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/v̂ <\ ECONOMIC PROSPECTS 
< / M e m o r a n d u  m by the Chancellor of the Exchequer 

I n the p a V ^ f o u r years we have secured s u b s t a n t i a l progress on i n f l a t i o  n and I 
p r o d u c t i v i t y . . The foundations have been l a i  d f o  r s u s t a i n a b l e growth and 
employment.without a resurgence of i n f l a t i o n  . Our deci s i o n s now and i  n 
the coming months w i l  l determine the outcome of t h i s Parliament. 

2. The broad oi/tlook f o r a c t i v i t  y and i n f l a t i o  n over the next two years 
i s l i t t l  e changecKfeeKt.he Budget f o r e c a s t , though f i n a n c i a l developments 
t h i s year c a r r y a c l ^ ^ X a r n i n g  , as I i n d i c a t e d i  n our d i s c u s s i o n of _ . 
p u b l i c expenditure o h - ^ J u l y . 

PROSPECTS C^\^> 


3. World Economy. Since < ^ ^ u d g e  t the prospects f o  r the r e s t of the 

wo r l d economy have i  n some fv2§W^s d e t e r i o r a t e d . Although o u t p u t i  s 

growing s t r o n g l y i  n the U n i t e V ^ ^ ^  s the f i s c a  l and monetary p o s i t i o n 

there looks anything but h e a l t h ^ v ^ P h e very h i g h budget d e f i c i  t i  s a 

cause f o r p a r t i c u l a r concern. ¥ ^ w u > d be unwise t o count on the 

United States d e f i c i  t being reduce^nuliX below $200 b i l l i o  n i  n the 

next year or two, even assuming some^H^miing of tax and expenditure 

Plans. Recovery i  n Europe and Japan < ^ f s Xpelatively slow. The o v e r a l l 

r a t e of growth i  n the major i n d u s t r i a l : ^ ^ ^ ) : r i e s  , perhaps some 3 per cent 

next year, seems l i k e l  y t o be weak compa^M^tp past c y c l e s . The 

g e o g r a p h i c a l l y narrow base of the recovetVvimplies t h a t the u p t u r n i  n 

wo r l d t r a d e w i l  l be r e l a t i v e l y modest by p ^  t standards, p a r t i c u l a r l y ^ 

because of t h e depressed s t a t e of markets both i  n the n o n - o i l developing 

c o u n t r i e s and i  n the Organisation f o r Petroleum E x p o r t i n g C o u n t r i e s . 

Manufacturing t r a d e , which f e l  l 3 per cent l a s t v^a5\ should r i s e 

4 per cent next year. So f a  r recovery i  s under ŵ ay v i t h o u t much upward 

pressure on i n f l a t i o  n ( i n f l a t i o  n i n the major sev^/£*Jt^ t r i e s averages 

below 5 per c e n t ) , though some c o n t i n u i n g r i s e i  n n^n^o^k commodity 

p r i c e s , from g e n e r a l l y very low l e v e l s , i  s to be e x p e c ^ e ^ ^ Recovery i s 

being a s s i s t e d by the general consensus i  n favour of r e i ^ ^ i b l  e monetary 

and f i s c a  l p o l i c i e s . The French demonstration of the p)^£^5\pf t r y i n g t o 

spend and borrow one's way out of recession has proved an e j ^ i e n  t 

warning. 


4. Output. Despite the slower growth i n w o r l d trade our owTV^&jyjh 
now looks a l i t t l  e higher than the Budget f o r e c a s t - perhaps 2ls\grf^ent 
t h i s year, mainly l e d by buoyant consumer spending and some w e l c o ^ / V > 
increased spending by companies on stocks and f i x e d investment. i^jX^e 
i-n consumer spending r e f l e c t s a s i g n i f i c a n t r e d u c t i o n i n the s a v i n g s ^ / ^ / ^ 
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^  / r a t i o , helped by f a l l i n  g i n f l a t i o n  , lower i n t e r e s t r ates and a r a p i d 
U s  O growth i  n c r e d i t . At the same time company p r o f i t  s have been r e c o v e r i n g 
^ V \ \ and are expected t o continue to b e n e f i t from lower increases i  n labour 
^ v  ̂  U c o s t s , w i t h smaller earnings increases and continued r a p i d p r o d u c t i v i t y 

r ̂ ^^X growth i  n manufacturing, as w e l l as the r e d u c t i o n i  n the N a t i o n a l 
<\^J)JInsurance Surcharge. The balance of payments c u r r e n t account i  s moving 
^ ^ f h i  s year from s u b s t a n t i a l surplus i n t o rough balance (though the f i g u r e s 

<^Jf«, as always, subject t o wide margins of e r r o r ) . The change since the 
\>^Met r e f l e c t s f i r m e r n o n - o i l commodity p r i c e s t h i s year and a f a s t e r 
E y ^ t k o  f demand i  n the United Kingdom, r e l a t i v e t o the r e s t of the w o r l d . 
5. </fn/J>984 , slower growth of domestic demand may be broadly o f f s e t by 
a fas£e^»ise i  n world demand, producing another year of steady 2-2. per c e n t ! 
growttfr-vX^is w i l  l be h e l p f u l t o the prospect f o r unemployment. I do not 
expect a^y^Efijor change from current l e v e l s f o r the r e s t of t h i s year, and 
the prospNVts t h e r e a f t e r continue t o depend on c o n t a i n i n g labour c o s t s , 
improving competitiveness and seeing recovery i  n the r e s t of the w o r l d . 

6- P r i c e s . Thes-e are now r i s i n g more slowly than at any time since 
the 1960s; and(^ne |Vrospects f o r i n f l a t i o  n have a c t u a l l y improved a l i t t l  e 
since March. A u s ^ e ^ i  d of 1983, despite the r i s e i  n the mortgage r a t e , 

the R e t a i l P r i c e l M e x ) j s h o u l d s t i l  l be only some 5 i per cent h i g h e r than 

a year e a r l i e r as a ^ p t s  l 6 per cent f o r e c a s t a t the time of the Budget. 
This, along w i t h . the <£y^££Nl r e a l i s a t i o n t h a t there are good prospects 

f o r low i n f l a t i o  n i  n I f i i ^ V V d l  l help the recovery. 

7
- The f i g u r e s i  n the m ^ ^ ^ c e n  t Treasury f o r e c a s t are shown i  n the 
attached t a b l e . \Cs)/\ 
RISKS AND UNCERTAINTIES 


8. There a r e , however, s t i l  l s o r h ^ s T g n i f i c a n t r i s k s and u n c e r t a i n t i e s . . 

9
- The major overseas u n c e r t a i n t y < ^ i s ^ n i t e d States i n t e r e s t r a t e s and 
the problem of the enormous United Sl<^e^)>udget d e f i c i t  . C o ntinuing 
high r e a l United States i n t e r e s t r a t e s W j & l A be very w o r r y i n g , and the s 

pressure i  s undoubtedly f o  r them t o r i s e V ^ t i l  l f u r t h e r . I  t i s  , t h e r e f o r e , 
a l  l the more important t h a t our p o l i c i e s N ^ i o u l d aim t o e s t a b l i s h c o n d i t i o n s 
i n which we can di s t a n c e ourselves somewhat from what happens i  n the 
United States. O i  l p r i c e s , on the other hand, seem to have s t a b i l i s e d , 
and t h e r e i  s a good prospect of a steady reducti*£S^i.n the r e a l o i  l p r i c e 
i n the next two years, the more so i  f the dollafr(we<c7e t o f a l l  . 
P o l i t i c a  l disturbances amongst the o i  l p r o d u c i n g ^ ^ i T t r i e s could always 
Push up o i  l p r i c e s i  n the short term; b u t , t h a t d^ptt^there does not a t 
Present l o o k t o be much r i s k of a major o i  l p r i c e inc^e^se. 

1 0 
  - At home recent f i n a n c i a l developments have e x h i b l ^ ^ ^ K P r r y i n g 

f e a t u r e s . Money supply i  n the f i r s  t f o u r months of the t a r ^ t  . p e r i o d 

has been i n c r e a s i n g a t an annual r a t e of around 17 per cew£^yme way 

above the 7-11 per cent t a r g e t . Public expenditure and b o r ^ 9 ^ c  , have 

also been w e l l above the l e v e l s envisaged at the time of the ̂ VW^ and 

thre a t e n our hopes of lower i n t e r e s t r a t e s . With our d e c i s i o f t ^ J w O 

7
 J u l y b o u t c o r r e c t i n g t h i s , but continued v i g i l a n c e w i C ^ i ^  > w e s e t  a
 

needed i  f  are to keep on t r a c k . And, of course, pay i  n the pu^^icVN^ 
sector w i l  l r e q u i r e our c o n t i n u i n g a t t e n t i o n . < / /  > 
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11. Over the past f o u r years we have f o l l o w e d a r e s p o n s i b l e and 
c o n s i s t e n t monetary and f i s c a l p o l i c y w i t h i n the framework set by the 

r^^/\Medium i  f i n a n c i a l Strategy. The r e s u l t s can be seen in lowe r  m


\V ̂ )J-nflation - the lowest f o r f i f t e e n years - and welcome signs of recovery, 

--/^ead of most other c o u n t r i e s . The task now  i s to c o n s o l i d a t e and 


o n
\ \vP/\ 0 v  e  these gains. 


^//yy'Ae. w i l l continue to operate economic p o l i c y f l e x i b l y , as  i n the 
paW^f^Vr years. But there remains a f i r m , o v e r r i d i n g requirement to 
maiit>^lT)/£he monetary c o n d i t i o n s needed  t o keep downward pressure on 
l n r  I a ^ ^ ^  - e n d  t o support t h i s by f i r m c o n t r o l over p u b l i c spending andr
 

borrow5?v£y/ That  i s the only way  i n which we can keep the confidence of 
f i n a n c i a ^ / r a r V k e t s , secure the c o n d i t i o n s f o r b e t t e r output and j o b s , and 
look forward  t o r e v e r s i n g the trend  i n unemployment. We are determined 
to b r i n g atrout a smaller p u b l i c sector. And  i t  i s p a r t i c u l a r l y important 
now the recovery  i s under way t h a t we do not l e t the p u b l i c sector crowd 
out investment i n ^ t h e p r i v a t e s e c t o r . 

]3. But t h a t wU^/tmsly some d i f f i c u l t d e c i s i o n s . The steps we have 
j u s t taken on pub I f  f expendi t u r e t h i s year have helped w i t h the immediate .. 
problem, but the marJd̂ Oa r e understandably suspending judgment u n t i l they 
see how we t a c k l e t h e < ^ r ^ p m t round of p u b l i c expenditure d e c i s i o n s , the 
f i r s  t of t h i s P a r l i a m e i { ^ ^ ^ 

'4. The budgetary prospe<£^^&r next year  i s no an easy one. At the time 
°f the Budget we were a n t i c i p a t i n g a small p o s i t i v e f i s c a l adjustment 
of around ii, b i l l i o n  i n l98^S5^\SBut since then the scope f o r tax' cuts 
next year has receded. The ĥ riTO>jp©r room f o r manouvre  i s being squeezed 
between lower revenue p r o j e c t i o n ^ < p a r t l y because i n f l a t i o n  i s t u r n i n g out 
a
 l i t t l  e lower than we had e x p e c t s j f o ^ o d c o n t i n u i n g upward pressure on 
Public e x p enditure. Of course, ar tbj^&^stage, the f i g u r e s are s u b j e c t 
to a wide margin of e r r o r . But the'^fmp^Siate tax prospect looks d i s t i n c t l y
uncomfortable. The conclusion  i s cle^S-^Tthe most we can a f f o r d  i s  t o 
keep  t o the expenditure plans  i n the faS ̂ %Tpite Paper f o r 1984-85 onwards. 
E v 
  e n then there w i l l be a r i s k t h a t tax&^Hay s t i l  l have to be put up 

next year  i f we are  t o keep to the MediumoTerm F i n a n c i a l Strategy. 


1 5  • As the Chief Secretary's paper (C(83) 23) i l l u s t r a t e s we had no 
a l t e r n a t i v e but  t o a l l o w taxes  t o r i s e d u r i n g t h e n a r l y years of the l a s t 
a r l i a m e n t .  I n t h i s Parliament we must continue^pie)Jtrend towards lower 

t a x a t i o n s t a r t e d  i n the l a s t two Budgets. This r^DmjSNjust a matter of meetingB 
,? U r
 commitments. We also want a b e t t e r - s t r u c t u r e d f ( t a x y s y s t e m . Taxation 
' i s the key  t o i n d i v i d u a l i n c e n t i v e , to r i s k takingNiW^Lc. securing the 
'md of change  i n a t t i t u d e s needed to b r i n g about a moV^^namic,
com p e t i t i v e and e n t e r p r i s i n g economy. Tax reform mustM5^vA\a h i g h p r i o r i t y . 
And we are agreed t h a t w i t h o u t lower taxes we s h a l l not get>(jigher growth. 

Securing c o n d i t i o n s f o r l a s t i n g growth  i s also the k e ^ j x y m o r e jobs. 

l s
 now g e n e r a l l y recognised t h a t there  i s no quick or easY/^sT>^ion 


to unemployment and no simple t r a d e - o f f between i n f l a t i o n andN^n^ippSLoyment. 

e  0 n
 l y r o u t e  t o higher employment, on a l a s t i n g b a s i s ,  i s t h r ^ W /  > 

ower i n f l a t i o n , lower costs and higher p r o d u c t i v i t y . Lower taxa^dnVs^ s a 
< >necessary and v i t a l p a r t of t h i s . \ / /  MmM 
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& 1 l s \ T h i s , . i n t u r n , w i l  l r e q u i r e f i r m r e s o l u t i o n i  n keeping p u b l i c 
expenditure i  n check. The Chief Secretary's paper sets the pr o s p e c t i v e 

<C^s\x> growth of p u b l i c spending i  n i t  s longer term c o n t e x t . The decis i o n s 
s O - t \ \ & t w i l  l be needed are i n d i v i d u a l l y d i f f i c u l t  . But the past f o u r years 

^-^//Vhave shown the wisdom of our p o l i c i e s and the e l e t o r a t e ' s understanding 
^ x \ _ y ^ a t they work. 

m v
U R EA V V  O S  colleagues to agree t o the Chief Secretarv's proposals. 

Treasury Chambers 


15 J u l y 1983 
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Interest rates (3 months), % 


• t h Treasury summer o r e c a a  ( C O N S 2 i  ̂ •
Figures consistent w i t h Treasury  t t . „._a a t. 1 


c e I t a l  y , C a a a . a  ( w e  ̂ averages, Treasury .oreoa _

US, Japan, Germany, France, I t a l y , ; 


( 3 )  C urrent level of 3-month inter-bank rates. 


M v HT3S  is for 3 month Euro-dollars)
^ A *v s (of which US  ratrateeAverage of current 3 month raterates \u 
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