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GOVERN115NT STRATEGY 

In my minute of 'c.rj June to the Prime M i n i s t e r , I s a i d that 
I should be l e t t i n g you have some ideas set out i n more 

d e t a i l to help our recovery programme. These I now a t t a c h 

i n bhe form of two paper.-., the f i r s t on the a c c e l e r a t i o n of 

e n t e r p r i s e and the second on the a c c e l e r a t i o n of de-manning. 


Both papers i n v o l v e many d i f f i c u l t ; i s s u e s , and o f f i c i a l s have 

not been able to examine them i n any depth e i t h e r w i t h i n 

the Department or more widely with experts i n other 

Departments. But I b e l i e v e that i t i s important f o r us to 


can decide which ones we want o f f i c i a l s bo PURSUE p o s i t i v e l y 
• 


X am sending a copy of t h i s minute to the Prime M i n i s t e r , 

the Chancellor of the Exchequer and the S e c r e t a r i e s of State 

f o r Trade, Energy:, Employment and the Environment, tue 

Lord President. O i r John Hunt, and S i r Kenneth B e r r i l l . 
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ACCELERATION OP ENTERPRISE 


Note by the Secretary of State f o r Industry 


This note puts forward f i v e proposals f o r measures to help 
acc e l e r a t e e n t e r p r i s e . i recognise that they involve 
d i f f i c u l t i ssues, but I think that i t should be po s s i b l e to 
overcome these i f the w i l l "is there. I would hope that 
these proposals might be supplemented l a t e r by a compre
hensive package of measures to help small f i r m s . 

29 June 1979 
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• 

TAX HOLIDAYS FOR SMALL FIRMS 


Under the e x i s t i n g system of tax a t i o n of business p r o f i t s , a 

new small f i r m which i n v e s t s i n c a p i t a l equipment and holds 

growing q u a n t i t i e s of stock may be able to l i m i t the amount 

of tax i t pays i n the e a r l y years to very low l e v e l s . However, 

t h i s system, while .it has been very h e l p f u l f o r s n a i l 

manufacturing companies and has a t t r a c t e d some inward investmen 

i s l e s s a t t r a c t i v e f o r many non manufacturing companies. 

Moreover, many f i r m s , having grown q u i c k l y i n t h e i r f i r s t few 

years, enter a period of c o n s o l i d a t i o n i n which they attempt 

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

next stage of growth? such firms enter a period under the 

present tax system where they have to pay tax at that stage. 


?. There i s a case, which i s worth c a r e f u l examination, 

f o r a more overt i n c e n t i v e to new small firms i n the form of 

tax exemption or business p r o f i t s f o r (say) the f i r s t ten 

years - a "tax holiday". This would be r e a d i l y understood 

by p o t e n t i a l entrepreneurs, would remove u n c e r t a i n t y about 

the incidence of tax l i a b i l i t y , and would extend to non 

manufacturing firms the advantages already conferred by 

investment allowances and stock r e l i e f . I t would a l s o be 

seen as f i r m evidence of the Government's commitment to 

c r e a t i n g conditions w i t h i n which small firms can f l o u r i s h . 


Such a proposal would need to be looked at i n the EEC 

i 

proposal. There would be l e g i s l a t i v e and ad m i n i s t r a t i v e 

problems t o be overcome ( i n c l u d i n g , f o r example, how to 

ensure that the "holiday" applied only to genuinely new 

business and not old ones re-incorporatcd to take advantage 

of the tax p o s i t i o n ) . Moreover, i t might be necessary to 

l i m i t the r e l i e f to incorporated businesses. On the other
hand, complete exemption from tax l i a b i l i t y f o r a period of 

years could reduce the cost of tax a d m i n i s t r a t i o n i n the 
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" L O T MOI IORY" F O R THE U K ? 

Over recent years, UK f i n a n c i a l markets have "become i n c r e a s i n g ! 

" i n s t i t u t i o n a l i s e d " f o r a v a r i e t y of reasonr: one reason has 

been the s e r i e s Of tax advantages i n r o u t i n g savings through 

the savings i n s t i t u t i o n s rather than i n t o d i r e c t personal 

investment on the Htock Exchange. Because of the tendency 

o.f large i n s t i t u t i o n s to concentrate t h e i r investments on a 

small range of major f i r m s , t h i s has led to 8 p o l a r i s a t i o n of 

the stock market between the 200 or so l a r g e s t firms i n which 

the i n s t i t u t i o n s r e g u l a r l y i n v e s t , and the v a s t l y l a r g e r 

number of smaller firms i n which i n s t i t u t i o n a l investment i s 

l e s s frequent, and whose shares therefore are r e l a t i v e l y lower 

priced so that the cost of c a p i t a l to them i s higher than to 

the large l i r m s . 


2. For t h i s 3i;d f o r more general reasons, there i s a strong 

case f o r seeking to encourage personal investment d i r e c t r a t h e r 

than through the i n s t i t u t i o n s . There are c o r b e l l i n g reasons 

against doing t h i s by the withdrawal of e x i s t i n g tax 

concessions f o r i n s t i t u t i o n a l investment (eg f o r pensions) 

in p a r t i c u l a r the d i s r u p t i o n to c a p i t a l markets which t h i s 


i 
s i m i l a r advantages to personal investment which might not 

merely make i t more a t t r a c t i v e to i n v e s t d i r e c t where the 

i n d i v i d u a l has an option to do SO but might a l s o increase the 

a c t u a l volume of investment i n company s e c u r i t i e s . 


y>. A year or two ago, the French Government introduced a 

tax concession to small i n v e s t o r s (the L o i Mcnory) under 

which investors w i l l pa?/ no income tax on income devoted to 

new net purchases of French shares up to a l i m i t of fr5»O00 

(£600) per household, with extra allowances i n respect of 

c h i l d r e n . I t was hoped t h a t , f o r a revenue l o s s of f r 1.2 

b i l l i o n , t h i s measure could lead to the a v a i l a b i l i t y of an 


• 

industry. The immediate e f f e c t on the French  S ! o c k E x c h a n g e 

i 


• 

r e l i e f , i t s cost i n revenue foregone, and the a d d i t i o n a l 

• 

This i n i t i a t i v e should apply to a l l - incorporated businesses, 
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TAX RELIEF FCE DIRECT INVESTMENT IN SMALL FIRMS 


j
It, i s g e n e r a l l y recogni sed that the p r i v a t e i n v e s t o r has 
declined i n importance as a source of finance f o r small 
; MIS. The reason.'* are complex, but they include the bias 
in the tax system i n favour of r o u t i n g investment through 
.••*•>•.!ngs i n s t i t u t i o n s . The recent budget measures w i l l 
increase the a t t r a c t i o n s of investment generally, but a 

ong cast: s t i l l e x i s t s f o r introducing s p e c i f i c tax 
advantages f o r i n d i v i d u a l s i n v e s t i n g i n the equity of small 
f i r m s . 
2. There are variuus possible approaches to t h i s . The 
most d i r e c t , and the most l i k e l y . t o have a s u b s t a n t i a l 
a f f e c t , would be to allow an i n d i v i d u a l to deduct from h i s 
taxable income the amount (subject perhaps to a s p e c i f i e d 
L i m i t ) of any new investment i n the share c a p i t a l of a small 
.'.(?• ipany (which would have to be defined). Such a measure 
could have a major e f f e c t i n encouraging the s u b s c r i p t i o n of 
new equity i n small f i r m s , not only by e x i s t i n g p r o p r i e t o r s 
but by other i n d i v i d u a l s . 
3. Another, l e s s d i r e c t , approach would be to allow r e a l i s e d 

I 

c a p i t a l gain.'- tax) ."nd to charge r e a l i s e d gains from small 

firms investment at a lower c a p i t a l gains tax r a t e . 


4. Both these approaches would e n t a i l Considerable admini

s t r a t i v e difficult.i.e.'- and opportunity f o r avoidance. However, 


http:likely.to
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I N V E S T M E N T I N S M A L L F I R M S ; A N E Q U I T Y 
G U A R A N T E E S C H E M E S 

The d e c l i n e of the i n d i v i d u a l i n v e s t o r and the r i s e of the 

savings i n s t i t u t i o n havemade i t i n c r e a s i n g l y hard f o r small 

firms to obtain e x t e r n a l equity finance. Nevertheless, one 

of the main o b j e c t i v e s i n the small firms f i e l d must be to 

increase the supply of r i s k c a p i t a l to small innovative 

firms, p r e f e r a b l y i n the form of equity. So f a r as i n d i v i d u a l s 

are concerned, t h i s i s best approached by tax changes, i n c l u d i n g 

s p e c i f i c i n c e n t i v e s to invest i n small f i r m s . However, f o r s t r u c t u r 

market reasons, the i n s t i t u t i o n s are now overwhelmingly the main 

source of investment finance i n the economy, and l o o k i n g f o r 

p r o f i t a b l e investment o u t l e t s . They arc at present i n h i b i t e d 

from p l a y i n g a l a r g e r part i n the small firms f i e l d f o r tv/o 

reasons: the r e l a t i v e l y high r i s k of such, investment, and the 

high cost of p o r t f o l i o management of such investment f o r an 

i n s t i t u t i o n handling extremely larrre sums of money. 


2. With the economy needing an expansion of the small i irms 
there i s an argument therefore that the state would be 

j u s t i f i e d i n p r o v i d i n g modest incentives;-to the i n s t i t u t i o n s 


1 


• 


• 


Such a system would have n e g l i g i b l e p u b l i c expenditure c o s t s , 


i 
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ACCELERATION OF DEMANNING IN INDUSTRY 


1. T h i s note d i s c u s s e s how the necessary process of 


demanning i n i n d u s t r y c o u l d be a c c e l e r a t e d . 


2. A d e f i n i t i o n of 1 overmanning 1 and an a n a l y s i s of i t s 
causes i s necessary. The concept i s not simple, and there 
i s no single s o l u t i o n . 

7j. I t i s p o s s i b l e to d e f i n e overmanning as ' i n e f f i c i e n c y 
i n the use of la b o u r ' . The concept comprehends: 

i ) r e l u c t a n c e of management to shed labour when demand 


f a l l s from i t s peak; 


i i ) r e s t r i c t i v e l abour p r a c t i c e s ; 


but the concept i s c l o s e l y a l l i e d with other f a c t o r s r e l a t i n g 
t o low p r o d u c t i v i t y : 

i i i  ) low r a t e s of output ( a r i s i n g from f a c t o r s as slow 


workpace, poor maintenance, poor q u a l i t y c o n t r o l ) , 


shortages of m a t e r i a l s because of e x t e r n a l labour 


d i s p u t e s or i n e f f i c i e n t i n t e r n a l management, and 

poor management c o n t r o l ; 


i v ) under-investment i n machinery and a d a p t a t i o n of new 

techniques. 


4. Employers' r e l u c t a n c e to shed s u r p l u s labour appears 


/ to have 
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t o have i n c r e a s e d i n r e c e n t years f o l l o w i n g the 1973/7'+ o i l 
p r i c e c r i s i s . The r e l a t i o n s h i p between employment l e v e l s and 
GDI' has c e r t a i n l y w i d e n e d . When GDP f e l l i n 197'l , the 
combination of an i n c r e a s i n g labour f o r c e would, on past 
modest p r o d u c t i v i t y t r e n d s , have i n c r e a s e d unemployment to 
over 2 m i l l i o n by 1977 • In f a c t i  t peaked at 'only' 1.4 m i l l i o n 
because p r o d u c t i v i t y was allowed to f a l l - at v a r y i n g speeds i n 
d i f f e r e n t i n d u s t r i e s - as the p r i c e f o r r e t a i n i n g labour. A 
subsequent p i c k up i n GDP had comparatively l i t t l e e f f e c t on 
employment / u n e m p l o y m e n t l e v e l s because t h e r e was more than 
enough s l a c k a v a i l a b l e to take i  t up. There are grounds f o r 
b e l i e v i n g that t h i s r e l u c t a n c e to shed labour can mainly bo 
a t t r i b u t e d to p o l i t i c a l p r e s s u r e s to p r e s e r v e j o b s , p a r t i c u l a r l y 
i n the p u b l i c s e c t o r . 

RESTRICTIVE LABOUR PRACTICES 


r
>. The most r e l e v a n t f a c t o r a f f e c t i n g overmanning ( a s d i s t i n c t 
from other p r o d u c t i v i t y f a c t o r s ) i s the demarcation of j e b s . 
T h i s appears to be an u n d e r l y i n g weakness i n B r i t i s h o r g a n i s a t i o n 
or i n d u s t r y , a t manager l e v e l a s w e l l as shop f l o o r l e v e l . The 
TUC c l a i m t h a t the shop f l o o r problem, which they r e c o g n i s e , i s 

b e i n g brought under c o n t r o l . We cannot r e a d i l y measure such 
a l l e g e d improvements, but the CPRS r e p o r t i n 1975 on "The Future 
of the B r i t i s h Car I n d u s t r y ' g i v e s a snapshot of the problem i n 
t h a t s e c t o r (which w i l l not be t y p i c a l of a l l s e c t o r s ) . 
Comparing a M i n i p l a n t i n B r i t a i n with one i n Belgium i t s h o w e d 

(as a p a r t i c u l a r l y bad example) h i g h e r B r i t i s h manning l e v e l s 
i n p l a n t maintenance of between 69# and l^'/o. T h i s was p a r t l y 
a t t r i b u t e d to trade demarcation: i n Belgium one mechanical 
and one e l e c t r i c a l would r e p a i r a rnultiweld machine, i n B r i t a i n 
i t r e q u i r e d an e l e c t r i c i a n , a ,jig f i t t e r , a pipe f i t t e r , a 

/ LOW PRODUCTIVITY 
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LOW PRODUCTIVITY 

6. The same CPRS r e p o r t makes i  t c l e a r t h a t overmanning 


( i n the s t r i c t use of the term) i s not the s o l e reason f o r 


low p r o d u c t i v i t y . Even given c o m p e t i t i v e manning l e v e l s 


(on paper) the B r i t i s h output was l e s s than h a l f i t s 


c o n t i n e n t a l c o u n t e r p a r t , on account of the s l o w work pace. 


A d d i t i o n a l l y , B r i t i s h car output s u f f e r e d because i t then 


had twice the i n c i d e n c e of q u a l i t y f a u l t s ; and, d e s p i t e the 


50-70% a d d i t i o n a l manning r e q u i r e d on maintenance work 


because o f the demarcation problem, twice the number of 
p r o d u c t i o n hours were l o s t i n B r i t a i n than the c o n t i n e n t 
because of plant; breakdowns. Low p r o d u c t i v i t y i s a l s o 
a t t r i b u t e d to f a c t o r s not d i r e c t l y connected with manning. 
A survey of a broad range of i n d u s t r i e s i n d i c a t e d an even 
hi g h e r d i f f e r e n t i a l i n p r o d u c t i v i t y between B r i t a i n and the 

• 


r e s p e c t i v e l y , p a r t l y due to the h i g h e r s c a l e of p r o d u c t i o n 


i n the USA. 


7- There i s no s i n g l e s o l u t i o n to the i n t e r r e l a t e d problem 


of overmanning and u n d e r - p r o d u c t i v i t y . The range of 


Government p o l i c i e s aimed at i n c r e a s i n g i n c e n t i v e s s h o u l d be 


allowed to work t h e i r way through, so t h a t the market w i l l 


suck unproductive labour i n t o p r o d u c t i v e o c c u p a t i o n s . 


the market. Any proposal to sort out the specific overmanning 


problem by an across-the-board market distortion (e.g. by 
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9. The a n a l y s i s i n paragraphs 4 - 6 above suggests that: 

i ) a p u b l i c presentation of the r e a l i t i e s of the market 


would at l e a s t reverse the p o l i t i c a l pressures 


exerted by the previous Government i n favour of 


preserving jobs i r r e s p e c t i v e of demand. The 


d i f f i c u l t i e s of such a p r e s e n t a t i o n should not be 


underrated, bearing i n mind the immediate economic 


prospects. Against that background M i n i s t e r s would 


need p l a u s i b l y to argue on the one hand that 


excessive wage settlement would mean l o s t jobs, and 


at the same time that increased p r o d u c t i v i t y would 


not mean the same t h i n g . Both management and 


unions w i l l be r e l u c t a n t to come out from t h e i r 


defensive a t t i t u d e i n a period of low demand. Yet 


the message needs to be convened that the maintenance 


of manning at l e v e l s not even j u s t i f i e d by peak 


demand w i l l lesson a company's competitiveness 


p o s s i b l y beyond the point of recovery. M i n i s t e r s 


should give point to the lesson by g i v i n g moral
support to management during d i s p u t e s , and by making 


i t c l e a r that the cost of an u n j u s t i f i e d pay 


settlement w i l l not be picked up by the taxpayer or 


the ratepayer. 


i i ) progress must be made on e l i m i n a t i n g r e s t r i c t i v e 


labour p r a c t i c e s , but again the time i s 


u n p r o p i t i o u s . Such p r a c t i c e s t h r i v e i n conditions 


of job i n s e c u r i t y and there are c u l t u r a l a t t i t u d e s 


. 


have «*» c l e a r prerogative f o r e s t a b l i s h i n g manning 

l e v e l s , whereas i n the UK i t i s a matter f o r 


employee and employer. A number cf ideas have been 


/ a) 
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a) a coordinated campaign to improve the p u b l i 


awareness of the cost of r e s t r i c t i v e labour 


p r a c t i c e s ; 


b) persuasion of the AUEW to abandon 


apprenticeship as the sole route f o r union 


membership with c r a f t s t a t u s , e.g. by 


acceptance of c e r t i f i c a t i o n ; 


c) encourage d i s c u s s i o n at plant l e v e l between 


employers and unions of problems of '.job 


u t i l i z a t i o n , r e s i s t a n c e to d i l u t e e labour, 


demarcation etc. 


d) f i n d i n g an independent body to report on 


r e s t r i c t i v e labour p r a c t i c e s and t h e i r 


economic e f f e c t . 


10. Beyond these measures, we do not b e l i e v e that there i s 


much room f o r d i r e c t Government i n t e r v e n t i o n . But the 


f o l l o w i n g ideas deserve con s i d e r a t i o n : 


i ) i n the p u b l i c s e c t o r , the process of demanning i n 


the n a t i o n a l i s e d i n d u s t r i e s i s c l o s e l y l i n k e d with 


the process of i n s t i l l i n g greater e f f i c i e n c y by means 


of cash l i m i t s , f i n a n c i a l t argets and performance 


Excess labour should be shed by such means. 


• 


s t a t u t o r y redundancy schemes (e.g. s t e e l , s h i p b u i l d i n 


: 
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i i ) i n the p r i v a t e s e c t o r , i t c o u l d be c o u n t e r p r o d u c t i v e 
to a s s i s t demanning by any wholesale changes to 
redundancy payments, even on a temporary b a s i s . 
F i r s t , some fi r m s would be unable to a f f o r d a h i g h e r 
s t a t u t o r y l e v e l and secondly too high a l e v e l of 
redundancy payments (which are based on l e n g t h of 
s e r v i c e ) would encourage the best s k i l l s to leave 
and put the emphasis i n i n d u s t r y on g e t t i n g o u t of 
work and not on with i t  . But there may be scope 
f o r a d j u s t i n g redundancy payments on a s e l e c t i v e 
b a s i s . At p r e s e n t , i n d u s t r y recoups of i t s 
s t a t u t o r y payments from a Redundancy Fund held by 
the Government. One p o s s i b i l i t y r e l a t e s to the 
defunct Employment Development Scheme, about which 
the S e c r e t a r y of S t a t e has w r i t t e n t o Mr P r i o r . 
I f t h a t scheme, or something l i k e i t , were r e s u r r e c t e d , 
i t c o u l d i n c l u d e a p r o v i s i o n to i n c r e a s e the l e v e l o f 

they were un d e r t a k i n g s t r u c t u r a l or other changes 
which would i n c r e a s e p r o d u c t i v i t y . I f the rebate 
d i f f e r e n t i a l were s u f f i c i e n t l y a t t r a c t i v e , f i r m s 

c o u l d thereby be encouraged, t o 'top up' redundancy 
payments beyond the s t a t u t o r y l e v e l , p r o v i d i n g an 
i n c e n t i v e f o r union acceptance. An i n c r e a s e i n 
redundancy rebate i n approved schemes l e a d i n g to 
h i g h e r p r o d u c t i v i t y c o u l d be seen as a u s e f u l means 
of d i s c a r d i n g without pain t h a t p r o p o r t i o n of the 
workforce th a t would be redundant a f t e r the 
r e s t r u c t u r i n g has taken p l a c e . The s k i l l e d workers 
should be encouraged t o remain by the prospect of 
s t r e t c h i n g d i f f e r e n t i a l s made p o s s i b l e by the 




