p r i n c i p l e wrong 
 f o r Chinese destroyers t o be r e f i t t e  d i  n f o r e i g n shipyards. A B r i t i s  h 

 f i r m had, however, won a co n t r a c t f o r making board from r i c e straw. 
 The Chinese M i n i s t e r of Commerce would be a r r i v i n g l a t e r i  n the day on 

a v i s i  t to t h i s country, i  n the course of which she would meet the 
Prime M i n i s t e r and the Secretaries of State f o r I n d u s t r y and Trade. 

The Cabinet -

Took note. 
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FOREIGN THE PRIME MINISTER reported t h a t a r e p l y had now been received from 

AFFAIRS ' the People's Republic of China. The general tone of the Chinese 


l e t t e  r was f r i e n d l y  . They proposed an e a r l y meeting i  n Peking to agree 

Hong Kong on the agenda f o  r preparing discussions. These t a l k s might s t a r  t i  n May 


or June. I n the discussions the United Kingdom and Chinese l e t t e r  s 

Previous would both be on the t a b l e . Our p o s i t i o n on a t r a n s f e r of sovereignty 

Reference: was f u l l  y p r o t e c t e d by the con d i t i o n s which we had l a i  d down, i n c l u d i n g 

CC(83) 8th the agreement of the B r i t i s  h Parliament and the people of Hong Kong. 

Conclusions, The Chinese now seemed t o recognise how complex t h i  s question was. I  n 

Minute 2 discussion i  t was pointed out t h a t i n f o r m a l contacts w i t h the L i b e r a l 


and Social Democratic P a r t i e s (Mr Healey had not responded to the o f f e r ) 

had i n d i c a t e d t h a t they expected the Government's p o s i t i o n to be f u l l  y 

acceptable t o the House of Commons. 


The Cabinet -


Took note. 
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 THE PRIME MINISTER said t h a t n e g o t i a t i o n s w i t h the Government of the 
 People's Republic o f China were c o n t i n u i n g on the basis o f the l e t t e  r 

which she had sent, w i t h the Cabinet's agreement, to the Chinese Prime 
 M i n i s t e r , Mr Zhao Ziyang, and the Chinese r e p l y . The Chinese had allowed 

a d i s t o r t e d v e r s i o n of the contents of her l e t t e  r t o become p u b l i c , but no 
 great harm had been done. I  t was cl e a r t h a t they were now anxious to 

 proceed e x p e d i t i o u s l y w i t h the formal t a l k s about the f u t u r e of Hong Kong; 
 n e g o t i a t i o n s were i  n progress about the agenda, and the Chinese had come 
 some way to meet the B r i t i s  h p o s i t i o n by o f f e r i n g to r e l e g a t e the question 

 of a t r a n s f e r of sovereignty t o t h i r  d place i  n t h e i  r l i s t  . Her Majesty's 
Ambassador at Peking had now been i n s t r u c t e d to communicate the B r i t i s  h 
Government's view i  n the f o l l o w i n g terms: 

" I n order t o meet the wish of the Chinese side f o r a broad agenda 
covering the whole course of the formal t a l k s , the B r i t i s  h side agree 
t h a t , during the course of the t a l k s , matters r e l e v a n t t o the f u t u r e 
of Hong Kong should be discussed, i  n p a r t i c u l a r a l  l the subjects 
mentioned i  n Mrs Thatcher's l e t t e  r and Premier Zhao Ziyang's l e t t e r  . 
These w i l  l i nclude arrangements f o r Hong Kong a f t e r 1997, arrange­
ments f o r Hong Kong between now and 1997, and matters r e l a t i n g t o a 
t r a n s f e r of sovereignty i  n t h a t order. I  t i  s agreed t h a t t h i s agenda 
should remain s t r i c t l  y c o n f i d e n t i a l . " 

The Hong Kong Executive Council had been consulted and had agreed th a t i  t 
would be r i g h  t f o r the B r i t i s  h Government to enter i n t o t a l k s on the f o r e ­
going b a s i s . The concept t h a t the f i n a  l outcome would have t o be 
acceptable t o the B r i t i s  h Parliament, t o China and to the people of Hong 
Kong had not been made e x p l i c i t  , since i  t was judged t h a t t h i s would be 
r e j e c t e d by the Chinese, but was i m p l i c i  t i  n the reference t o her l e t t e  r 
t o the Chinese Prime M i n i s t e r . The eagerness which the Chinese Government 
was now showing to begin the formal t a l k s was an important development, 
and suggested the beginning of some understanding on the Chinese side of 
the need to avoid a collapse of confidence i n Hong Kong; but the n e g o t i a ­
t i o n s would be long, complicated and d i f f i c u l  t and i  t would be important 
to discourage any expectation of an e a r l y r e s u l t . 
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PARLIAMENTARY THE PRIME MINISTER said t h a t the Top Salaries Review Body (TSRB), i  n t h e i r 

PAY AND Report No 20 on Parliamentary Pay and Allowances, had proposed t h a t the 

ALLOWANCES s a l a r y of Members of Parliament should be increased by 31 per cent, from 


£14,510 to £19,000. The Report contained proposals on pensions, i n c l u d i n g 

Previous an increase i  n the accrual r a t e from /60th to /50th and an increase i  n 

Reference: the c o n t r i b u t i o n r a t e from 6 per cent to 8 per cent. I  t also proposed 

CC(83) 17th increases i  n allowances f o r Members of Parliament and Peers, and large 

Conclusions, increases i  n the s a l a r i e s of M i n i s t e r s . She had already made c l e a r the 

Minute 2 Government's general a t t i t u d e to the recommendations f o r M i n i s t e r s ; i  t was 


now necessary to consider those r e l a t i n g to Members of Parliament. The 

proposals on allowances and pensions were very generous and, together w i t h 

previous pay increases, could j u s t i f  y a much smaller salary increase than 

the TSRB recommended. The 31 per cent proposed by the TSRB was q u i t e 

unacceptable and would have a disas t r o u s e f f e c t on other pay settlements. 

There were two o p t i o n s : to r e j e c t the Report a l t o g e t h e r and suggest a 

f i g u r e s i m i l a r to recent p u b l i c sector s e t t l e m e n t s ; or to propose as a 

compromise an increase o f , say, 15 per cent, i  n which case the pensions 

c o n t r i b u t i o n r a t e might be set at 9 per cent. 


I n d iscussion the f o l l o w i n g main p o i n t s were made ­

a. A proposal by the Government t h a t the s a l a r i e s of Members of 

Parliament should be increased by 15 per cent would c o n t r a s t 

unfavourably w i t h the 3.7 per cent increase i  n the o l d age pension 

and w i t h other pay settlements i  n the p u b l i c s e c t o r , which had been 

i n the r e g i o n of 5 per cent and were expected to be even lower i  n the 

forthcoming pay round. From t h a t p o i n t of view i  t might be b e t t e r f o r 

the Government to propose a low increase, accept the r i s  k of a defeat 

i n the House of Commons, and be prepared to distance i t s e l  f from the 

House's d e c i s i o n . I  t was by no means c e r t a i n t h a t such a proposal 

would i  n f a c t be defeated. 


b. I  f a low o f f e r were made, emphasis could be placed on the other 

proposals i  n the TSRB Report, e s p e c i a l l y those on pensions, which were 

very f a v o u r a b l e . I  t was also r e l e v a n t t h a t i  n the previous 

Parliament Members' pay had r i s e n from £6,900 to £14,510. 


c. I  f the Government proposed a low f i g u r e and was defeated, the 

a u t h o r i t y of the Leader of the House and the Chief Whip could be 

damaged. Some of the Government's supporters had no a d d i t i o n a l 

sources of income, and Members of Parliament, u n l i k e other p u b l i c 

servants, had no s e c u r i t y of tenure. There was s u b s t a n t i a l support 

f o r the TSRB recommendations. From t h a t p o i n t of view i  t might be 

pr e f e r a b l e f o r the Government to propose the lowest f i g u r e t h a t was 

l i k e l  y t o be accepted by Parliament. 
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d. Whatever proposal the Government made, i  t was not c l e a r how f a r 

i  t could distance i t s e l  f from the f i n a  l d e c i s i o n of the House of 

Commons. The size of the Government's m a j o r i t y could lead the p u b l i c 

to associate the Government w i t h whatever d e c i s i o n the House made. 


e. The Government's a t t i t u d e t o the TSRB's recommendations on 

M i n i s t e r i a l s a l a r i e s would be discussed i  n the f o l l o w i n g week. There 

would be d i f f i c u l t i e s  , p a r t i c u l a r l y f o r Parliamentary S e c r e t a r i e s , i  f 

the House approved a h i g h increase f o r Members and i  f M i n i s t e r i a l 

s a l a r i e s were not increased. A Member l o s t s u b s t a n t i a l tax allowances 

on becoming a M i n i s t e r . 


f . I  t was recognised t h a t the question of M i n i s t e r i a l s a l a r i e s i  n 

the House of Lords r a i s e d separate issues. 


THE PRIME MINISTER, summing up the d i s c u s s i o n , said t h a t i  t would be 

necessary f o r the Chief Whip to take f u r t h e r soundings of o p i n i o n among the 

Government's supporters before a d e c i s i o n could be taken. An attempt 

should be made to i n f l u e n c e them towards acceptance of a f i g u r e around 

4 per cent, by p o i n t i n g out the l e v e l of awards to pensioners and to others 

i n the p u b l i c s e c t o r , and of a pension c o n t r i b u t i o n of 9 per cent (the 

equivalent of the 8 per cent e f f e c t i v e l y i  n f o r c e i  n the C i v i  l S e r v i c e ) . 

The value of the recommendations on pensions and allowances should also be 

stressed. I  t was c l e a r t h a t a high increase i  n the s a l a r i e s of Members of 

Parliament could have an adverse e f f e c t on the Government's economic 

s t r a t e g y . 


The Cabinet ­

1. I n v i t e d the Chief Whip to take f u r t h e r soundings 

of o p i n i o n among the Government's supporters, as i n d i c a t e d 

by the Prime M i n i s t e r i  n her summing up of the d i s c u s s i o n . 


2. Agreed to resume t h e i  r c o n s i d e r a t i o n of Reports No 19 

and 20 by the Top Salaries Review Body at t h e i  r meeting on 

7 J u l y 1983. 
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CC(83) 28th Conclusions 

Thursday 22 September 1983 


FOREIGN THE PRIME MINISTER said t h a t the next round of t a l k s w i t h the Chinese 

AFFAIRS Government about the f u t u r e of Hong Kong, which were beginning t h a t 


week, would be c r u c i a l and d i f f i c u l t  . The United Kingdom was f o r t u n a t e 

Hong Kong to have a s k i l f u  l and experienced n e g o t i a t o r i  n S i r Percy Cradock. The 


Chinese were i n s i s t i n  g not only on Chinese sovereignty but also on 

Previous I Chinese a d m i n i s t r a t i o n of the whole Colony from 1997 and had so f a r 

Reference: refused to take any account of the B r i t i s  h c o n t e n t i o n t h a t the l i n  k 

CC(83) 19th w i t h the United Kingdom was e s s e n t i a l t o confidence and hence t o 

Conclusions, Hong Kong's continued p r o s p e r i t y . Despite the c o n f i d e n t i a l character 

Minute 2 of the t a l k s , the Chinese were making t h e i r own p o s i t i o n and i n t e n t i o n s 


p u b l i c , and t h i s had p r e c i p i t a t e d serious f a l l  s i  n the value of the 

Hong Kong d o l l a r and on the Hong Kong Stock Exchange. There was l i k e l  y 

to be growing Parliamentary concern about how f a r the Government was 

ta k i n g account of the wishes of the pop u l a t i o n of Hong Kong, fo u r 

m i l l i o  n of whom were refugees from China f o r whom B r i t a i  n hada 

p a r t i c u l a r moral r e s p o n s i b i l i t y . The Government was i  n f a c t i  n close 

touch w i t h the Executive Council, the L e g i s l a t i v e Council and w i t h the 

elected D i s t r i c  t Councils i n Hong Kong, as w e l l as w i t h other 

r e p r e s e n t a t i v e o r g a n i s a t ions i  n the Colony. A referendum would be able 

to be e x p l o i t e d by the Chinese i  n a way which would make a f r e e 

expression of o p i n i o n impossible. The overwhelming m a j o r i t y o f the 

popu l a t i o n wanted the status quo maintained, but u n f o r t u n a t e l y senior 

members of the Hong Kong Chinese community were f r i g h t e n e d t o make t h i s 

c l e a r to the Chinese Government when they v i s i t e  d Peking. The Chinese 

a u t h o r i t i e s p r e f e r r e d to b e l i e v e t h a t Hong Kong would continue as before 

f o l l o w i n g a complete Chinese takeover. I  t was unclear how f a r  , i  f at 

a l l  , they understood the importance of the confidence f a c t o r (and hence 

of a continued a d m i n i s t r a t i v e l i n  k w i t h B r i t a i n ) f o r Hong Kong's f u t u r e 

p r o s p e r i t y : but Chinese n a t i o n a l p r i d e , combined w i t h Communist non­
comprehension of how a c a p i t a l i s  t system worked, made i  t d i f f i c u l  t f o r 

them to accept t h a t B r i t a i  n should have any r i g h t s i n Hong Kong a f t e r 

1997, whatever the economic consequences. U n f o r t u n a t e l y B r i t i s  h p u b l i c 

o p i n i o n tended to over estimate B r i t i s  h power and the extent of B r i t i s  h 

leverage w i t h the Chinese. The task of the B r i t i s  h n e g o t i a t o r s i  n the 

coming round would be to keep the Chinese i n play on the question of 

confidence and continue t o put across the B r i t i s  h case w i t h o u t prompting 

them t o break o f  f the t a l k s . 


The Cabinet -


Took note. 
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ECONOMIC THE CHANCELLOR OF THE EXCHEQUER said t h a t he would be making h i s 

SITUATION Autumn Statement on Thursday 17 November. This would include the o u t l i n e 

AND p u b l i c expenditure programmes f o r 1984-85, r e f l e c t i n  g the decisions 

PROSPECTS taken by the Cabinet i  n t h e i  r e a r l i e r d i s c u s s i o n . I  t would also deal 


w i t h N a t i o n a l Insurance c o n t r i b u t i o n s (NICs) and the economic f o r e c a s t s 

r e q u i r e d by the p r o v i s i o n s of the I n d u s t r y Act. He had agreed w i t h 

the Secretary of State f o r Social Services t h a t there would be no 

change i  n the r a t e of e i t h e r employers' or employees' NICs i  n 

1984-85. The lower earnings l i m i t  , below which NICs were not charged, 

would be increased i n l i n  e w i t h the State Retirement Pension to 

£34 a week; the upper earnings l i m i t  , income above which was not subject 

to NICs, would be increased i  n l i n  e w i t h earnings to £250 a week. The 

Exchequer supplement would be reduced from 13 per cent to 11 per cent. 

As a r e s u l t of these changes, the surplus i  n the N a t i o n a l Insurance 

Fund would be reduced; but i  t would s t i l  l be w e l l above the l e v e l which 

the Government Actuary had advised was necessary. The budgetary 

prospect which would be revealed i n the I n d u s t r y Act f o r e c a s t s was not 

comfortable. The p u b l i c sector borrowing requirement i  n 1983-84 was 

above the f o r e c a s t made a t the time of the Budget. This would increase 

the burden on debt i n t e r e s t i  n 1984-85. I  t also seemed t h a t there 

would be l i t t l  e s h o r t f a l  l i n t h a t year i n c a s h - l i m i t e d expenditure 

programmes. Forecasts of revenue from North Sea o i  l were higher than 

before; and there was l i t t l  e change i  n the f o r e c a s t y i e l  d of other 

I n l a n d Revenue taxes; but because of lower i n f l a t i o  n the f o r e c a s t y i e l  d 

of Customs and Excise d u t i e s was lower. The net e f f e c t was t h a t a 

small negative f i s c a  l adjustment ( t h a t i s  , an increase i n the r e a l 

burden of t a x a t i o n ) would probably be re q u i r e d instead of the small 

p o s i t i v e adjustment f o r e c a s t at the 1983 Budget. Such f o r e c a s t s were, 

however, n e c e s s a r i l y u n c e r t a i n , since they depended on the d i f f e r e n c e 

between very large flows of revenue and expenditure. At the present 

stage the f i s c a  l adjustment was an assessment of the prospect based on 

e x i s t i n g p o l i c i e s and assumptions and on the best a v a i l a b l e f i g u r e s ; 

i  t was not a budget judgment. 


I n f l a t i o  n was f o r e c a s t to be under 5 per cent by the end of 1984. 

The economy was expected to grow by up to 3 per cent i n both 1983-84 

and 1984-85. Much of t h i s growth i  n 1983-84 was due to higher 

consumption. But i  n 1984-85 a higher p r o p o r t i o n would come from growth 

i n investment and exports, as our main export markets, such as 

West Germany, recovered: growth i  n exports was also being f o r e c a s t by 

the Confederation of B r i t i s  h I n d u s t r y . The balance of payments was 

expected to be n e u t r a l . 


The Cabinet -


Took note. 
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