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Sehr geehrter Herr Kollege,

in den letzten Monaten hat die Diskussion iiber die kiinftige
Weiterentwicklung der wdhrungspolitischen Zusammenarbeit in
Europa durch einige Vorschlidge, vor allem auch aus dem Kreis

der Finanzminister, neue Impulse erfahren. Nachdem ich auch
Selbst bei verschiedenen Anldssen zu diesen Fragen Stellung
genommen habe, lege ich nun ein Memorandum vor, in dem ich

meine Einschdtzung der widhrungspolitischen Aufgaben und Ziele
zusammenfasse und filir die Meinungsbildung in der Bundesregierung

darlege.

Ich wiirde mich freuen, wenn meine Uberlegungen dazu beitragen,
die Diskussion iliber die wdhrungspolitische Zusammenarbeit in

Europa ein Stiick weiterzufiihren.

Mit freundlichen GriiRen
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TRANSLATION OF LETTER FROM STOLTENBERG TO CHANCELLOR:
17 MARCH 1988

Dear Colleague,

In recent months the discussion about the future development of
European co-operation on exchange rate matters has been given a new
impetus by a number of suggestions, mainly emanating from the
circle of Finance Ministers. As I myself have now expressed my
views on these questions on various occasions, I am now circulating
a memorandum which was written to further the process of opinion
forming in the Federal Government, and in which I set out my
assessment of our tasks and objectives in the field of exchange

rate policy.

I shall be glad if my remarks serve to take forward the debate about

European co-operation on exchange rate policy.

... G Stoltenberg



Dr Gerhard Stoltenberg 15 March 1988

Federal Minister of Finance

The further development of monetary cooperation

in Europe

Several proposals have recently been made concerning the

further development of monetary cooperation in Europe

with differing timescales and objectives.

I.

Opinion of the Federal Government

The Federal Government has repeatedly endorsed the
strengthening of monetary cooperation in the con-

text of its policy of economic integration within

the Community. The Government's concept on further
development was most recently presented in a Cabi-
net resolution of 3 February 1988 (in response to

the Major Interpellation by the SPD parliamentary

group on the state of the world economy).

"The creation of a unified European economic
area calls for steady convergence of economic
and monetary policies of Member States on the
basis of price stability and for the strengthen-
ing of the European Monetary System. The full
liberalisation of capital movements will be a
decisive step. The conditions for increased use
of the ECU have been created now that its pri-
vate use is permitted in the Federal Republic of
Germany. The longer-term goal is Economic and
Monetary Union in Europe, in which an indepen-
dent European Central Bank committed to main-
taining price stability will be able to lend
effective support to a common economic and mon-

etary policy."
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Basis for further development

The specific points of departure for the further

development of monetary cooperation are as follows:

l.

The cooperation between Member States within the
European Monetary System (EMS) has been increas-
ingly strengthened and intensified over the past
few years. Together with a reorientation of
economic and monetary policy in some Member
States, this cooperation has largely contributed
towards enhancing price and exchange rate sta-
bility in Europe, on the basis of growing con-
sensus between Member States on fiscal and mon-

etary policy.

In the statement by central bank governors of
September last year, noted and endorsed by the
finance ministers, the well-tried cooperation
between central banks was extended with the aim
of strengthening the exchange rate mechanism.
The goal of price stability was accepted by all
as a point of reference for cooperation on mon-
etary policy and for financing interventions

within the agreed exchange rate margins.

The completion of the internal market is the
prime objective. An essential condition is the
freedom of capital movements stipulated as early
as 1957 in Article 67 of the EEC Treaty. The
draft directives submitted by the EC Commission
some months ago aim to liberalise capital move-
ments as soon as possible and thus to reduce



potential exchange rate distortions. The lib-
eralisation of capital movements from all con-
trols and restrictions will be the most import-
ant step in monetary reform during the period

ahead of us.

4. The completion of economic and monetary union is
the major objective. This will require a longer
transition period for transferring economic and
monetary policy responsibilities to the European
level. With the revision of the EEC Treaty by
the Single European Act (Chapter on economic and
monetary union), the sequence of steps was laid
down. First of all, the Member States are to
cooperate with the aim of ensuring the necessary
convergence, taking account of the experience
acquired within the EMS and in developing the
ECU, while respecting existing powers in this
field. When further development requires insti-
tutional changes, amendments must be made to the
Treaty with the consent of all national parlia-

ments.

III. Tasks for the near future

1. Liberalisation of capital movements

The most immediate task during the German presi-
dency is to bring about a fundamental decision
on the irrevocable liberalisation of capital
movements in the Member States of the Community.
The freedom of capital transactions is of cru-
cial significance for the continuing integration
of European economies and for enhancing their
growth potential. It enables the most efficient

use to be made of scarce capital resources and



at the same time eliminates the causes of dis-
tortions within the exchange rate system. After
decades of little or no progress, even repeated
reversals, the time has now come for far-reach-
ing decisions to meet the Treaty obligation
existing since the end of the transitional per-
iod in the sixties. The proposals submitted by
the EC Commission are a sound basis. The full
liberalisation of capital transactions, however,
will also require the current two-tier foreign
exchange market in Belgium and Luxemburg to be

discontinued.

In liberalising capital transactions the Com-

munity must not, in its own interests, set up

external barriers or, still worse, wall itself
off from other countries. The same freedom of

capital movements as within the Community must
therefore also apply to capital transactions

with third countries.

Any transitional arrangements required by some
of the new Member States must be of limited dur-

ation.

To give common assistance to Member States in
temporary balance-of-payments difficulties, the
Community already has various substantial finan-
cial assistance mechanisms of differing dur-
ation. We are prepared to consider how the
existing mechanisms can be adapted to meet the

new requirements.

The prior harmonisation of supervisory regula-
tions for financial institutions and of capital

revenue taxation is, in our view, neither



necessary nor appropriate. The endeavours to

achieve harmonisation in these areas require

intensive discussion and will thus take time; we

are prepared to cooperate constructively. How-

ever, we feel that decisions on the liberalis-

ation of capital transactions should not be made

dependent on progress being achieved in these

areas, a view shared by the EC Commission.

2. Operation and further strengthening of the EMS

a)

b)

Further improvement of convergence

The progress made in recent years in improv-
ing the convergence of economic and monetary
policies and of the economic fundamentals of
all countries participating in the exchange
rate system will have to be secured and en-
hanced. In important areas such as budget
deficits and current account balances, but
also as regards inflation differentials,
convergence is still neither satisfactory nor
is it sufficiently secured for the future.
Some Member States, for example, have high
budget deficits which in the medium term
could place considerable strains on the sta-
bility of the EMS. We therefore urge that the
agreed new consultation and cooperation
mechanisms should be fully applied and used,
both bilaterally and at Community level.

Cooperation of the central banks within the

exchange rate system

The agreements reached by the central banks
in the autumn of last year have widened the
scope for monetary cooperation. The proposal



c)

put forward on that occasion that the agreed
exchange rate margins should be used to a
greater extent than in the past in order to
increase the risk involved in exchange rate
speculatiohs has now been taken up. The new
option to finance intramarginal interventions
with the aid of extended credit facilities of
the central banks of strong-currency coun-

tries has already been applied.

Indications made by other countries that the
burden sharing mechanism of the existing
exchange rate system of the EMS was unduly
favouring the Deutsche Mark (so-called
asymmetry) do not properly reflect the actual
situation. The Deutsche Mark has developed
into the most important intervention and
reserve currency in Europe because of its
inherent stability and attractiveness, and
not because of any unilateral or multilateral
decisions. This also reflects the assessment

of our partner countries.

Market confidence in the currencies of other
members of the EMS has now increased as well;
we welcome this development. A continuation
of this trend can make a decisive contribu-
tion to redress the balance within the EMS.

Full participation of Member States and

dismantling of special regimes

The EMS will only become fully effective,
both at European and international level, if
all Member States with the economic and mon-
etary qualifications join the system and

abide by the same rules.



d)

It would be desirable for the development of
the EMS if

- all countries which are in a position to do
so were to join the exchange rate system as
soon as possible and thus also assume all

rights and obligations involved:;

- the special regime for wider margins of
6 per cent were reduced to the normal mar-

gin of 2.25 per cent.
Any suggestions to generally widen the fluc-
tuation margins within the EMS would in our

view be a step in the wrong direction.

Use of the ECU

The acceptability limit which used to be in
effect for the official ECU (used only in
transactions between central banks) has

been lifted for a period of two years under
the agreement reached between the central
banks in the autumn of last year. The central
banks have agreed to review in the light of
experience the rules on the official ECU
when this period has expired.

The private ECU is not a component of the EMS
agreement . It has developed independently in
the market and follows the definition of the
official ECU; so far its main purpose has
probably been to reduce exchange risks. The
Deutsche Bundesbank's general authorisation

of last year created the legal basis for



IV.

increased use of the private ECU in the Fed-
eral Republic of Germany. All Member States
should now quickly dismantle restrictions on
capital movements in order to make possible
the international use of the private ECU as
well. The private ECU would then be on an
approximately equal footing when competing
with national currencies. We feel it would be
unjustifiable to grant it a privileged posi-

tion.

From a monetary policy standpoint it is also
important that the two circuits of the offi-
cial and of the private ECU should not be
linked, since this would pave the way for

uncontrollable money creation.

Economic and Monetary Union as a long-term goal

The long-term goal is the creation of an Economic
and Monetary Union. This goal, however, goes beyond
the liberalisation of capital movements and the
completion of the internal market planned for 1992.
As an enduring community based on solidarity,
smoothing out differences in economic and monetary
development, and with a common currency or irrever-
sible exchange rates (with no margins), it must be
founded above all on a far-reaching political and
institutional reorganisation of the Community to-
wards a more comprehensive union. As was already
stated in the Werner Report of 1970, a lasting
Economic and Monetary Union requires the creation
or reshaping of Community bodies and the transfer
of extensive powers from national to Community
level going beyond mere monetary policy. Without
this political and institutional evolution of the

Community and without a transfer of authority



embracing basic national economic and monetary
policies, a common currency would not be suffi-
ciently protected against tensions which could
result from differing economic and monetary deci-

sions by Member States.

An Economic and Monetary Union also includes a
European Central Bank, which in our opinion should

meet in particular the following criteria:

- It must be committed to the goal of price
stability.

- In fulfilling its task it must be independent of
instructions from member governments or other

Community bodies.

- The decision-making process must strike the
proper balance between central and federative

elements.

Careful consideration should be given to the ques-
tion of whether intermediate steps towards a Euro-
pean Central Bank are possible and useful, and if
so, what such steps would be. In any case a condi-
tion is that in the transitional period the central
banks of all Member States should be enabled to
give priority to the goal of price stability and to
take decisions independently of instructions from
governments. This would decisively promote the
convergence of monetary policy needed for the
further development of the EMS, and at the same
time facilitate future integration into a European

central bank system.
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As requested, a few quotes from the Italian press on the Budget,

informal translation.

Corriere della Sera 16 March 1988

"For the first time in twenty years, the British Economy

is no longer "the sick man of Europe"."

"An Italian observer would have had to struggle yesterday
against a deep feeling of envy while the Chancellor of the
Exchequer, Nigel Lawson presented his Budget to the House

of Commons."

"The proceeds of privatisation have certainly helped but

the explanation lies in the strengtheniag of the entire economy
which was "the sick man of Europe" in the 60s and 70s and

which today has begun to function again."

I1 Sole 24 Ore 16 March 1988

"To the Italian observer, the feature of the balance sheet
which stands out most clearly, in stark contrast to the facts
of our own case, is the public sector surplus of £3 billion."

I1 Sole 24 Ore 17 March 1988

Headline: . "The Chancellor of Gold"

Sub-headlines : "With the new Budget, Lawson has sanctioned the

political truimph of Thatcher"

"The successes of the economy make criticisms
of the large tax cuts and the cufs in social

spending difficult."



"But it is on the political level that the fifth Lawson Budget
represents the essence of the Thatcher philosophy and has
probably set in on the way to its most important success."

"Lawson enjoyed reminding the Opposition that the Labour
Governments of Australia and New Zealand were already moving

in the direction of cuts in contributions."

Italia Oggi 17 March 1988

"But the City reacts with unexpected scepticism; it awaits
clarification on monetary policy. The Stock Market 1loses

ground, Labour declares war."

I hope these may serve your purpose.

A L McGUFFOG

Labour Attache
17 March 1988

British Embassy
ROME
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THE BUDGET: THE GERMAN PRESS

Further to David Bell's fax of 16 March, I attach a copy
of a press summary produced today covering further comment
in the FRG press on the Chancellor's Budget speech.
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FRG REACTIONS TO UK BUDGET

SUMMARY

1. CHANCELLOR'S BUDGET SPEECH RECEIVES GENERALLY FAVCURABLE COMMENT
IN TODAY'S FRG PRESS. PRAISE FOR GOVERNMENT'S INCENTIVES FOR
INDUSTRY. STRENGTH OF ECONOMY NOTED. SOME REPORTING CN MIXED
REACTIONS IN UK.

DETAIL

2. CHANCELLOR'S BUDGET SPEECH CAME TOO. 'LATE TO MEET MOST OF
YESTERDAY'S NEWSPAPER DEADLINES, BUT THERE HAS BEEN FACTUAL COVERAGE
AND COMMENT IN TODAY'S EDITIONS.

3. HANDELSBLATT (LIBERAL), PRAISES THE GOVERNMENT'S CONSIDERABLE
INDUSTRIAL INCENTIVES OVER THE PAST 9 YEARS WHICH HAVE RELEASED
FORCES THROUGH WHICH THE UK CAN TAKE ON THE ROLE OF ECONOMIC
PIONEER. ''THE ONCE SICK MAN OF EUROPE HAS BECOME THE MOST DYNAMIC
ECONOMIC NATION IN EUROPE''. DIE WELT (CONSERVATIVE) PRAISES TAX
REFORMS, AND THE INCENTIVES DESIGNED TO PUSH INDUSTRY FORWARD. THE
KOELNER STADT-ANZEIGER (LIBERAL) SUGGESTS THAT GERMAN INDUSTRY WILL
SEE BRITISH TAX REFORMS AS A MODEL. BRITAIN IS A ''SHINING
EXAMPLE'', WITH STATE REVENUE HIGHER THAN EXPENDITURE. THE
FRANKFURTER ALLGEMEINE (CONSERVATIVE) STATED THAT INCOME TAX REFORM
SHOWS THE PRIME MINSITER'S AND CHANCELLOR'S TRUST IN THE PUBLIC
WILLINGNESS TO RESPOND TO INCENTIVES.

4., THE SUEDDEUTSCHE ZEITUNG (LIBERAL) SOUNDS A MORE CAUTIOUS NOTE.
IT IS TOO EARLY TO ASSESS THE ABOVE AVERAGE ECONOMIC GROWTH OF THE
PAST FEW YEARS AS IRREFUTABLE PROOF OF CONSERVATIVE POLICIES. DIE
WELT ALSO REPORTS THE ''CAUTIOUS'' REACTIONS OF THE CITY. IN A
REPORT ENTITLED ''CHAMPAGNE FOR THE RICH, MORE MISERY FOR THE POOR''
THE FRANKFURTER RUNDSHAU (LEFT OF CENTRE) FOCUSSES ON THE
OPPOSITION'S RESPONSE TO THE BUDGET SPEECH.
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I attach a transcript of yesterday's Press Conference.

2 I regret that there are one or two gaps and ogdities arising
from the poor quality of the tape recording.

3% You might 1ike to consider whether we/should make a copy
avallable to those who attended the briefipg. I see no objection
to this, 1indeed some advantage, as the proceedings were on the
record and (particularly in sensii?yé' areas such as exchange
rate/interest rate policy) it 1is mportant to get your words
absolutely straight SO as tg avoid misquotations and

misunderstandings. ,// (mlp
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CHANCELLOR'S PRESS CONFERENCE ON THE BUDGET

Transcript from a tape recording, Treasury, 16 March 1988

RICHARD ALLEN: Morning. This will be on the record today.

We have about 45 minutes.

CHANCELLOR: Yes, as a maximum, so I think probably the
best thing is I listen to your questions today.

QUESTION: The Mansion Ilouse speech made clear your policy
of maintaining sterling stable against the Deutschemark.

Are you prepared to restate that policy today?

CHANCELLOR: I made my statement on the exchange rate in
the economic section of the Budget speech. T. . don't “~think
I have anything to add to that. You remember we're committed
to the G7 agreement of 23 December which we signed.

QUESTION: But has the policy changed?

CHANCELLOR: No. There's been no change 1in policy. As

I say, we remain committed to that agreement.

QUESTION: What would be the range against the Deutschemark?

CHANCELLOR: I have never answered that question and 1

don't propose to.

QUESTION: Has there been a change in the sense of paying

more attention to interest rates than the exchange rate?

CHANCELLOR: I've said time and time again, in almost the
same words, that interest rates are the essential instrument

of monetary policy.

QUESTION: If you are not prepared to repeat the words
of the Mansion House speech, does 1t indicate that the

Prime Minister's views have triumphed?



CHANCELLOR: I think it is sensible to see how policy is
conducted. This is very market sensitive area as you know.
And I think statements about it are seldom helpful for
that reason. And therefore my statements on that subject
are few and far between and very carefully considered when
they are, I think the rest of the time it is sensible Jjust
to say very 1little and to see what happens. Actions, you

know, are more important than words.

QUESTION: 1Is it still the intention to join the EMS when

the time is right?

CHANCELLOR: The Government's position hasn't changed at
aul o5

QUESTION: The aim of policy last year was to provide pdblic
reassurance to industry on the exchange rate. If: yous are
now saying that industry has to guess where the exchange

rate will be, does that not represent a change?

CHANCELLOR: Well = do come and ' Join us Sarah — on the
basis that it's what happens that matters. I mean if you
look at the past 12 months you'll see that there's been
a greater degree of stability than any previous 12 month

period for a very long time.

QUESTION: Will - the “next ‘12 ‘months. see a  simllar degree
of stability?

CHANCELLOR: I'm not making any predictions. Butssehear iy
I think that it was the considered view of the Group of 7
Finance Ministers and central Bank Governors, which we
signed up to (and which we remain signed up to) and which
was published on 23 December as a Christmas present to
you all, that a greater degree - and continuation - of
stability was desirable.

QUESTION:



CHANCELLOR: I wouldn't accept your characterisation - 1
think that it's rather more that the currency which has
been slightly out of step over a period of months was the
Dollar: And there were conflicting [stories] in Washington
and so, and for a period following the collapse of the
Stock Market there was uncertainty about the Dollar. But
the Dollar now seems to have settled down and I think that
the Americans are far happier now with the greater degree
of stability. T think that's probably enough about that
subject. I think we ought to get on to the Budget now.
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QUESTION: Would you expect increased revenue from higher rate

taxpayers to compensate for the cost of the reductions in tax?

CHANCELLOR: Yes I think that it is 1likely that there will be

that effect. Certainly if you read for example the analysis
that Professor Lyndsay has done. And certainly the evidence
that we have is very dramatic. If you.  look at'the top 5 per

cent of taxpayers, they paid under the Labour regime in 78/
79 24 per cent of the total income tax take. The top 5 per
cent this year, we reckon, will pay 29 per cent of the tax take,
and even with the cuts in this Budget, in 1988/89 (the coming
financial year) it'll be down to 27 per cent. As I say, 27 per
cent compared with 24 per cent under Labour, a substantially
higher proportion. And even more striking I think is what has
happened if you look at the income tax take in real terms. The
income tax take in real terms has risen since 78/79 because,
of course, incomes have risen in real terms so much more than
the amount by which rates have been cut. But that increase

in the tax take in real terms, has been entirely from the top

5 per cent. The top 5 per cent are paying one third as much
again as they did in real terms in 78/79. The other 95 per
cent pay the same as they did in real terms in T8/79.  ‘New 1lt's

the whole of the increase that has come from the top 5 per cent
and I think that's quite striking and indicative, and I would
expect over time the same sort of effect from this reduction.

We haven't shown any of that I may say though you will find

it buried away in the footnotes in the Red book. We haven't
shown any behavioural effects of the higher rate cuts. The
assumption is made that there are none. Not because we believe

there to be none but because it is really so difficult to put
a figure on them. And, also, even if you have a view of the
order of magnitude, you don't know the speed at which it's going
to come through. We have made assessments of behavioural effects
but they come through very quickly on the capital gains tax
changes; and that capital gains tax reform was a very important
reform indeed. And of course we always make assessments of

the behavioural effects of the excise duty changes because it's



a simple matter of elasticities and easy to calculate. On
income tax we assume zero behavioural effect but that is not

what we actually believe is going to happen.

QUESTION: Do you have figures for the top 5 per cent which

take account of the differential impact of excise duty charges?

CHANCELLOR: I haven't the figures. I'm sure the Treasury Press

Office would be happy to, or the Customs and Excise - or perhaps

Treasury probably better.

QUESTION: The 95 per cent who are paying the same in real terms
in income tax as they were in 1979 - is that before or after
the Budget?

CHANCELLOR: That d4s before' this: Budget; ‘I'm pretty sure. L
will certainly see that that is checked Sarah - but I'm pretty

sure that what I was giving you was the comparison between 87/
88 and 78/79. In other words.....

QUESTION: Hasn't the increases in tax take from the top 5 per
cent arisen from a higher than average increase in such incomes
due to the effects of increased benefits and the loosening of

incomes policy, rather than a supply side push.

CHANCELLOR: I think there are a number of factors and you can't
really disentangle them all. 17 mean,; " logically, guite - apart

from the difficulty of assigning weights to them. There was

this egalitarian incomes policy under the last Labour Government.
Now that clearly had a profound disincentive, you know, most
people not bothered and prepared to take risks and so on - why
should they? - and they go fer the quiet life. It also made
them look for all sorts of means of rewarding themselves other

than in cash income. So that links up with the incentive effect



of reducing tax rates. As" T -sa¥,- it .is.-a-.matker- - partly -of
dynamism because these are people who not only have the ability
to change their work patterns much more than people lower down
the scale but have also the ability to create jobs for other
people. But, also, they have the ability through their
accountants and so on to shelter income a great deal more. And
one of the reasons for bringing tax rates down and one of the
reasons why it does produce so much revenue is that it does
reduce the attractiveness of tax shelters. And if at the same
time, as I did in this Budget, you actually take positive measures

to reduce the attractiveness of shelters that reinforces it.

QUESTION: Professor Lindsay said that his work should not be
taken to apply in the UK.

CHANCELLOR: No, his study was certainly in the United States.

But I think he - and he is a very careful academic - wouldn't

therefore claim it applies beyond where he studied. But I think
it can be applied to the United Kingdom too. And as for Brown,
I was very concerned with the Brown study because the Treasury
disapproves of other Departments wasting money and I therefore
felt rather embarrassed that we'd wasted - although it wasn't
anything to do with me - money on this shoddy and absurd exercise.
All that he found, it can be summed up very quickly in a nutshell,
is that ordinary people in 1980/81 didn't respond to the income
tax cuts by working more overtime. Well there was a very simple
reason for that: there was a recession on and there wasn't
any overtime work available. That's the sum of Professor Brown's
study. And we had to pay for that. As I say, I was very
embarrassed. As someone with responsibility for the control

of public expenditure I was very embarrassed.

QUESTION: How would you 1like industry and the consumer, with

much more money in his pocket, to respond to your Budget?

CHANCELLOR: Well we have had a remarkable response by British

industry to the policy we had been pursuing hitherto. That's

why I think it is reasonable to suppose this will happen if



you carried that policy further, which is all this is. TS
a continuation of a policy we've been pursuing for a very long
time. And I think that having seen the very positive response
of industry to the earlier instalments there will be a positive
one to: ‘this. And that is certainly, I think, the view of the
EBIFtooi

QUESTION: Chancellor, the CBI also said it wanted lower interest

rates and a lower exchange rate. Do you support that too?

CHANCELLOR: Well we shall have to see. I think that what they

have said all the time is that, on exchange rates, they value

stability. And they have had, as I said, over the past year
a greater degree of stability than in previous years, and I
think they have valued that. And, as for interest rates I think
they can fully understand the position, although of course people
who borrow money like to pay less for it. That's not a remarkable
discovery. I think they do understand that interest rates have
to be adjusted as necessary in order to keep downward pressure
on inflation because the last thing they want to see is an upsurge

in “infilations

QUESTION: How quickly do you expect the top rate tax cuts to

pay for themselves, by the end of the Parliament?

CHANCELLOR: I don't know. I think that you will be seeing
the results of this before the end of this Parliament. We've
been very patient - I'm sorry I'll come to you in a moment Anne.

Don't forget that Geoffrey Howe, reduced the top rates 2n e 19098,
and he and I together have waited 9 years before making a further
move down, during which time evidence of the beneficial effects

of the cutting of top rates has been accumulating.

QUESTION: The FSBR was presumably finalised several weeks ago.

Have recent events changed the forecasts?

CHANCELLOR: Oh my goodness me no. We're very much on the ball.

No, no, we produce our up to date figures and forecasts; 1t



goes to bed very late.

QUESTION: Do you think in the 1light of what's happened to
sterling - the slightly higher £ - that there is anything that

you would want to change.

CHANCELLOR: No, we publish forecasts on the basis of assumptions

which are clearly stated in the Red Book. We never state what

the forecast might be if the assumptions were different.

QUESTION: Are you confident the PSBR forecast will be any better

this year than the last couple of years?

CHANCELLOR: I think that it's difficult to be confident about
that because the PSBR - PSDR as it now is - being this difference
between two huge magnitudes, the margin or error is necessarily

very large. And sso«- T can't “be “confident  that 1it'll- bet 'mere

accurate than it's been on average over the past few years. For
this year now ending of course it's been conspicuously inaccurate
and I would have thought that a difference of that scale is
unlikely to occur again this year. I am always - and always

have been as you probably know - very cautious in my forecasting.

QUESTION: Is there anything you are 1looking forward to doing

in your next Budget?

CHANCELLOR: I've only Jjust delivered this one. LtYss Fadr ALoo

soon to think about the next Budget.
QUESTION: People have been saying that it's ‘yourilast.

CHANCELLOR: People are always speculating.

QUESTION: Would you like to do another one?

CHANCELLOR: I think it is far too soon, far too soon, far - too
soon, for me to start thinking about that. I've got this Budget
to get out, to get through the Budget debate let alone the Finance

Bill.



QUESTION: In the 1987 Budget you settled on 1 per cent PSBR.
Are there any particular reasons for now going for a balanced
Budget?

CHANCELLOR: Well it was always possible to argue that - what

I referred to in front of the Treasury Select Committee last
year as the modern equivalent of the balanced Budget - should
have been adjusted because it didn't take account of privatisation
receipts. I wasn't too fussed about that because privatisation
proceeds will go on at this level for many, many years to come.
But nevertheless there was that objection. Buts I “felt;, you
know, reviewing these affairs that the old fashioned doctrine

of the balanced Budget really had a lot to commend it and that

we should - it would be a very useful, clear and easily
understandable rule - stick to that as a norm.

QUESTION:

CHANCELLOR: Well it'll vary from year to year as I said in
the Budget speech. It'll inevitably tend to fluctuate from
year to year - and that was of course what was always intended

even by, for example, the authors of the Full Employment White
Paper in 1944. I don't know whether any of you came to that
Keynes conference, where I quoted Keynes. He was a very strong
balanced Budget man and believed that it was only in most
exceptional circumstances, such as the 30s, that you should
depart from it. And it's only the sort of Keeganites who have

departed from that.
QUESTION: Are we then all Keynesians?

CHANCELLOR: No, because the Keynesians have got nothing to

do with Keynes. I mean they took off into a bizarre world of

their own which led to total disaster.



QUESTION: Are you a true Keynesian?

CHANCELLOR: I'm a true eclectic.

QUESTION: How volatile is the balance of payments forecast.

CHANCELLOR: 1It's our best guess. The balance of payments current

account is, for the same reason as the PSBR, extremely difficult
to forecast because it is the difference between two enormous
magnitudes. But our track record in forecasting has not been
a bad one and there has been, as far as I'm aware, no systematic
error one way or the other. In fact, last year as you know,
we forecast 2 1/2 and it's come out at closer to k2 But
the forecast for 1988 1is the Dbest guess ofl ‘Ehe Treasury

forecasting team.

QUESTION: Did you apply your political judgement to 12

CHANCELLOR: Most certainly no. Absolutely not. There's no

point in it, what would be the point? My Judgement is part
of the input, just as the chief economic forecaster's judgement
it part’ ofisthe  1nput. But that is our Jjudgement based on our

deep experience of these matters.

QUESTION:

CHANCELLOR: No I think this is the forecast, this is the Treasury

forecasters' best guess of the current account deficit within
a very wide margin of error, which is published in the FSBR.
I can't remember what it is but it's, what is it, the margin

of error is 3% or is it 3 billion.

QUESTION: When - and how - will the forecast slowdown occur?

CHANCELLOR: I think that it is going to slow down naturally.

You don't get these surges of consumer spending going on

indefinitely. So consumer spending I think is likely to ease

off: Investment is going to go up faster but consumer spending

10



is 1likely to ease off, Also, of course, there has been a
tightening of monetary financial conditions. And if you 1look
at the effective exchange rate and you look at interest rates
you will see that combined there's clearly been a tightening
of financial conditions. But I think thatfparticularly to the
extent that consumer spending is financed by credit, you do
get these cycles. And what this boils down to I believe, as
Christopher Smallwood was about to say, is that what we are
forecasting is a slower growth in consumption. The savings
ratio having come down very markedly (though it's level is not
unprecedented as you will see from the chart in the FSBR), to
the lowest level for a very long time, we think it's likely

to :pick: up ‘inithe: future.

QUESTION: Since savings behaviour is so uncertain isn't the
trade balance 1likely to be at greater risk than implied by a

forecast £4 billion deficit.

CHANCELLOR: This is a supply side tax reform Budget. I ..see
Gavin Davies described it yesterday as Reganomics without the

red ink. I think that's rather a good description. And that's

what matters. We can cope with the current account deficit
without' .any. difficulty iin .the. markets. There wouldn't be the
strength of the currency in the markets if they were worried
about it. We can cope with the current account deficit whether
it happens to be this figure that we forecast or something either

side.
QUESTION: Did you assume high interest rates in the FSBR?

CHANCELLOR: I keep interest rates at wherever they need to
be.

QUESTION: (did you think about taxing credit?)

CHANCELLOR: Sorry, which of you first?

QUESTION Inflation is now where it was when you became

11



Chancellor. What are the prospects for reduction?

CHANCELLOR: I'd like it to come down lower. It's been slightly

lower. Inflation in 1983 reached 4.6 per cent as a whole and

it's been under that for the 1last couple of years, and it'll
be below that in 88. So it has come down. And it's come down
- quite remarkably - at a time of outstandingly vigorous growth.
It is always harder to get inflation down during a period of
very strong growth than it is daring a period of recession. We

will get it down further but it'll be a gradual process.

QUESTION: When will it be possible to get income tax down to
20p? '

CHANCELLOR: I don! € knows: It!ls 'worth recording . that the 25p

target, which was in terms of not more than 25p - was enunciated

first by Geol[rey Howe in 1979 when he got it down to 30 and
it has taken us 9 years to get it down to 25. Now that we have
got - the economy so much stronger and healthier, I think we'll

do it in less than 5 years.

QUESTION: Why did you not change the burden of National Insurance

to assist the lower paid?

CHANCELLOR: What do you mean, at the bottom?

QUESTION: Yes, the people at the bottom have a higher marginal
rate of tax than anybody else in the system with National

Insurance, or very nearly?

CHANCELLOR: Well that's nothing to do with National Insurance.

The so called marginal rate at the bottom end is because means
tested benefits are targetted on the poorest and neediest people
and families. And that means that as they earn more there's
a withdrafﬁ. of those benefits and that is where the high so
called marginal rate, or poverty trap or what have you, comes

in. It's nothing to do with the tax system.

12



QUESTION: 1f you get over £35 or £37 you start paying National
Insurance not on every extra £ but on all of your income. So
if the threshold is £37 and you then earn £38 you pay National

Insurance on £38.

CHANCELLOR: Yes, there are certain steps. Because of the way

the National Insurance contribution is paid, you first go into
the thing at 5 per cent and then you step up to 7, and then
up to 9. Through those little steps you get a very high marginal
rate. But that is a tiny number of people who are actually

at those points.

QUESTION: We now have a very bizarre tax system: you start
off - -at. -a  basie  'rate . which ds. 25+.9 national ' instirance
contribution, 34p, then down to 25p, then up to 40p. What's

the rhyme or reason behind that?

CHANCELLOR: Well the reason is that the national insurance

contributicon . is ‘levied. on, the 'basis* that® it dis,  and ‘thatsis
how it has always happened. But I udeon't think,. although, it
offends the tidy minded, that it does any other violence. There
has been a lot of talk about abolishing the UEL and all that,
and that is obviously one of the options that I looked at very
thoroughly. But if I had gone down that route it would have
been a markedly inferior reform package. First of all, although
I know some are sceptical about even that, what matters is what
the marginal rate of tax is. I believe that does matter and
I've got that top marginal rate down to 40 per cent. I ‘don't
think that what the mathematicians would call the second
differential has any economic significance at all. I mean whether
the step is from 25 to 40 or 30 to 40 or from 35 to 40 it doesn't
make a ha'porth of difference. What matters is what the marginal
rate of tax is, that's what has an economic effect. And I've
got the benefits of bringing that down. Now if I'd abolished
the upper earnings limit what that would have meant is that
over _2 million people,| the people who are in that kink on the
graph| would have seen a significant increase in their marginal

raté which would undoubtedly have been economically damaging

13



.and I see no virtue 1in that. It would also have meant,
incidentally, that their average rate would have risen. And
if these people had been hard hit, many with company cars, it
would have been quite impossible in any Budget to double the
scale of charges for company cars at the same time. You couldn't
have done that. And I believe, again, that the economic benefits
of reducing that distortion are infinitely greater than anything
which is gained by having a tidy line on the graph. Soj; Has
I say, having looked at the 2 options side by side there was

no doubt which was the economically superior.

QUESTION: What about the bottom end of National Insurance scales,
I mean you obviously think there are some ill effects from that
- you made some changes in it a few years ago - after that you

seem to have abandoned that route.

CHANCELLOR: Well what I was concerned at that time to do was

to attack a particular problem which was the problem of rising
unemployment among the least skilled members of the workforce.
Therefore, as you recall, I acted on both sides: noti: justiithe
employees' national insurance contributions but also the employers
at the bottom. And ‘I -think that  did help at -that. time. We
now see unemployment going down very fast and I think. it wild
continue to go down but not as rapidly as it has been over the
past 12 months. Therefore there isn't that particular problem
to be addressed and it is more important now to take measures
which I believe will lead to a more dynamic, more enterprising,
and more successful economy which will benefit people at all

levels.
QUESTION: National insurance: is there an occasion when the
whole interaction between national insurance and tax might be

reviewed or is this a completely closed subject?

CHANCELLOR: There are a lot of other difficulties in marrying

up the two which I won't go into now, but which were exposed
in a very fair and open way in the 1986 Green Paper, that chapter

of the 1986 Green Paper on reform of personal taxation. No,
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some future Chancellor may well be attracted to that.
QUESTION: But not you?

QUESTION: Is this your last word on the reform of personal

taxation just as you said, for example, on corporation tax?

CHANCELLOR: Yes it's a very very substantial reform. Ef you

go over the reforms and simplification of income tax; capital
gains tax reform - which I don't think anybody was expecting
and certainly not in its entirety - which is a very fundamental
reform; reform of covenants and maintenance; independent
taxation; the continuation of the inheritance tax reform; quite
substantial changes on the mortgage interest front where the
cost has gone down considerably by the combination of the home
improvement loans no longer being given tax relief and the rates
of tax coming down so much. It is a very, very substantial
reform Budget and I went over all the possibilities and I put

in this Budget what I think it is sensible to do.

QUESTION: Is there any change of a future look at allowances.

These make the completion of tax returns very complicated.

CHANCELLOR: Well I did abolish 3 of the minor allowances 1in
order to simplify a 1little bit " further. BuE I, think ‘you ‘can

make a case for having the allowances much lower. Teden'trisee
that that's likely to happen.

QUESTION: Are there any plans to go even further, to a single

rate of tax?

CHANCELLOR: No, as I said in the Budget speech, I think what

we've set is a perfectly acceptable and reasonable rate of "tax

for higher earners to pay.
QUESTION: What remains that deserves a reformer's attention.

CHANCELLOR: If anything occurs to me I will certainly turn

15



my attention to it in the systematic and analytical way which
you know is my forte. But there's nothing really that immediately
springs to mind.

QUESTION: Have you given up on the pensions?

CHANCELLOR: I've said that if I was to do anything on taxation

of savings, which means pensions in particular, then I would
publish a Green Paper first and I obviously stick by what I
said. That is a possible area, although it's interesting that
what is happening in the tax system at the present time is some
redressing of the balance between the institutions and the
individuals which is what 1 think one is concerned with. Because
companies are making so much profit, they are paying more tax
and individuals are paying less. Now the burden of company
taxation basically falls on the shareholders of the company,
the owners of the company, and those are overwhelmingly the
institutions and pension funds in particular. So the burden
is going on them and off the individual. So, we're getting
by that route, some switch of the kind that I think is desirable.

QUESTION: Likely developments on the international scene?

CHANCELLOR: I don't think there's much happening on the

international scene. We've had a discussion about exchange

rate and I don't see the point in spending any more time on
it, except to say that there's unlikely to be much more happening
on the international scene until the American Presidential
election is over and the new administration has sorted out where
It wstands. Because obviously the United States is crucial to

where any international agreement.

QUESTION: How many people have been taken out of the. tax .net.

That figure was not in the Budget speech as it usually is.

CHANCELLOR: No I didn't, I didn't mention it but it's a little

over % of a million people taken out of tax, I think to be precise

780,000.
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QUESTION: Does that include the change over and above indexation.

CHANCELLOR: It is the total change, which is half and half.

I didn't mention it because it's so complicated. 1It's a question

of are you doing it on an unindexed or indexed basis, so which
figure do you give, and then how many of them will be back in
the tax system by the end of the financial year and so on. So
I thought it better not to give it. But as of 6 April, 780,000

taxpayers will be taken out of the income tax net.
QUESTION: Confirming figures for top tax take.

CHANCELLOR: Thatts U right. Another figure - I must go in a

moment really, two more gquestions - another interesting figure

I gave in thc speech, bul I think there was a certain amount
of noise in the House of Commons, what that of the total cost
of the income tax package: 3/4 in 1988 1is represented by the

reduction in the basic rate and in the increase in the allowances.

QUESTION:

CHANCELLOR: Well on credit there's a great deal of exaggeratiuon

of the place 0f credit cards and all that in consumer credit.

As you know, they represent less than 5 per cent of total personal
credit. I felt that the removal of tax relief on home improvement
loans, double glazing, porches and patios and so on which was
generating a substantial amount of abuse as the PAC had reported,
was obviously a much more effective way of dealing with that.
On the question of the restricting mortgage relieve to the basic

rate once you've got -
QUESTION: Also personal allowances?

CHANCELLOR: Do you mean pensions?

QUESTION: Single persons allowance etc.
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CHANCELLOR: What, restricting that?

QUESTION: Yes.

CHANCELLOR: That's a perfectly good possibility. But I .-dep't

think any great advantage would accrue from that. Taking mortgage
interest relief, now you've got a simple tax system of 2 rates
- and you assume that everybody on the higher rate has their
ration of £30,000 mortgage interest relief - then confining
it to the basic rate simply has the effect of lowering the higher
rate threhold. That's all it does. It brings more people into
the higher rate of tax and you can have exactly the same effect
by reducing the higher rate threshold. I don't think there's
any great benefit in that. Arguably the higher rate threshold
ought to be, if anything, rather higher than it has been. Over
the years we've been in office it hasn't gone up by as much

as the basic rate.

QUESTION: Rich man's budget?

CHANCELLOR: 3/4 of the tax relief in 88/89 is accounted for

by the basic rate cut and the increase in personal allowances.
And furthermore and perhaps rather more important the purpose
of this Budget is to improve the performance of the British
economy and that is something from which everybody benefits.
The tax system should be collecting the amount of tax that needs
collecting in a way that does least damage to the economy and
that 1is what I have sought. Most of the people who are
complaining about this being a rich man's Budget incidentally
are rich men themselves. They can always send the money back

if they don't like it.
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QUESTION: It appears that the Budget was designed to encourage

marriage or was that a side effect?

CHANCELLOR: It was certainly meant to be a Budget that removed

the discouragement of marriage and the tax penalties on marriage.
But a very nice attractive Scottish make-up girl who covered
up my beard before I did the Budget broadcast last night said*
'a very good Budget, I think I'd better get married' So maybe
it will. But that was not the purpose.

QUESTION: Full year cost of high rate tax charges showing in
PSBR.

CHANCELLOR: It's not the full year it's year 2.

QUESTION:

CHANCELLOR: No ' that's not a full year. That is the second
year. But that, of course, is without any other changes that
there might be for 89/90 which could be introduced in the
89 Budget.

QUESTION:

CHANCELLOR: The reason why there's a big difference is quite

clearly because large numbers of higher rate taxpayers are not

on PAYE. Obviously a large number are but there are a lot that
are not on PAYE and therefore the tax gets paid. This is done
on a receipts basis as you know. But as I say the 89 line is

incomplete because there may well be changes in the 89 Budget

which will affect 89/90.
QUESTION:

CHANCELLOR: I don't think that is 1likely. Tf you.  look &t  the

MTFS you'll see that the prognosis is quite encouraging.

QUESTION:
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CHANCELLOR: No the point is it's absolutely clear and accurate.

QUESTION: On tasx -reforms drs ftthils fa ..sort  Ofi twe: -bites wat #the
cherry, or do you think you've done your bit and you're happy

with' 1°£?2

CHANCELLOR: Well you know I want certainly to see the results

coming through. And I'm confident they will.

QUESTION: I don't think she was suggesting you were going to

emigrate?

CHANCELLOR: How perceptive you are.
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SUNDERLAND SHIPBUILDING CLOSURES -
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date recording a conversation with Mr Gray.
2 The Chancellor is glad that Mr Gray has told DOE to hold off
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with the help of a glass of
lemonade. gt ot §ICERY
O Robert Alexander QCis .
reputed to be the highest paid

silk in the country. Sincethe :
foundation of'the SDP, it has =%
been assumed by most of its
members that he was among the
founders of their luckless -
organisation —he’s a member"
of the SDP lawyers group, was =
enthusiastic about the project at
its outset, and is a valued friend
of the party’s top brass. Sohe '
raised a few eyebrows with his 4
eloquent defence of the
Government’s case against
Spycatcher, and by deploying

his advocacy skill to get unions ;-
banned at GCHQ. He fought
Jeffrey Archer’s libel action |
against the Star, and acted for - -
Ken Livingstone. Well, we are
able to dispel a myth: it ' = -
transpires that our learned
friend has, after all, been a paid-
up member of the Conservative
Party in Buckinghamshire for .-
years (“Thonestlycan’t '+ '
remember how many”’). He . ...
describes himself as “in favour

of some (Government) policies
and not in favour of others.” Mr '
Alexander, now chairman of the
City takeover panel, adds: “I **"
certainly wouldn’t suggest that I
was an active working member
of the party.” Ay o
O The prospect that the anti-gay
Clause 28 of the Local " >
Government Bill may soon  '“!**

become law seems to be having |

: i e )

BIRTHDAYS ...

ST
~Dr_Robin Alston, bibliogra-:
pher, 55, Malcolm Binns, pia-
nist, §2; Tony Blackburn, disc
jockey, {45; ;i‘Sacha ' Distel,
singer, guitarist, 55; John For-
sythe, 70, Victor Mature, 73,

actors;” Germaine Greer.

“The beach ju
obvious plc

the Governmen
of spreading the
characterises ot
days. The Great
forum sent out &
warning that wc

I homosexual art:

like James Bald
Hockney might
legal challenge.
reason not to m:
magazine Educa
‘Training, a jour:
matters MSC-rel
document was r
mag’s editor, De
FCIS, with a fou
unambiguously
suggestion that
wasting his time
J Meanwhile, t}
up at the Londor
Gay Centreon T
Tennessee Willic
Menagerie were
disappointment.
Wingfield was to
manindrag—b
French, the com
administers the \
threatened legal

| -production went

centre counted t!

“ backed down. W'

course, one of th

celebrated gay pl
1 While MPs det
‘world health buff
the last three day
summit in the Go
Queen Elizabeth

centre (just acro:
the Commons), d

‘memory of Benj

On the wall of th
chamber is a plac
the composer, sp
affectionate term
relationship with
Pears. © % #

Sheckter, former G
driver, :'38;
Tonypandy, former

- the House of Commo

OBITUAR

g Klaus'\‘Fuch:
gaoled in 1949,
manv aced 76




ue



W’g,»

(2
CISZ/IM)Q/MK il Vesexdt ly Tf@s'-:—
e, s ol 6
AL FROM: SIR T BURNS

N o

-

EXCHANGE RATE POLICY

I attach a synopsis of a paper on exchange

| (LDATE: 18 MARCH 1988

M.

Sir P Middle