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BUDGET STATEMENT: TAX SECTION 

The Chancellor was most grateful to all those who commented on 

earlier drafts of the tax section. He worked on this over the 

weekend, and I attach his redraft. He will want to look at this 

again at the end of the week, and has therefore asked for comments 

to reach me by close of play on Wednesday, 1 March. 
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The present draft is near complete, except for the "home 

straight" (income tax, earnings rule, NICs, peroration) which I 

shall be circulating as soon as he has finished work on it. 

You will see that the Chancellor has also issued various 

remits to other Ministers: 

(i) he would like the Financial Secretary to draft a short 

paragraph on unit trusts CT rate. He would also like the 

Financial Secretary to draft a short paragraph on Keith: 

he has not yet decided whether to include this in the 

Speech or not, but would like to consider this again; 

11 he would be grateful for the Economic Secretary's advice 

on what and how much should be said about the 

ECJ judgement. 	He would also like his views on whether 

we should list all the new VAT reliefs for charities; 

(iii) he would be grateful if the Paymaster General- could vet 

the section on Payroll Giving, and redraft as necessary. 

I should also mention that the following items have been 

deliberately omitted from the draft: 

Pre-trading expenses (doesn't need to be mentioned in 

the Budget Speech). 

ITV levy (already announced, and doesn't fit in very 

well). 

Schedule E receipts basis, 	and CGT set-off for 

unincorporated companies (both to be discussed at this 

afternoon's Overview). 
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5. 	Finally, on mechanics, I am sending one spare copy of the 

Speech each to the Revenue and Customs, on which Mr McNichol and 

Ms French might like to mark collected comments. 	Perhaps the 

easiest thing for others is to mark any drafting comments in 

manuscript on their copy, send it back to me so that I can record 

them on the master, and I will then return copies to their owners. 

NO IRA WALLACE 

BUDGET - SECRET 
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TAXPAYER CONFIDENTIALITY 

Before I turn to my proposals for changes in taxation, I 

have one other change of a specific nature to announce. 

r 21,4  
IS Cov"-v.-4 

3crl 
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As the House knows, the new official secrets 

legislation currently passing through Parliament [where 

will it have got to by 14 March?] is very much narrower 

in scope than the present Official Secrets Act. 	In 

particular, it does not cover information in the 
Qi.„1±1„jt_ 	 ExCA" 

possession of either 	the  L._  Revenue 

concerning the private affairs ofndivid 	a axpayers. 

I am sure that the whole House will agree that it 
4,‘ 

is essential th!itaxpayer confidentiality 	properly 

protected. 	I therefore propose to introduce provisions 

in this year's Finance Bill to ensure that it will 

continue to be a criminal offence for officials or 
at 	 .1)-P pot.rhi.t+.17, 

former officials of either/the (ltn 	an evenu 	 —.. 
"---enit7-L- — 

ami 	-Ex cis 	reveal4information about the private 

affairs of c 	iiidividuaJtaxpayer. 

AcsA 
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4. 	T would only add that the need for this protection 

is in no sense a reflection on the probity and integrity 

of the members of those two Departments. Indeed, after 

nearly six years as Chancellor and more than eight years 
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as a Treasury Minister, I would like to take this 

opportunity to pay public tribute to the outstanding 

service I have consistently received from the officials 

of the two great Revenue Departments. 

BUSINESS TAXATION 

5. 	I now turn to taxation. 	As I have done on a 

number of previous occasions, I propose to divide this 

into three broad sections: the taxation of business, 

the taxation of savings, and the taxation ot personal 

income and spending. 

6  C--j  

C. T . g.:51-31-re 1 1,-,ewc 0, vizi;ec 
q c-G.49,4-tes L5-  p-icipatk First, taxes on business. 

cilla  

7. 	The rate of corporation tax for small companies, 

defined for this purpose as those with annual profits of 

less than £100,000, has, ever since the corporation tax 

defined as those with profits of f1/2  million or more, 

pay the main rate of corporation tax of 35 per cent, one 

'reform I introduced in 1984 been set at the basic rate 

of income taxr  currently 25 per cent. Large companies, 

Ac sA 

C7-̀5  

of the lowest ratqs of tax on company profits in the 
coo, t)-6 	e 	p.-tai, 

world. BetweenCEhose two monetary limitar eLinectiate 

-rates—a-re payable]  ,ECtLit cffet,1-iire 1-74e of 6-4, 	vo,r‘j bithael. 
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main corporation tax rate unchangedu-r 	1989-9  
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But I propose to increase 

substantially, by 50 per cent. 

8. 
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9. 	Thus the 25 per cent rate of tax will apply to 

companies with profits of under £150,000, and the 35 per 

cent rate will only be reached at profits of 

E3/4  million. These changes will reduce the corporation 

tax burden for Lmore than half of all those companies 

that do not already enjoy the 	1 benefit of the small 

companies rate:7 	 07044 

4iL'- 
Ct....dt-cro"vv-it 

10.qThe reduction in the top rate of income tax to 

40 per cent in last year's Budget enables me to make a 

major simplification of the tax treatment of close 
e4ete-trwl443)  lowtglites Wt. 	 -Five oy ftweAr 12-GPFAl, 

companies -LFompanies that are controlled byk[insert 

some twenty pages of impenetrable legislation. These 

rules are no longer 

them. I believe 

small businesses, and particularly family businesses, 

will welcome the removal of this burden. 

-s-imptsr-cierfi-Trittarr]  . a S t/v.eat 	 4r ,CLç Cti&kdj  

r 0 Gt.4UA fl \re al' "'fit#Nee-S-  12--"P1-c 
11. 	The rules for the so-called apportionment of close 

companies'&7:-r-ei4t-t)are notoriously complex, taking up 

needed and I propose to abolish 
	  Utak 

that many[hundreds of thousands jbf 
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12. 	I do, however, have to guard against the avoidance 

of tax on investment income by channelling it through a 

closely controlled investment company. Any such company 
oiA-osa F. 	Gt-4.4 0110.4.f tit: yetkriA 	t,t.cav.a. 

which does not distribut'4its profitskrill therefore be 

taxed at 40 per cent, equivalent to the higher rate of 

11 -1 e-Pus 

income tax. 

tf-4/174 

) 	13. L,When I doubled the scales for the taxation of the 

private use of company cars in last year's Budget, I 
iE 

made it clear that this sLill left Ghc company car: 

whIelt—rettlei-n  far and away the most widespread benefit 

in kin significantly undertaxed. 

i  14. 	Accordingly, I propose to increase the car scales 
cu

,,,,,,C r 	J 

I byLele—ftt erit for 1989-90. The yield from 
.6160 	 2p -1 

1  I  this will be .Volemillion in 1989-90 and £ 	million in 
I 

1990-91. There will be no change in the fuel scales. 

11%4 
15. 	There is one further tightening in 	general 

o  
are w ich I believe it right to make. I propose to put/ 

., 
I R. 	the extra-statutory concession whicheelieves from ta)s.) L.... 

payments made by employers to employees to cover their 

incidental costs when they are required to move house 

But 

at the same time 

because of their j on a proper statutory footin 

the extra- 
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16. 	Over the years I have received a steady stream of 

representations from business complaining about the 

long-standing tax treatment of foreign exchange gains 

and losses. 	I recognise that as business becomes more 

global this subject becomes increasingly important. 

However, I have to say that I find it one of the most 

Intractable I have encountereltw  Certainly, there can be 

no question of any change in the present system until a 

number of crucial and complex issues have been 

satisfactorily resolved. 	I have therefore authorised 

the Inland Revenue to publish today a consultative 

document which explores those issues and examines the 

scope for reform. 

..e C tv4fLips 3 

CI%-1-7-..„......Istly, on the business front, I have a number of 
proposals to-make the VAT system less burdensome, which -__ 

should be of particular help to newer and smaller 

• 
%.4ase e". •7-k. 

w.f.+ 

4.utv3 exemptsblousing statutory concession which at present 
coirf r). 

-s-trhsle-s-&-trAx4---tax when the move 
L, & (1,2  

area since this artificially blunts the market forces 

is to a higher cost 

which should be leading employers to consider locating 

in lower cost areas. 

businesses. 	In this context, -it- is particularly 

encouraging that over the past year the number of 

letwve Akrp 4miftI4vi.54 tlitL IA 144 & t44444,011.0;C tatA 1.1U44 

QVA Vitt YA.1( ktoutrAvvik 4 Pt-Aka-W.  xvtal l444Yf44 ttj SwAf6 14teNt 

-hewn, a caw tvi Fri wtlittlAti )045afiAtAN>414 hitt itt is tAArit, 
006AUMIA4rtioll- 	 G444 HI 
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messes in Britain has been growing, at the record 
vve'r 

rate  •  1,000 a week. 
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18. First, 	the present time there are both 

quarterly and an al turnover thresholds for VAT, and 

businesses are required o sayLif they expect to exceed 

[-either 	of 
	

those-A thre iolds over the coming 

twelve months. 	I propose to 	eep away both the 

quarterly threshold and the requirem t to predict, and 

introduce as from today a single annual 

turnover in the preceding twelve months. _ 

t based on 

l—a.134.±3  op- 11.4 bvtsiles.t5 
19. 	I APIRM9- propose to increase the VAT threshold to 

(P 
£23, 00, the maximum permitted under European Community 

law. 

Second, at present the VAT default surcharge, 

whose introduction has led to a marked improvement in 

compliance, is set at 5 per cent for the first default, 

rising by 5 per cent stages for subsequent defaults, up 

to a maximum of 30 per cent. In the light of experience 

with the surcharge I am satisfied that its purpose can 

be adequately served with a reduced maximum of 20 per 

cent. 



Third, there is the perennial problem of VAT on 

debts. In general, traders are liable to pay VAT on 

their sales at the time they render their invoice, 

irrestive of whether the customer actually pays the 

bill. B d debt relief can then be claimed only where 

the debto has been formally declared insolvent, a 

requirement which, for the smaller business, is 

frequently prohibitive. It was partly in order to meet 

this problem that ,I introduced, in my 1987 Budget, the 

option for traders with a turnover of under £1/4  million 

to account for VAT on a.s cash basis, so that no VAT is 

due unless and until the bill is paid. 

22. 	But there remains the\problem of those traders 

with a turnover greater than £ /4,Jmillion, the highest 

figure for which I was able to secure a derogation from 

the European Community's sixth VAT directive. 

therefore propose that, as from 1 October, all debts 

which are more than 18 months old and which have been 

written off in the trader's accounts should 

automatically qualify for bad debt relief. 

23.ThetotalcostofalltheseVATreliefs,ceverand * 

above the cost of revalorising the VAT thresholdl will 

be £105 million in 1989-90 and £270 million in 1990-91. 

7 
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TAXES ON SAVING 

CSTNe_d,r-41- 	 - 	 ro--D outetive 
I now turn to the taxation of saving. 

The sharp decline in the ratio of personal saving 

to personal income over the past two years in particular 

has led to even more discussion than usual of the merits 

of providing greater tax incentives 	cLA"1"-  .' 	 4Tr 

Certainly it is desirable that, over the 

medium-term, we generate as a nation a level of saving 

1 o 

csT] 

r•S T 

high enough to finance a high level of investment 
.4.-- 

)( Ewithoutthaving to rely too much on] inflows of capital 
L- 

x from oversea3. 

	

kLt of 	 rt..4 

	

Y-4-tr t ryts 1,-41 	ia-t 	e 
2 7 . 	But what matters here is not personal savings 

alone, but corporate savings too, which are running at 

AA historically high levels, and 	public sector 

AA 	 4-4-kArCe- i24.1.44, 10001 	7 	 Yr Cr(1 aueLeek  wp45,0/  

frwtS$.4I 
p  

savings, whic 	• 	 en  or eent 

eeffsidcorahl 	

6.7-- 

ut. 	
28. 	Moreover, the fall in the personal saving ratio, 

which is of course measured in net terms, that is to say 

gross saving net of borrowin has-occuried 	crs-e-Te-s-ult 

  

7-sr, 

f the sharp increase in personal borrowing. And the 
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appropriate remedy for that is to raise the cost of 
a-v-ot 

borrowing,L!s we have done. 

[u3 aboveall, it is essential that tax reform is 

seen in a medium-term, even a long-term context. It is 

wholly inappropriate as an answer toLEhat are 

essentially cyclical or even conjunctural difficultieg 

[In that context-3the Government's policy is clear. 	It 

is to strengthen and deepen popular capitalism in 

Britain, by encouraging in particular wider share 

ownership. 

If, in doing 	the overall level of personal 

saving rises, well and good; but that is not the object 

of the exercise and is something which in any event 

would only become apparent over the longer term. Over 

the past ten years we have done a great deal, on a 

number of fronts, to encourage wider share ownership in 

general and employee share ownership in particular. 

ti hra  

44.A.ociven 

AA 

C sp; 

ICI-)  PST] 

et.•• \.0 L.) C.,}"_ to\ 	 1.40i [14A-i 	L.L1 

L. The latesEj Treasury/Stock Exchange, survey, 

conducted earlier thrg 	yea, gets&a-l-s—t-iffm--vhere  are now 
catvoyArei 

million individual shareholders in this country, 

equivalent to one adult in every (five), and some 

three times as many as there were ten years ago. 
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the dividends they receive or on any 
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 ilniztead there are now more individual shareholders than 

there are trade unionis 

3c /, 	 s 	at).e 

32. 	The privatisation of the water and electricity 

industries is likely to provide a further impetus to 

popular capitalism over the next two years. 

ifrPS 	
33. Meanwhile, I have a number o4Fmeasures to announce 

today to the same end. 

34. 	Personal equity plans were first announced in my 

1986 Budget, and started up in January 1987. As the 

House knows, those who invest in these plans pay no tax 

- ctiit 	e t4 t,t, ks , 	t  all 

1:tlay eventually make - indeed, there 
IS 

ct; 	— r2 	))z —,  Ewill  normally bc  no need for them to get involved with 

the Inland Revenue at all. 

35. 	Personal equity plans got off to a good start, 

with over a quarter of a million investors, many who had 

never owned shares before, subscribing almost 

0/2  billion between  ther7214 

ow. 	„"cr,4443 capital gains they 

36. 	Since then, however, the rate of growth has slowed 

114Z . XX downEonsiderabli] not least as a result of the changed 
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climate in the equity market since the October 1987 

Stock Exchange crash.L 	 gt,,AM 

pkg., 6 o 6 t 
iA—p-feQe 	LI •t-itst:f-ti  

So the time as come 	give them a new lease of   

life.' 

First, I propose to raise the annual limit on the 

overall amount that can be invested in a PEP from £3,000 

to £4,800. 

Second, within that, I propose to raise 

substantially the amount that can be invested in unit 

trusts or investment trusts from £750 to £2,400 a year. 

Moreover, the requirement that the amount invested in 

unit or investment trusts should not exceed one-quarter 

of the total amount invested in a PEP will be dropped, 

3 o f s 	) Cand replaced simply by th.19.1 requirement that, to qualify 

EPLfrr-eat-fiielat a unit or investment 
MIAs alak.41,e t-DI -Le ..prepenclo.calkalilinveste4/1111-bK equities. c4pfut,61,4_4,1 ili,i0cp(tr,A. is 
14 h-e, dia"44A;r-we-ON-4-
ca.. A, ioy,,,..fif o4r.el!.4..00 
1,k Vt S h-lo:f 1.4. 6r1r,  rtS61. 

40. 	Third, at present, only cash may be diroet41r- 

MN 	ii.1244400/1;AVD,J111ma,%te4—i-n a PEP. I propose that investors should also 
Kt--cuttoS 

be permitted to place renouncea. 	- -rs of allotment,/  

obtained by subscribing to new share issues, including 

privatisation issues, directly into a PEP. 

trust 

11 
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41. 	Fourth, I propose to simplify the PEP rules in a 

number of important respects, so as to make the scheme 

- eft col" bkce 
Lor Akpvtayj 

kA.-11  
NI& LetCLC.. the 

1sT 

• 

more flexible, better directed to the needs of small and 

new investors, and cheaper to administer. 	The 

substantialsubstantial improvements I have announced respond to a 

number of detailed representations I have received from 

plan managers. Needless to say, I have not been 

persuaded to accept every suggestion that has been made. 

In particular, I have not been persuaded to replace the 

complete tax relief on exit, which is the essence of the 

PEP scheme, by Lax relief on payments into a plan 

instead - not least because, while the degree of relief 

is in principle the 	in both casegEhose countries 
ey_ t,e,4"“ 	s th.dt-a4mA 
w lc ave opted—Tor Efbila=-671a relief have been forced 

V2-c 
-too festooneclit with a complex web of restrictions to 

prevent abuse. I am confident that the changes that 

have announced today will enable personal equity plans 

to play an important part in stimulating individual 

ownership of British equity in the years ahead. 

I also have a number of improvements to announce 

specifically designed to encourage employee share 

ownership. 

It is a striking fact that the number of approved 

employee share schemes has risen from a mere 30 in 1979 

12 
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to almost 1,600 today, involving [number] companies and 

ifsome 13/4 million employees.  LI propose, 
N,Atep444-e4-• 

firot, 	to incrcasElLhe annual limiOn the value of 

to employees 

under all-employee profit-sharing scheme from £1,25.0 to 

12„11011 and for the alternative limit of 10 per-cent-'bf 

7 
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shares which can be given income tax-free 

salary, to raise the  

Cfs 

44. 	Second, I propose to increase the monthly limit 

for contributions to all-employee 
Skik-44 -,- t 	 .--- 

T-3 --> L schemes from £100 to £150, and.s.-t L._ 

double the maximum discount from market value at which 

options may be granted from 10 per cent to 20 per cent. 

save-as-you-earn 
P2 

the same time/to 

45. 	Third, a number of my Hon. Friends have been 

concerned that current tax law may be inhibiting the 

development of employee share ownership plans, otherwise 

*known as ESOPs. (Insert brief definition/description of 

what an ESOP is.] 	I propose to make it clear that 7;\, - 

companies thatAplace their shares in ESOPsj qualify for 

c  corporation tax relief, provided'I'il-lke;LT:n certain 	'V 

tik-e requirements designed to ensure that the shares(  become ii,10  

directly owned by theemployees within a reasonable 

time. I hope that this will encourage more British 

1Z • • 

a-x+ 

CPSTJ 

C1/2,-#44\-• aa-LA esoP tr 
k—(e.-L34 /1—e—re 
t 	cctev.pru....t )  

1.4,1) 

companies, particularly in the unquoted sector, to 

consider setting up ESOPs. 
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46. Those firms with employee share ownership schemes 

have no doubt that it helps to improve company 

performance, by giving the workforce a direct personal 

interest in its profitability and success.E-A1k4 
ta4-Ften.J Frovu,p4daik-reLlkc4pcIAJ•3 

This was one of the reasons why I introduced the 

profit-related pay scheme in my 1987 Budget. 	I have 

some improvements to make to that, too. 

[k3 

First, as I have previously announced, I propose 
to /itA44:- 	67v tiAt. blue, Pt"Lie 

to abolish the restriction t aprotit-re ated pay must 
be_ ev-i2-eci-cd 
14equal at least 5 per cent of total pay. Second, I 

propose to raise the limit on the annual amount of 

profit-related pay which can attract relief from £3,000 

to £4,000. 6.1„4044 	 ti44* 
(.1.02414,...es PC/Nr  

   

C13 i141314W 

And, third, I propose to ea-l-am.Arkezi"-------- 
1   9.0i"-A etutf Cc  1,-"riei 

.aimormmorintit headquarters)unitseefflusing the profits of 

the whole company or group for their profit 

calculations. 

k si..55e,DY add b•tck 	 k.1-escAti 

Taken together, the package of measures I have 

announced to encourage wider share ownership in general, 

and employee share ownership and profit participation in 

particular, will help to ensure that the idea of a 

14 
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share-owning democracy becomes ever more entrenched as a 

part of the British way of life. 

51. 	I now turn to life assurance. 

 

52. 	The tax regime for life assurance is sui generis. ,T.t.4e 134 e ;„e_t_jf  ,,i4s„,..t44, 	 1,) a-40 ;,-.)  
x 	orcovcr—t1ias developed over the years in a piecemeal 

way, leading to a state of affairs in which the 

FS T CeL 73 

 

incidence of tax is extremely uneven, with some 

successful life offices paying no tax at all.Ca-4,4 4-014--12 
,L 	 c-ccw 	L-42, 	 p 

53. 	There is clearly a powerful case for reform, with 

a view to securing a tax regime which is more equitable 

both within the industry and as between life assurance 

and most other forms of savings. Accordingly, last July 

the Inland Revenue issued with my authorityj a major 

consultative document on the taxation of life assurance. 

Since then, I have considered very carefully the 

representations the industry has made, and taken full 

account both of the Eortheeimil 	changes to the 

to 	re ime 	71lifeassurance proposed by the 

Securities and Investment Board under the Financial 

Services Act and the prospects for increased competition 

Pk-ccT 	within the European Community after 1992. /In the light 
diovi Wevotki. 11-0 	

re,41,,tri 

0,04 4/ 3c lI rsAlf  N.1  f these factors, I have decide 	to proceed with the 

F gro, t 	Emore radicag reforms canvassed in the consultative 

rxdi (44,1 

161-0,-, ft/4 & IC1543 	 15 

C sial-S-0 	13.41 	 tA-tatif 

• 
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V%t 	• ( 
4.# 1/4,4 • P. LC) 

a-4 on,..; 

( bp 	P-4-10 CI,14 	Cie--17i•A#4 e,s 	111,k),- c-R. A ‘,4 	Ch..-cf,):7re 

SW% 
document:  CBut I do have a number of 

nrc 
changesz  to propose, based 

general tax reform principle of seeking lower rates on a 

broader base. CA-4,4 
1 t 4:J1'Q Lt 14,4 c1N1 	Ok2 r-e 

54. 	First, many life offices runH pension/ 
r  

as a  1  i e assurance busislf4 :1741hey 

to keep the two businesses22eparat 

them to set the unrelieved expenses of the 

pensions business against the income and gains of their 
rt-e--  Fe- 6-v  

I
life funds Lhus giving their 	ionJprofits unduly 

favourable tax treatment. I propose to end this 

anomaly. 	 cANA-4,4 e s 

12-0.314 le,' VS 0 C— -trY 	 t4-4. rr•-) 4-1 firbtx.44 
55. 	This change,/ which will come into force on 

1 January 1990, will yield £ 	million in 1990-91. 

( 	(4.14._) 

Fss'i 
se 	e 

I,Lre 

for the most part on the 

Cas well 

required 

enables 

business 

are not 

The remainder of the changes I have to propose 

constitute a balanced package which, overall, Cwilg 
il.....a,...ii1- ttt  10-4 litspi...- 
sightly reduce the taxation of life assurance. (tr 

L 

56. 	I propose that the expenses incurred by life 

offices in attracting new business should continue to be 

u-ka 
cr_dvo., 

swei 
years rather 

industry time 

tax purposes from the income and 

funds, but spread over a period of seven 

thanbmmediately, as now. To give the 

to adjust, this change will be phased in 

gains of life 

oltakthiple 
AA 

fully deductible for 

16 



But I ere and now,Las from 1 January 

B L 0 

gradually 
	 the next four years, starting on 

1 Janua 3  rli 

There are certain other, even more technical 

matters raised in the consultative document which will 

require further discussion with the industry, and any 

     

legislative changes 

Finance Bill. 

will have to wait for next year's orx,14‘"Ael-c:Skts 

      

1990, to abolish Life Assurance Premium Duty 

also propose, from the same date, to reduce the 
Lt f;,\.)1,,c4L,t)Lcui 	lt 

tax payable onLthe income and gains of life 

which at present stands at 35 per cent on unfranked 

investment income and 30 per cent on realised capital 

14S ;givesymit,4X gains, to the basic rate of income tax125  per cent:1- 

A.A.,443 

 

59./„The net revenue effect of this reform of the 

taxation of life assurance will be a cost of £20 million 

in 1989-90 and a yield of £45 million in 1990-91, rising 

in subsequent years. 

60. 5u.gabove all it will provide a more efficient and 

Kk. tip pvivk 
privr-rkcc — 

tta-rifiji 

 

equitable tax regime for this most important industry. 

tikt f7Lx#4a4. q,  lie. 
#ww-AAA44 t4 V6AA0 ivvi406,tek4; 14:444 

&we vAAVA 	itt.i 17  
1171Ale4W 171̂ 4  W^e-4 	-1)e-toui 64.3 

7-CA4t Wik1~4 ttitivi* frai 6te 

. And I 

rate of 

offices, 
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I Lei— d_x_r eEtjak 

r r". 	 (-3 

[Brief para on reduction in unit trust CT rate: FST to 

draft, please] 

I now turn to pensions. 

Of all forms of savings, the most favourable tax 

treatment is that accorded to pension schemes. This is 

necessarily circumscribed by Inland Revenue rules. 

do not propose to do away with such rules as a 

means of limiting the tax relief available - indeed, 

there is a case for tightening them in some respects. 

Bat is quite wrong that tax law has, effectively, 

come/ to set a limit on the overall pension someone can 

receive. Accordingly, I propose to remove the obstacles 

in the way of employers setting up pension schemes to 

provide benefits above the tax limits. 	Such "top-up" 

schemes will carry no limit on benefits whatsoever, but, 

equally, will have noTspecialjtax privileges. Employers 

will now be free, therefore, to provide whatever 

pensions package they believe necessary to recruit and 

reward their employees. 

taptidevcse 

C 	? 
Ses 01,  - 

St-)M3 

64. 	Another anomaly with the existing tax reliefs for 

A/10(  pensions is that there is no limit to the 	kir-cash 

terms: 	the higher someone's salary, the greater the 

18 
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pension they can have, and the more tax relief goes with 

it. 	Of course, someone who receives a very high salary 

will expect a ensionD a comparable level, so as to 

maintain his or her standard of living on retirement.] 

• 

U/Kek,& 	r2P-4- 
1-41,,re 

re4t4A Lei 

C o-( 14,4:Nt 

of pt-CCT  

But given that one man's tax relief 

increase, and En the light of the 

introduced last yeafilit is hard to 

affairs in which the tax advantages 

are available with no upper limit whatever. 

is another man's tax 

income tax reforms I 

justify a state of 

of pension provision 

(-) ;  
Patsw ? - St4ivi It 

So long as the limits on tax relief effectively 

constrained total pension provision, it was not 

practicable to avoid this result. But dealing with the 

first anomaly makes it possible to act on the second. 

I therefore propose to set a limit on the pensions 

which may be paid from tax-approved occupational 

schemes, based on earnings of £60,000 a year. I have 

deliberately set the ceiling at a level which will leave 

the vast majority of employees unaffected, and it will 

be subject to annual uprating in line with inflation. 

It will still be possible for a tax-approved 

occupational scheme to pay a pension of as much as 

£40,000 a year, of which up to £90,000 may be commuted 

for a tax-free lump sum. 



• 
Pi  

fie0 	160 %,;:8 

A-vas": 

The new ceiling will apply only to pension schemes 

set up, or to new members joining existing schemes, on 

or after today. And, as I have already said, there will 

now be complete freedom to provide benefits above the 

limits without the tax advantages. 

The introduction of this ceiling on tax relief 

also enables me to simplify and improve the rules for 
KLIA40.-12ALIS 

the majority of pension scheme 1w*hers, in particular to 

improve the conditions on which people can take early 

retirement—  Cull details will 	be indluded in a preig 

venue.] 

I also propose to simplify very substantially the 

rules concerning additional voluntary contributions. In 
L(Pr€ 	1 Jc 

particular, the present requirements p ace 	eavy 

administrative burden on employers at the point where an 

employee wants to start paying AVCs. In future, the 

necessary checks will be greatly reduce 	many cases 

employers will not need to be involved at all. 

- • 

At PPgggri,Lif AVC investments perform very well, 

occupational pensions may have to be reduced to keep 

total benefits within the permitted limits. I propose 

that in future any surplus AVC funds should be returned 

20 
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to employees, subject to a special tax charge. This 
A.A.,“)(AA,e,totAs 

NC_ will remove the penalty on good investment performance. 

These changes should give a further impetus to 

saving through AVCs. 

The most important development in the pensions 

field in recent years has undoubtedly been the 

introduction and success of personal pensions. Since 

July last year, a million people have already taken 

advantage of the new flexibility and opportunities these 

offer. I have two proposals today to make personal 

pensions still more attractive. 

First, I propose to make it easier for people in 

personal pension schemes to manage their own 

investments. 	In general, pension savings have been 

highly institutionalised. There has been little 

opportunity for scheme members to be involved in the 

investment decisions taken on their behalf. 	I now 
5 ali1A.P- 

M 
	

intend to remove the3 obstacles to greater individual 

involvement in personal pension plans. 

Second, I propose to increase substantially the 

annual limits, as a percentage of earnings, on 

contributions to personal pensions for those aged 35 and 

21 
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over. This will be of particular value to those running 

their own business, who are often unable to make 

contributions until later on in their working life. It 

will also improve the position of personal pensions 

relative to occupational schemes. The new limits will 

be subject to an overall cash ceiling based on earnings 

of £60,000, corresponding to the new ceiling for 

occupational pensions, and similarly indexet3) 

These reforms build on, and complete, the pension 

measures I introduced in my 1987 Budget. They represent 

a significant deregulation which will allow more 

flexibility in a number of circumstances, while setting 

for the first time a reasonable limit on the tax relief 

available to any individual. They should give a boost, 

in particular, to saving through personal pensions and 

)( 	 AVCs. 

The proposals I have announced for personal equity 

plans, tor lite assurance and for pensions amount to a 

significant further measure of tax reform, this time in 

the field of the taxation of saving. 

But it should not be overlooked that a more 

far-reaching reform which I announced in last year's 

Budget, to come into effect in April 1990, may well have 

22 
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frA 
	an even more marked effect In encouraging the growth of:3 

personal saving. 

>< )((  77' 

TrIN.1 3 A Gr 

az) 	671-. 

ependen ation. For I refer, of course, 

there can be no doubt thatLthe greatest disincentive to 

- 
saving in the whole of the present tax system i

1s/ the 

treatment of the savings of married women, which have to 

be disclosed to their husbands and taxed at the 

husband's marginal rate/. In particular, those married 

women who have little or no earnings will be able to set 

their personal allowances against their savings income, 

in many cases removing such income from tax altogether.] 

(Ins Crief announcement of new publicity leaflet: IR 

t draft.) ) 

A further consequence of the introduction of 

independent taxation next year is that married women 

will acquire their own capital gains tax threshold, so 

that a married couple will enjoy two such thresholds. 

In the light of this, I propose to maintain the capital 

gains tax threshold at £5,000 for 1989-90. 

I have three other proposals Lo inalvk concerning 

capital gains tax. First, propose to abolish the 

?, AA 
	

generalLholdovefrelief for gifts. 

r-
-r% cL1

— 
(;) c_ ite,A2i30,4 

LAA,$ 	 t42A0_14 1....Lx* 
kAA;tid41- iler,rewa. a.APA)U41:14, RDK, 
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1 proposal for the taxation of savings 84. 

concerns stamp duty on transactions. I halved 

24 

• 
It.1 

\.1  CZ:00';  

riert 

(k) 

This was rightly introduced by my predecessor in 

......74581, when there was still capital transfer tax on 

lifetime gifts, in order to avoid a form of double 

taxation. But the tax on lifetime giving has since been 

abolished, and the relief is increasingly used as a 

popular form of tax avoidance. 

But while the generaliholdoverelief will go, 

propose to retain it for gifts of business, farm and 
1-5Lp-re tt•-e.1 e tc 	 h-  

heritage assets, and also for all gifts to charities/. taxa 

And of course gifts between husband and wife will 

continue to be exempt. 

F1,14,4-e. 	fkisic,Vca. 

ese w-ill---no 	joy  

.4_,8 already exempt from capital gains taxi disposa aft 
propose to /double,/ the chattels exemption limit for 

capital gains tax to/6000/ 

S 
ct ClIte-vtovt,1 
C-414,Jw1.1 frinu. 82 
ft 	44— c tots:- ot,  

oldov Clitovi,W4 110104f)  
W141 (.14. ;4114,1 

orth less than £300 

11S 

LT k,kS 
Li5-0 vimnsij 

.14rA I 	
n  4.  ----- 	r' r7-1) 

to change 

the tax treatment of certain bonds so as to simplify the 

tax rules and prevent a loss of yield by the conversion 

of income into capital gains. 

IP 
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this from 2 per cent to 1 per cent in my 1984 Budget, 

d again from 1 per cent to 1/2  per cent in my 1986 

now have to decide how to adapt it in the light 

of the S ck Exchange's welcome plans to get rid of 

paper transactions and move to a cheaper and more 

efficient electronic system - a process happily known as 

dematerialisation. 

Stamp duty on share transauLiuns have been a 

useful revenue raiser over the years. 	But it sits 

uncomfortably with the Government's commitment to 

encourage wider share ownership, and puts London at a 

competitive disadvantage to those overseas financial 

centres where there is no tax on share transactions. 

Moreover I have to tell the House that I have found some 

difficulty in solving the problem of how to apply stamp 

duLy when there is nothing to stamp 

I therefore propose that, as from 1 April next 

year, the earliest date on which the Stock Exchange is 

likely to be able to introduced paperless tran‘rtions, 

stamp duty on share transactions be abolished\ The 

legislation will be in this year's Finance Bill, 	the 

cost in 1990-91 will be £900 million. 
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SL0 

88. 	brings the number of major taxes I have 

abolished sinceb-67-C-  ' 	Chancellor to six: an average 
- 

of one a Budget. 	
414  V -  LA P 	C] 

• 

TAXES ON SPENDING 

  

I now turn to taxes on personal income and 

spending. 

First, VAT. [EST to redraft ECJ para(s), please] 

91. 	Although I have done my best to mitigate the 

effect of the European Court judgement on charities, as 

the charities themselves have generously acknowledged, I 

have been unable to protect them altogether. 	I have 

therefore, in these special circumstances, considered 

whether there is anything further I can sensibly do, 

[however modest21 to assist charities with their VAT 

bills. Accordingly, I propose to relieve charities from 

VAT on [complete list]. '311431217-""a  

LGIt4- - 414-1 
disabled by Notability 

0,4410-45k4kittats.: 
hk 

[H c_ e)  

to 4-4ccars leased to the 92. I also propose 
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t 	.-neral, I continue to believe that the best 

way of helping charitable causes through the tax system 

is by directly encouraging the act of charitable giving. 

The Payroll Giving Scheme, which I introduced in my 1986 

Budget, has been growing steadily. Some 3,400 schemes 

have now been set up, and over 100,000 employees are 

already participating, quite a few of them giving the 

full £240 annual limit. I now propose to double that 

limit to £480, or £40 a month. 

But for the Payroll Giving Scheme to achieve its 

full 

( 

potential, it is clearly necessary for the 

charities themselves, and others involved, to mount a 

major informatio%campaign about it. I am particularly 

glad that my noble Friend, the Viscount Whitelaw, has 

agreed to become Chairman of the new Payroll Giving 
AS:.Coc.,c e 

tece which will co-ordinate efforts in this field. 

PMG to check is para, pleas 	and redra as 

nec sary.] 

I now turn to the excise duties. 

The damage to the environment in general, and to 

child health in particular, from lead in the atmosphere, 

and the contribution of ordinary leaded petrol to this 

problem, is increasingly widely known. The government 

—C 	Lka4 Zti.94 
C-1LSOi 6,--0-41( 

rt? 
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B 	:c) (7. c  
k.) a 4:10 eftig. ''+‘&00,  

is committed to phasing out leaded petrol altogether, 

and in successive Budgets I have sought to assist this. 

I first introduced a tax differential in favour of 

unleaded petrol in 1987, and increased it last year. 

sales are undoubtedly rising, unleaded 
h4 

counts forCic 	J per cent of total 

ven though two-thirds of the cars now 

road could use it, either without any adjustment 

or else with a conversion costing only some £15-£20 

But although 

petrol 

petr 

on the 

One of the problems is ignorance of the facts. 

Many motorists do not realise that their cars can 

already use unleaded petrol. Many others 
ADIJ 

CE 	k.I  ) how modest the rconversiori3cost is. Many are 

false impression that, if they doa 

petrol, their cars will no longer be able to use leaded 

petrol. Others wrongly imagine that their car's 
Csi bA-41,1"  

performance would suffer were Lhey to use unleaded fuel. 

It is clearly essential that these myths are 

rapidly dispelled. 	Meanwhile, I propose to take the 

opportunity of this Budget to increase still further the 

tax differential in favour of unleaded petrol, by 

reducing the tax on it by ,7-somP_thing 

gallon. 7  If this reduction is fully passed on to the k, 

0U fie.J 
	C.--  

t lik4-•Ana fJt 
	 28 
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customer - and I look to the oil companies to see that 

it is - it means that the price of unleaded petrol at 

the pump will generally be some 9 pence a gallon, or 

two pence a litre, cheaper than four star leaded petrol. 

This will be one of the most substantial differentials 

between the price of leaded and unleaded petrol within 

the European Community. (71LeAl(;i-lj 1-fl....AL 4 foot)  p..J;LA 

99. 	But I do not intend to stop there. I also propose 

to raise the tax on two and three star petrol by roughly 

4 pence a gallon, so that the pump price of these grades 

will be Et leasg as high as that of four star. This 
0-t-; e  I 	p 

>Icshouldelmndite thn phasing out of two star petrof; 

which is already down to6,  per cent of the total market, 

thus enabling garages to switch storage capacity and [In 

some case.9a pumpEto.c3to unleaded petrol - quite apart 

from the incentive to the remaining two-star users to 

switch to unleaded fuel. 

100. I am confident that the duLy uhanyes I hdve 

announced, which will take effect from six o'clock this 

evening, will help to lead to a marked increased in the 

use of unleaded petrol over the next twelve months. 

GrM et; a (4 t.42 
	101. They will of course also lead to a loss of 

revenue. 	I propose to recoup this from Vehicle Excise 

29 
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Duty. A the present time a bus or a coach has to have 

66 seats before it pays as much in Vehicle Excise Duty 

as a family car. I propose to rectify this anomaly by 

increasing the tax rates of this group of vehicles so 	IP 
that they cover their track costs. I also propose to 

increase the ra 	f duty for the heaviest 

non-articulated lorries, to put them on a more equal 

footing with articulated lorries. (-41-mally 	on vehicle 

simplify the system by 

reducing the number of separate rates of tax from 

7 
cr V 	 4.4) 

102. I have no further changes to propose this year in 

the rates of excise duty. 
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BUDGET STATEMENT: TAX SECTION 

• • 

	 As promised in my minute of yesterday, I now 	attach the 

Chancellor's revise of the sections on income tax, and the 

earnings rule. The rest will follow in due course. 



• 
2. 	Again, I should be grateful for comments by close tomorrow,  

Wednesday I March. 

MOIRA WALLACE 

2 



• 
TAXATION OF INCOME 

Nor do I propose any change this year to either 
/- 

the basic or higher rate`.of income tax. 

104. I propose to raise all the main thresholds and 

allowances by the statutory indexation factor of 6.8 per 
ro-f( yr.N,,C• C 

cent, rounded up. Thus/the single person's allowance 

£180 to £2,785, and the married man's 

allowance will rise by £280 to £4,375.(=The basic rate 

limit will rise by £1,400 to £20,700. The single age 

12_12_ 

Wtk,fq-ie_p 
will rise by 

allowance will rise by £220 to £3,400, and the married 

age allowance by £350 to £5,385. The higher 	f age 

allowance will rise by £230 to £3/540 for a single 

person, and for a married coupi by £360 to £556511 

	) 

I have a number of measures to help the elderly. 
a-  P...tel./... 10-.,-- •uarazur-rx.-  _ 

C 

1— 
I propose that th9 higher age allowance, witlekit 	.a.r.o 

/0,4%,)(DeT-  C4,07  eld-e,s4  MA. 
ettrrent-kr for those over 80 

all -4AtemTer aged 75 and over. I:This will take an 
irti 	4- 

additional 

	

	
vi-AA-ria-o C.04-4151.4.4 

/5,000 4ildera-y—kens-i-oncr0 out of tax 

altogether." AT 0- t-01"-s-ccit--e_AALL 34 of AILAtA-tr).e 

The income limit for the age allowance will rise 

by £800 to £11,400, again in line with indexation. 

However, I propose to reduce the rate at which the age 

CST t 

9 
 it, VI E. 7 I 

kyt.t_11 

`‘( 	C'Vc? 7c L  1Atou) h_e 	 1.1 
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14)‹ allowance is withdrawn above this income limit.E173I 

propose that in future it should be withdrawn at the 
F r.--1A-0-0,30•44-U1 	(  0-10v€ (..4  

e‘rate of Ell...for each £2-  of incomt instead of the present 

04.4 ti-o withdrawal rate of £2 in every £3. This will mean that 
jtLiJ  ej 

the marginal tax rate for those in thistncomq3band will 

be reduced to well below 40 per cent. 

107. The Finance Bill will also include the provisions 

X to establish the new tax relief for the pcitd- Rers' 

health insurance premiums, which I announced to the 

CST:  
next year. 

L--a-sre- 01-Abe fKJTLc.e'ct4x44+ • k,x04 1S cL kkm-Lt,4;4. 	 a?iv-6rty. v.ctsu 

XX  108. -Under the notoriouaearnings rule, any pensioner 

who decides to continue to work after reaching the 

statutory retirement age has his or her pension docked 

at a rate of 50 per cent on every £1 earned between £75 

and £79 a week, rising to 100 per cent for every 

El earned over £79 a week. 

109. The Manifesto on which we were first elected in 

1979 acknowledged that it was wrong to penalise 

pensioners who wished to work beyond retirement age in 

this way, and pledged that we would abolish the earnings 

rule. 

House in January, and which will take effect from April 

cvs3 
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Of all the pledges in our 1979 Manifesto, that is 

the only one to remain unfulfilled. It will do so no 

longer. 	My Rt.Hon Friend the Secretary of State for 

Social Services and I have agreed that the pensioners' 

earnings rule should be abolished as from 1 October. 

The necessary legislation will be included in the Social 

Security Bill currently before the House. 

The cost to public expenditure will be 

E[X] million in 1989-90, which will be entirely met from 

thet pserv 	But the true cost of this measure will be 

considerably less than this, given the additional income 

tax and employers' National Insurance Contributions that 

will flow from the increase in the numbers of elder y at 

work, once this harsh disincentive has been removed. 

Those who wish to defer taking their pension will, 

of course, remain entirely free to do so, and will 

continue to earn a higher pension in return. 

I am sure the whole House will welcome this long 

overdue reform. 

If one were to adopt the so-called "duck test" now 

in vogue across the Atlantic, the pensioners' earnings 

rule would qualify as a tax, and I would now be able to 

rimcr 

F 
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c if tft)( rh  ie  claim to have abolished  4 r 	tax.  Bu my innate 
L)C

: 	:1  
	dj 

modesty and natural reticence/inhibit/me from doing so. 
4. 
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BUDGET STATEMENT: TAX SECTION 

I attach the Chancellor's draft of the NIC section of the speech. 

As he will be working further on this over the weekend, he would 

be grateful for quick comments as soon as possible tomorrow, 

Friday 3 March. 

MOIRA WALLACE 
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I have one further measure to propose. 
	

W.../%11 - 

It has long been a feature of the National Insurance 

system that, once people earn more than the lower 

earnings limit, which in 1989-90 will be £43, they have 

to pay National Insurance contributions at the same rate 

on the whole of their earnings up to the upper earnings 

limit. There are three different rates - 5 per cent and 

7 per cent for those on low pay)and the standard rate of 

9 per cent, 

The two reduced rates, which I introduced for both 

employers and employees in my 1985 Budget, cut the cost 

of employing the young and unskilled, among whom 

unemployment was then high and rising, and cut the 

burden of national insurance contributions on the very 

low paid. But at the same time they produce a rather 

jagged pattern of contribution rates; and this has the 

unfortunate effect that, at a few points on the income 

scale, people can be worse off if they earn more. Their 

extra earnings take them from a lower rate band to a 
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higher one, and they therefore lose more in National 

Insurance contributions than they gain in extra pay. 

These few points have come to be known, somewhat 

inelegantly, as the National Insurance steps. 

In agreement with my Rt Hon Friend the Secretary of 

State for Social Security, I now propose a simple 

reform. For everyone who pays employee National 

Insurance contributions, I propose to reduce to only 

2 per cent the rate of contributions on earnings up to 

and including the lower earnings limit. On earnings 

above that limit, there will be a single rate of 9 per 

cent, up to the upper earnings limit, which has already 

been set for 1989-90 at £325 a week. 

This will abolish altogether the steps which at present 

exist at earnings, for 1989-90, of £75 and £115 a week. 

CI:lia.v.e—.1.t.s=ight—t-e--k-eeighe step which has always 
existed at the lower earnings limit, where people first 

come into the National Insurance system,gosc=====is 

the entry ticket to the full array of contributory 

benefits. As such, it is an essential feature of the 

contributory principle. 	But my proposals will reduce 

this step very considerably, to only 86 pence 	in 

1989-90. 
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There will be no change in the contributions payable by 

employers. 

These measures will take effect from 1 October, the 

earliest practicable date. 	The cost will be around 

El billion in 1989-90 and £2,900 million in 1990-91. 

The necessary legislation will be included in the Social 

Security Bill currently before the House. 

This reform will significantly reduce the burden of 

employees' National Insurance contributions across the 

board. For the lowest paid, that burden is now heavier 

than the burden of income tax. 	This is the most 

effective measure I can take to lighten it. For 

everyone on half average earnings or more, the reform 

will leave them £3 a week more of their own money; and 

most of the benefit will go to those below average 

earnings. 
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PS/Paymaster General 
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Sir P Middleton 
Mr Anson 
Mr Wicks 
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BUDGET STATEMENT: ECONOMIC SECTION 

I attach my latest draft of the economic section of the speech, in 

which, as you will see, I have drawn heavily on your suggested 

revised structure, and comments from others, for which I was most 

grateful. 	I showed the Chancellor a preliminary version of this 

at the weekend, and he agrees that the new structure is a great 

improvement, so we should work on this basis. 

2. 	I would welcome any comments you or others may have on the 

draft as it stands. In particular, the difficult points seem to 

me to be: 

(i) 
	

where do we put the passage on statistics? I found it 

difficult to attach to the passage on grcwth in 198R, 

and for the moment have left it with investment. But 

there may be good reasons why this doesn't work. 



::ow do we handle the numbers for the current account? 

The possibilities range from giving no rumber at all, 

to quoting both "their" number and ours. 	At the 

moment, the draft merely mentions the adjusted figure, 

but I would be interested in views. 

Should we be trying to explain the economic background 

more in terms of the "nominal framewcrk"? This is 

still notable by its absence at times. 

iv) Do we need to say anything more about personal saving 

than in the present draft? My inclination is that we 

don't, as much of that material has now been 

incorporated in the second section of the speech. But 

again, I would welcome views. 

COBO has still not found its home. Mr Scholar is now 

drafting something, and we can slot this in later, at 

an appropriate point in, or at the end of, the 

monetary policy section. 

i"2-€ 	 t1̂ -€ c 1-1-4 1_)c,-tc 	&-cf — PA---(2,-2•77 
3. 	I would appreciate comments as soon as possible, and at the 

latest by lunchtime on Thursday, 2 March. 

MOIRA WALLACE 
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The economic background 

It is now almost ten years since this Government 

took office. And today I am publishing the tenth 

edition of the Medium Term Financial Strategy. It is an 

occasion for looking back and assessing achievements, as 

well as charting the course for the future. 

Seen 
Our first ten years in office have bean-  -a decade 

-e-f-  complete transformation for the British economy. The 

achievements of these years have been recognised both 

worldwide and[_ more importantly, for this it the real 
.,;44410 

test i)in two overwhelming General Election victories/1404 

17, 1,,r c,44/1.J 	657e 	 ct41,61,( 	 48.)140  

The economic strength and prosperity that Britain 

has enjoyed in these ten years have occurred despite 

some very unwelcome shocks from the wider world 

economy - first a world recession, then the collapse of 

oil prices, and more recently the stock market fall. 

In an increasingly open world economy, no nation 

can be insulated from the impact of events like these. 

But what governments can guarantee is that they will put 

the right economic policies in place, and stick to them. 

Provided they do this, they can survive the difficult 

e 	pc /kw cri;, Ift 1,h) A,  atm t 

ft;ilA1 	
o ffe 	notfti) 

Ic, LA. 	ij  Joe 4 eft,  • 



times, and excel in the good ones. This is exactly what 

has happened in the UK. 

5. 	First, we got the policy right. 	From the very 
kit 	pvJe 

of our time in office,  the determination to 
4"1-41"-k-/ --'*iis41÷/wrirvirl'i'lr"49:1  

on inflation tat  the very heart of economic 

This we have pursued consistently within the 

disciplined nominal framewcrk of the 

medium-term financial strategy. 

lit tb.dh tre dete 
/ Between 1974 and 1979 inflation averaged over 

15 per cent, yet since 1982, it has averaged under 5 per 

cent. That is the clearest possible answer to those who 

doubt that inflation can be controlled by monetary 

policy. 

The benefits of lower inflation and a clear and 

disciplined framework for the medium-term are felt 

throughout the economy. The knowledge that the overall 

financial framework is piudilL and sustainable has given 

business and industry the confidence to expand. At the 

same time, tax reforms and lower tax rates have 

increased the incentives to enterprise, and structural 

reforms have removed the disincentives and barriers. 

beginning 

bear down 

strategy. 

clear and 



• 
11. Nor is it only at home that we have ,been 

p L4fli i,,g I,  c,, unpriteJenly) J614 
accumulating wealth. 	In te 	of „p,:,..t overseas assets,) 

1F3IL 	\i'14  I the UK-is now-  in the -t fthree r Internatlenally . 0, sse f  

k, 	.r, - (Al. to. )1( (t iho 
V 1k  el  3/4')Ot 4 lit, 	v i. 	12. 	The last ten years, then, have beer a time of 

tt*‘Ati ‘V.' 	extraordinary improvement to the economic fundamentals 
V1 

in the UK. 	When we came to power, Britain was a 

textbook case of relative economic decline. Now it is 

out-performing the competition, and the policies that 

have brought success - tax reform, firm fiscal and 

monetary policy and the determination to improve the 

supply side - are being emulated the world over. 

It is against this background that we can consider 

developments over the past 12 months. Growth throughout 

the world was more buoyant last year than forecast a 

year ago, exceeding expectations in each cf the major 

industrial countries. 	Overall, output ir. the G7 looks 

to have risen by an average of 4 per cent, and world 

trade in manufactures probably grew by 10 per cent. 

row 

The sustained upswing of 
A Hit 

the last 8 years continuedtwith a second successive year 

of GDP growth at about 41/2  per cent, [the first time this 

has happened since the mid-sixties.] Manufacturing 

4 



output grew particularly rapidly, by [51/2  per cent in 

1987 	and] 	uver 7 per cent in 1988. 	It is now 

] per cent above its previous peak in 1974. 

15. 	Unemployment fell by more than half a million. 

[LFS Bull points.] 	Productivity growth continued to 

outpace our own past performance and that of other 

countries. 	Profitability rose to its highest level 

since the 1960s, and companies invested heavily to meet 

future demand. 

16 	Investment growth clearly has been ver strong 

indee in 1988, probably well into double,-figures. 	But 

the reco d figures for investment growth show a 

smaller incre 	This is part of a wider problem with 

economic statist cs generally. 	It is perfectly clear 

from the well known escrepancies within the national 

income accounts that th estimates for expenditure, and 

of investment spending in articular, are completely 

inconsistent with all the o er evidence. [Mention 

Stats R/ey-iew or not?] [In the mean me we have to take 

the Adiost sensible view we can of 

he4,Pening on the basis of the raw data we ha 

is really 

a 	) 	Lg  Isri 4e0% 4 mak J(i 
.104 

17. 	JAI a recent article Lthe CSO have attempted to 

produce a more coherent set of accounts for 1985, 1986 

et 



and 1987. But so far they have been unable to extend 

this exercise to co‘er 1988. 	In order to provide a 

basis from which to understand developments this year, 

to compare them with the past, and to forecast next 

year, the Treasury has had to adjust the recorded 

figures to produce a more coherent picture of 1988. 

These adjustments draw on the results of the CSO 

reconciliation exercise and are described fully in the 

Red Book. More detail is set out in a working paper 

being published by the Treasury today. 

jh it36,16,1, jnJ1 'J 

18-.-044--t4ma--laa.s.i.s of 

invest
fr  
ment grew by some 

de -6 44,AmrAD.  Jhrtv 	ay4:61gd qiemaz, 
this exeraaxwe, 1.--j-ft4ge that 

[X] per cent in 1988, a figure 

that is consistent with all the evidence from 

independent surveys of investment intentions. 	So, for 

the [Xth] year running, [or X out of the last Y years] 

investment has grown faster than consumpticn - in stark 

contrast to [ 	best comparison]. 

19. However, although consumption did grow less 

strongly than investment in 1988, there was still a 

45=td pick-up in the growth of consumers expenditure. 

This was not surprising. People have been prepared to 

finance their spending by borrowing more because they 

have confidence in the government's handling of the 

economy, and because with buoyant house prices they feel 



wealthier. The house price bubble we saw emerging last 

year also led to a rapid turnover in hcusing, and an 

increase in spending on all the consumer durables 

associated with house moves. 

20. 	So the aggregate result of buoyant investment and 

consumer spending was that domestic demand grew at an 

unsustainable rate and inflationary pressures began to 

re-emerge. And with domestic investment outstripping 

domestic saving the difference was financed from 

overseas and the current account deficit widened in 

1988. 

C..21. 	An essential feat,4re'of the MTFS is that it points 
-- - - 

to the appropria policy action when things get off 

track in on way or another. Accordingly, his increase 

in inflationary pressure has been countered by the only 

effective means: a tightening of monetary policy. Over 

the past [X] months there have been increasing signs 

that this firm action hab begun to check the growth of 

spending by households, although, happily, there seems 

to have been [relatively little] falling off in 

investmenL spending. 	The housing market has cooled 

down, particularly in the South East, with lending for 

house purchase rising much less rapidly than in the 

middle of last year, and house prices stabilising in 



1 

measures will fall]blith R111 inflatio ng 

back to 51/2  per cent by the fourth quarter of this year 

and 41/2  per cent by the second quarter of 1E90. 

The slowdown in consumer spending grcwth is likely 

to mean GDP growth will be [somewhat] below trend over 

the coming year. But even with relatively slow growth 

through the year I still expect GDP in 1989 to be 

21/2  per cent 	higher than 	1988. 	This 	may 	seem 

disappointing by the standards we have come to expect in 

the last few years. But it is a respectable figure, and 

with investment likely to remain high the medium-term 

growth prospects are good. 

The action I have taken to tighten mcnetary policy 

will in time improve the current account too. 	As the 

level of domestic saving responds to higher interest 

rates, our strong domestic investment will depend less 

and less on finance from overseas. But as I have always 

made clear, this will take time, and the outturn for 

1989 as a whole may well be much the same as that for 

last year Ehich I now judge to have been some 

E[10] billionj But experience over the current year 

shows that there is no difficulty in financing a 

[temporary] current account deficit of this size, 



provided the Government is determined - as we are - to 

maintain an appropriate monetary policy. 

27. 	[In part the outcome will depend on developments 

in the rest of the world. The latest indicators suggest 

that activity in the major economies will remain strong, 

though increases in short-term interest rates to counter 

rising inflation may lead to some slowing through 1989. 

So far, actual inflation in mj&untries has increased 

only a little. It isj rly desirable that monetary 

policy should be used effectively to counter it/ We 

must also look to see continued co-operatic n monetary 

and fiscal policy, to help the---process of reducing 

imbalances and to maintain lie much greater exchange 

stability of e past two years. I can assure the 

House that the UK will continue to play its full part in 

this co-operation.] 
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to monetary policy 
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MONETARY POLICY 

Events since the summer show clearly that the Government 

will take whatever action is necessary tc bear down on 

inflation, and to ensure that the next 10 years of the 

MTFS are as successful as its first decade. 

2. 	The central role in bringing down inflation belongs 

interest rates P/-9 the essential iRstumea-t-s—e-f--mo.netry 

pnlicy 	[Interest rates will be kept at their present 

level until inflation is clearly subsiding. 	Thereafter 
. ) 

viti,.tit • 	they will be kept at whatever level is necessary to bear 

down on inflation.] 

pe ultimate objective is stable prices. 	No 
Government can be proof against short tern-  fluctuations 

415 Li 	die  iv-wig-fp 
along the way, butLGovernmentiK can guarantee  tho w.i.14 to 

eubure that they are only short term. 

kee 
The_datazai4i%et4en —to lceètYinterest rates at the 

noW 	  
appropriate level,..--4aemever—  uffpatatable fhat mdy be 

churl 
samatimes---e--4he-4ey to bringiatinflation dawti. 	An& 

Pr-does require determinations  Ar higher interest rates 

are always unwelcome to home owners and other borrowers. 
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But)  

aecwuuudte -i-ttf+e-b±eft.eLeri.-pres' . Ve-tier-s-e-wettl-d--me&A. 
Ov  LitiftmlevA600.6w &-return-te rapidly rising prices and, /le 	thc pact, 

ti untold damage gielig.to  working families,tsavers andahe 

whole of the nation's economic and social fabric. 	The 

importftnt thiitg is to ave.id that-.-- 

rates are clearly the best 41.ires4od-and 

1 	e instrument to deal with inflation, 

gone-re-1, 

.seen-aappeaT47111r-irn-thre-last  yea=„  

First, they have an important influence on the 

housing market [where the rise in house prices has been 

a major force behind the strong growth in borrowing and 

consumers' expenditure over the last year]. They are 

also well directed from a regional point of view, having 

greatest effect in the south of England where 

inflationary pressures have arguably been strongest. 

In addition - and this point is not, perhaps, well 

understood - they also target those sectors of the 

economy where restraint is needed. While the household 

sector has moved from being a net lender to being a 

substantial net borrower, companies' finances are in 

far better shape than a few years ago, so that they are 

410; 5. 	‘nterest 

2 



far less vulnerable to increases in short term interest 

rates. 	Companies are also well placed tc benefit from 

the fact that long term interest rates have remained 

very stable, and well below short rates - an indication 

of the markets' confidence that inflation will be 

brought down. 

Now all the evidence is that the tightening of the 

monetary stance is taking effect in the way we 

predicted. 	This is of course welcome. But the process 

is bound to take time. I can assure the Eouse that I 

shall not keep short-term interest rates at the present 

level for any longer than is necessary: cn the other 

hand there will be no question of relaxing the monetary 

stance before it is appropriate to do so. [Repetitive - 

better here or earlier?] 

Decisions on interest rates will continue to be 

based on a comprehensive assessment of monetary 

conditions, 	in which particular weight is given to the 

behaviour of MO, which has a reliable and predictable 

relationship with money GDP. The target range for MO 

growth in 1989-90 will be 1-5 per cent, as envisaged in 

last year's MTFS. 	Measured on a 12 mcnth basis, MO 

growth will start the year above the top of this range, 

reflecting rapid growth last spring and summer. 



However, its growth has slowed appreciably over the last 

six months - equivalent to x per cent at an annual rate 

- and I am confident that the 12 month figures will 

before long come within the target range. 

10. 	Interest rate decisions will also continue to take 

full account of the role of the exchange rate. 	The 

Government's clear commitment not tc accommodate 

increases in domestic costs by exchange rate 

depreciation remains a key safeguard against rising 

prices. In particular we cannot afford to let a 

temporary increase in inflation lead to a lasting 

increase in the pay bill. 

Fiscal policy 

Aipafro 3 41 #711) h  4/14e1113 
11. A prudent fiscal policy is also an oen-tral fc\atAkre"Qt:i  

041  41013/7\41144174' 	of 
te 	t% anAk 

primary focus im t-he-medIum--to-r-a4---effmt---L4.7e- impact of 
*ft • kAilnik cowl LiAt meth, Jr 

taxation, expenditure and borrowing o4-4he-eepriy-s+de 

(But its role is very different from monetary policy. tir 
A.P.,  pClej 	cannot be used effectively in the short term as a means 

ot managing demand and keeping the growth cf money GDP 

on track. 	That was the mistake of the 7Cs. It is jrait< 

too inflexible for that: fiscal changes take time to 

implement and are difficult to reverse.. --guerfterre, 

4 	4.0 414:.1li,  ti:, /11/14 
th,  %rote A iipb kJ. 
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kAd 	theu effects on the economy in the short term are very 

uncertain and unrtaliablo, depending crucially on the 

reactions in financial markets and the response of 

private sector spending. Fis 	policy cb 	ives are 

best set for the medi 
	

o long term d set to embrace 

tax and 	diture me- •res which improve the 

perfor ce of the econ my. 

12. From our early years of office, we made steady 

progress in reducing the burden of Government borrowing. 

But now the public finances have been completely 

transformed, with the budget in surplus for the last two 

years. Last year I budgeted for a small surplus this 

year. In fact we have done much better than this, and I 

now expect a debt repayment of [E14 billior] in 1988-89. 

ov43  
ottej,,,_ 	z4 

Thisisaremarkableachievementa reward for 

many years of hard work in red6CIng the deficit. No 

other major major country enjoys a--comparable Budget surplus. 
7' 

The improvement owes mething to higher tax revenues, 

from a more buoyan'economy, and in particular higher 

profits. 	Also the outturn for public expenditure is 

likely to pe some EX billion below the total we provided 

for, privatisation proceeds are also appreciably 

higher than expected. 

5 



VAtiter 
but even allowing for these factors we should 

still be contemplating further debt repayment over the 

next few years, and can be confident of being able to 

achieve the medium term objective of a balanced Budget. 

This is a position in which the state makes no claim on 

the nation's saving, or on flows of finance from 

overseas.) 

The massive repayment of public debt over the past 

2 years has permanently reduced the burden of debt 

servicing, both now and for future generations. For the 

coming year, for example, the debt repayments of the 

last 2 years mean that debt interest costs are lower by 

EX billion a year. Indeed, debt reduction on this scale 

means that in this year's Finance Bill I shall have to 

take a new power, not needed before, to enable gilts to 

be acquired by the NLF, for cancellation. 

The dramatic improvement in the UK's public 

finances has also provided a welcome cpportunity to 

devote more attention to the structure of the [sterling] 

debt that remains. Now that the Government has become a 

net purchaser of debt, it has been possible to tailor 

buying-in policies so as to reduce future interest 

costs, and to improve the quality of fundirg by relying 

less on the more liquid borrowing instruments. 



16. tfj 1'6/hi  L.) I Jo 

17. It would not be wise to revert to -a—dtetteeti—latteiget 

VI 
tlielp;,4 h ockew c Came36+k 

Similarly it has proved possible to restructure part of 

the Government's foreign currency debt, launching an 

innovative and cost-effective programme of Treasury 

bills denominated in ecu. The first experimental six 

monthly tenders for these bills have proved extremely 

successful, and I can announce today that the programme 

will be continuing, at a level of around ecu 21/2  billion. 

immediately. 	There are several reasons for caution. 

Our present strong position reflects sore influences 

which are essentially cyclical. They are difficult to 

quantify, but they will tend to unwind as the economy 

reverts to a more sustainable rate of growth. 

Moreover, we must allow for the role played by 

privatisation proceeds in strengthening the public 

finances. 	These do not create room fcr sustainable 

increases in expenditure or reductions in taxation, and 

are much better used to repay debt. 

Most importantly however in present circumstances, 

with continuing strength of domestic demand, it is vital 

not to take any taking risks with the credibility of our 

policies. A prudent fiscal stance will help maintain 

confidence and provide a general support for monetary 

policy. 



20. I have concluded that we must aim fcr a further 

substantial budget surplus in the coming year. I have 

therefore budgeted for a PSDR of [£12 billion]. 	Beyond 

1989-90, I expect to see the public sector debt 

repayment revert gradually towards zero. An 

illustrative path for the medium term is set out in the 

MTFS. [Implications for tax burden/tax reform.] 

I 
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BUDGET STATEMENT: ECONOMIC SECTION 

I attach my latest draft of the economic section of the speech, in 

which, as you will see, I have drawn heavily on your suggested 

revised structure, and comments from others, for which I was most 

grateful. 	I showed the Chancellor a preliminary version of this 

at the weekend, and he agrees that the new structure is a great 

improvement, so we should work on this basis. 

2. 	I would welcome any comments you or others may have on the 

draft as it stands. In particular, the difficult points seem to 

me to be: 

(i) 
	

where do we put the passage on statistics? I found it 

difficult to attach to the passage on growth in 19 

and for the moment have left it with investment. But 

there may be good reasons why this doesn't work. 



how do we handle the numbers for the current account? 

The possibilities range from giving no rumber at all, 

to quoting both "their" number and ours. 	At the 

moment, the draft merely mentions the adjusted figure, 

but I would be interested in views. 

Should we be trying to explain the economic background 

more in terms of the "nominal framewcrk"? This is 

still notable by its absence at times. 

iv) Do we need to say anything more about personal saving 

than in the present draft? My inclination is that we 

don't, as much of that material has now been 

incorporated in the second section of the speech. But 

again, I would welcome views. 

(v) 	COBO has still not found its home. Mr Scholar is now 

drafting something, and we can slot this in later, at 

an appropriate point in, or at the end of, the 

monetary policy section. 

(V;) 	( A-1Le. 	ki 4 Vt 	c 0,-C t  

3. 	I would appreciate comments as soon as possible, and at the 

latest by lunchtime on Thursday, 2 March. 

MOIRA WALLACE 
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The economic background 

It is now almost ten years since this Government 

took office. And today I am publishing the tenth 

edition of the Medium Term Financial Strategy. It is an 

occasion for looking back and assessing achievements, as 

well as charting the course for the future. 

Our first ten years in office have been a decade 

of complete transformation for the British economy. The 

achievements of these years have been recognised both 

worldwide and - more importantly, for this is the real 

test - in two overwhelming General Election victories. 

The economic strength and prosperity that Britain 

has enjoyed in these ten years have occurred despite 

some very unwelcome shocks from the wider world 

economy - first a world recession, then the collapse of 

oil prices, and more recently the stock market fall. 

In an increasingly open world economy, no nation 

can be insulated from the impact of events like these. 

But what governmenLs can guarantee is that they will put 

the right economic policies in place, and stick to them. 

Provided they do this, they can survive the difficult 

• 



times, and excel in the good ones. This is exactly what 

has happened in the UK. 

First, we got the policy right. 	From the very 
kit k_a,u-e 

beginning of our time in office/i_the determination to 

bear down on inflation at the very heart of economic 

strategy. 	This we have pursued consistently within the 

clear and disciplined nominal framewcrk of the 

medium-term financial strategy. 

Between 1974 and 1979 inflation averaged over 

15 per cent, yet since 1982, it has averaged under 5 per 

cent. That is the clearest possible answer to those who 

doubt that inflation can be controlled by monetary 

policy. 

The benefits of lower inflation and a clear and 

disciplined framework for the medium-term are felt 

throughout the economy. The knowledge that the overall 

financial framework is prudent and sustainable has given 

business and industry the confidence to expand. At the 

same time, tax reforms and lower tax rates have 

increased the incentives to enterprise, and structural 

reforms have removed the disincentives and barriers. 
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• 
We have seen the fruits of this in a dramatic 

improvement in the performance of British industry. In 

the '60s and '70s the low growth of our productivity, 

investment and output saw us t' the bottom of the league 

compared with ourl,European competitors. In the '80s, we 

have been at the top of the, Rd league. [Since 1980] 

manufacturing productivity has grown faster than in all 

other major industrialised countries, [as has 

investment.] And we have had an unprecedented 

eight years of steady, sustainabl growth, averaging 

over 3 per cent a year. 

This improvement in Britain's economic performance 

has been matched by very much improved living standards 

for ordinary people. We now have more pecple in work 

than ever before in this country. They enjoy better 

public services, as the success of the economy has 

allowed us to spend more on priority areas of health, 

law and order, and transport. 

And they are betiler-off. For a married man on 
reek-- \. 

average earningsdk ake home pay is now almost a third 

higher than when we took office. And they have shared 

in an unprecedented increase in personal wealth, with 

the expansion of owner occupation And share ownership. 
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• 
Nor is it only at home that we have been 

accumulating wealth. 	In terms of net overseas assets, 114,)ir   

a,,t4the UK is now in the top [three] internaticnally. 

cr-L 

The last ten years, then, have been a time of 

extraordinary improvement to the economic fundamentals 

in the UK. 	When we came to power, Britain was a 

textbook case of relative economic decline. Now it is 

out-performing the competition, and the Folicies that 

have brought success - tax reform, firm fiscal and 

monetary policy and the determination to improve the 

supply side - are being emulated the world over. 

5 
It is against this background that we can consider 

developments over the past 12 months. Growth throughout 

the world was more buoyant last year than forecast a 

year ago, exceeding expectations in each cf the major 

industrial countries. 	Overall, output ir the G7 looks 

to have risen by an average of 4 per cent, and world 

trade in manufactures probably grew by 10 per cent. 

The UK experienced, if anything, stronger growth 

Lhan most of its G7 partners. The sustained upswing of 

the last 8 years continued with a second successive year 

of GDP growth at about 41/2  per cent, [the first time this 

has happened since the mid-sixties.] Manufacturing 

4 



output grew particularly rapidly, by [51/2  per cent in 

1987 	and] 	over 7 per cent in 1988. 	It is now 

] per cent above its previous peak in 1974. 

• 

Unemployment fell by more than half a million. 

[LFS Bull points.] 	Productivity growth continued to 

outpace our own past performance and that of other 

countries. 	Profitability rose to its highest level 

since the 1960s, and companies invested heavily to meet 

future demand. 

Investment growth clearly has been very strong 

indeed in 1988, probably well into double figures. 	But 

the recorded figures for investment growth show a 

smaller increase. This is part of a wider problem with 

economic statistics generally. 	It is perfectly clear 

from the well known discrepancies within the national 

income accounts that the estimates for expenditure, and 

of investment spending in particular, are completely 

inconsistent with all the other evidence. [Mention 

Stats Review or not?] [In the meantime we have to take 

the most sensible view we can of what is really 

happening on the basis of the raw data we have.] 

17. 	In a recent article the CSO have attempted to 

produce a more coherent set of accounts for 1985, 1986 



and 1987. But so far they have been unable to extend 

this exercise to cov3r 1988. 	In order to provide a 

basis from which to understand developments this year, 

to compare them with the past, and to forecast next 

year, the Treasury has had to adjust the recorded 

figures to produce a more coherent picture of 1988. 

These adjustments draw on the results of the CSO 

reconciliation exercise and are described fully in the 
krekeko. 7  

Red Book. More detail is set out in a working paper 

being published by the Treasury today. 

On the basis of this exercise, I judge that 

investment grew by some [X] per cent in 1988, a figure 

that is consistent with all the evidence from 

independent surveys of investment intentions. 	So, for 

the [Xth] year running, [or X out of the last Y years] 

investment has grown faster than consumpticn - in stark 

contrast to [ 	best comparison]. 

However, although consumption did grow less 

strongly than investment in 1988, there was still a 

marked pick-up in the growth of consumers expenditure. 

This was not surprising. People have been prepared to 

finance their spending by borrowing more because they 

have confidence in the government's handling of the 

economy, and because with buoyant house prices they feel 

• 
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wealthier. The house price bubble we saw emerging last 

year also led to a rapid tuinover in hcusing, and an 

increase in spending on all the consumer durables 

associated with house moves. 

So the aggregate result of buoyant investment and 

consumer spending was that domestic demand grew at an 

unsustainable rate and inflationary pressures began to 

re-emerge. And with domestic investment outstripping 

domestic saving the difference was financed from 

overseas and the current account deficit widened in 

1988. 

An essential feature of the MTFS is that it points 

to the appropriate policy action when things get off 

track in one way or another. Accordingly, this increase 

in inflationary pressure has been countered by the only 

effective means: a tightening of monetary policy. Over 

the past [X] months there have been inc'easing signs 

that this firm action has begun to check the growth of 

spending by households, although, happily, there seems 

to have been [relatively little] falling off in 

investment spending. 	The housing market has cooled 

down, particularly in the South East, with lending for 

house purchase rising much less rapidly than in the 

middle of last year, and house prices stabilising in 
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most areas and falling in some. [The growth of retail 

sales in general has moderated, ane sales of some 

consumer durables have fallen.] The growth of the 

narrow measure of the money supply, MO, has slowed 

appreciably. 

All the signs now are that consumer spending will 

grow more slowly in the year ahead as higher interest 

rates continue to have their effect. Indeed, 	part of 

the effect of higher interest rates has yet to have its 

impact. Those/mortgages that are adjusted only once a 

year will only now be feeling the effects cf last year's 

increases in interest rates. 

Equally, with the obvious increased attractiveness 

of saving at present interest rates the personal sector 

saving ratio is likely to recover somewhat. 

All this will show through in the RPI in time. 

But the underlying path of inflation in 1989 will 

continue to be obscured by the perverse inclusion of 

mortgage interest payments in the RPI. The latest rise 

in the mortgage rate will almost certainly lead Lo 

RPI inflation approaching 8 per cent for a while 

(although excluding mortgage interest payments the rate 

should remain below 6 per cent). 	But in time [both 
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measures will fall] with RPI inflation itself 	coming 

back to 51/2  per cent by the fourth quarter of this year 

and 4h per cent by the second quarter of 1S90. 

The slowdown in consumer spending grcwth is likely 

to mean GDP growth will be [somewhat] below trend over 

the coming year. But even with relatively slow growth 

through the year I still expect GDP in 1989 to be 

21/2  per cent 	higher than 	1988. 	This 	may 	seem 

disappointing by the standards we have come to expect in 

the last few years. But it is a respectable figure, and 

with investment likely to remain high the medium-term 

growth prospects are good. 

The action I have taken to tighten mcnetary policy 

will in time improve the current account too. 	As the 

level of domestic saving responds to higher interest 

rates, our strong domestic investment will depend less 

and less on finance from overseas. But as I have always 

made clear, this will take time, and the outturn for 

1989 as a whole may well be much the same as that for 

V, L.4,-.2(t, 1,c--1A t)!) last 	year 	which I now judge to have been some 

E[10] billion. But experience over the current year 

shows that there is no difficulty in financing a 

[temporary] current account deficit of this size, 
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provided the Government is determined - as we are - to 

maintain an appropriate monetary policy. 

27. 	[In part the outcome will depend on developments 

in the rest of the world. The latest indicators suggest 

that activity in the major economies will remain strong, 

though increases in-short-term interest rates to counter 

rising inflation may lead to some slowing through 1989. 

So far, actual inflation in most countries has increased 

only a little. It is clearly desirable that monetary 

policy should be used effectively to counter it. 	We 

must also look to see continued co-operaticn on monetary 

and fiscal policy, to help the process of reducing 

imbalances and to maintain the much greater exchange 

rate stability of the past two years. I can assure the 

House that the UK will continue to play its full part in 

this co-operation.] 

• 
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MONETARY POLICY 

Events since the summer show clearly that the Government 

will take whatever action is necessary tc bear down on 

inflation, and to ensure that the next 10 years of the 

MTFS are as successful as its first decade. 

The central role in bringing down inflation belongs 

to monetary policy, buttressed by a prudent fiscal 

stance. As I have already made clear, short-term 

interest rates are the essential instruments of monetary 

policy. 	[Interest rates will be kept at their present 

level until inflation is clearly subsiding. 	Thereafter 

they will be kept at whatever level is necessary to bear 

down on inflation.] 

The ultimate objective is stable prices. No 

Government can be proof against short terrr fluctuations 

along the way, but Governments can guarantee the will to 

ensure that they are only short term. 

The determination to keep interest rates at the 

appropriate level - however unpalatable that may be 

sometimes - is the key to bringing inflation down. And 

it does require determination, for higher interest rates 

are always unwelcome to home owners and other borrowers. 

O 



But we have always made it clear that we will not 

accommodate inflationary pressures. To do so would mean 

a return to rapidly rising prices and, as in the past, 

untold damage done to working families, savers, and the 

whole of the nation's economic and social fabric. 	The 

important thing is to avoid that. 

Interest rates are clearly the best directed and 

most effective instrument to deal with inflation in 

general, and particularly with the pressures we have 

seen reappearing in the last year. 

First, they have an important influ9nce on the 

housing market [where the rise in house prices has been 

a major force behind the strong growth in borrowing and 

consumers' expenditure over the last year]. They are 

also well directed from a regional point of view, having 

greatest effect in the south of England where 

inflationary pressures have arguably been strongest. 

In addition - and this point is not, perhaps, well 

understood - they also target those sectors of the 

economy where restraint is needed. While the household 

sector has moved from being a net lender to being a 

substantial net borrower, companies' finances are in 

far better shape than a few years ago, so that they are 
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far less vulnerable to increases in short term interest 

rates. 	Companies are also well placed tc benefit from 

the fact that long term interest rates have remained 

very stable, and well below short rates - an indication 

of the markets' confidence that inflation will be 

brought down. 

Now all the evidence is that the tightening of the 

monetary stance is taking effect in the way we 

predicted. 	This is of course welcome. But the process 

is bound to take time. I can assure the House that I 

shall not keep short-term interest rates at the present 

level for any longer than is necessary: cn the other 

hand there will be no question of relaxing the monetary 

stance before it is appropriate to do so. [Repetitive 

better here or earlier?] 

Decisions on interest rates will continue to be 

based on a comprehensive assessment of monetary 

conditions, 	in which particular weight is given to the 

behaviour of MO, which has a reliable and predictable 

relationship with money GDP. The target range for MO 

growth in 1989-90 will be 1-5 per cent, as envisaged in 

last year's MTFS. 	Measured on a 12 mcnth basis, MO 

growth will start the year above the top of this range, 

reflecting rapid growth last spring and summer. 

• 
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However, its growth has slowed appreciably over the last 

six months - equivalent to x per cent at an annual rate 

- and I am confident that the 12 month figures will 

before long come within the target range. 

Interest rate decisions will also continue to take 

full account of the role of the exchange rate. 	The 

Government's clear commitment not tc accommodate 

increases in domestic costs by exchange rate 

depreciation remains a key safeguard against rising 

prices. In particular we cannot afford to let a 

temporary increase in inflation lead to a lasting 

increase in the pay bill. 

Fiscal policy 

A prudent fiscal policy is also a central feature 

of the MTFS, buttressing a sound monetary policy. The 

primary focus is the medium term, and the impact of 

taxaLion, expenditure and borrowing on the supply side. 

But its role is very different from monetary policy: it 

cannot be used effectively in the short term as a means 

of managing demand and keeping the growth cf money GDP 

on track. 	That was the mistake of the 7Cs. It is much 

too inflexible for that: fiscal changes take time to 

implement and are difficult to reverse. Furthermore, 
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the effects on the economy in the short term are very 

uncertain and unreliable, depending crucially on the 

reactions in financial markets and the response of 

private sector spending. Fiscal policy cbjectives are 

best set for the medium to long term and set to embrace 

tax and expenditure measures which improve the 

performance of the economy. 

From our early years of office, we made steady 

progress in reducing the burden of Government borrowing. 

But now the public finances have been completely 

transformed, with the budget in surplus for the last two 

years. Last year I budgeted for a small surplus this 

year. In fact we have done much better than this, and I 

now expect a debt repayment of [E14 billior] in 1988-89. 

This is a remarkable achievement, and a reward for 

many years of hard work in reducing the deficit. No 

other major country enjoys a comparable Budget surplus. 

The improvement owes something to higher tax revenues, 

from a more buoyant economy, and in particular higher 

profits. 	Also, the outturn for public expenditure is 

likely to be some EX billion below the total we provided 

for, and privatisation proceeds are also appreciably 

higher than expected. 
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Bat even allowing for these factors we should 

still be contemplating further debt repayment over the 

next few years, and can be confident of being able to 

achieve the medium term objective of a balanced Budget. 

This is a position in which the state makes no claim on 

the nation's saving, or on flows of finance from 

overseas. 

The massive repayment of public debt over the past 

2 years has permanently reduced the burden of debt 

servicing, both now and for future generations. For the 

coming year, for example, the debt repayments of the 

last 2 years mean that debt interest costs are lower by 

EX billion a year. Indeed, debt reduction on this scale 

means that in this year's Finance Bill I shall have to 

take a new power, not needed before, to enable gilts to 

be acquired by the NLF, for cancellation. 

The dramatic improvement in the UK's public 

finances has also provided a welcome cpportunity to 

devote more attention to the structure of the [sterling] 

debt that remains. Now that the Government has become a 

net purchaser of debt, it has been possible to tailor 

buying-in policies so as to reduce future interest 

costs, and to improve the quality of fundirg by relying 

less on the more liquid borrowing instruments. 



Similarly it has proved possible to restructure part of 

the Government's foreign currency debt, launching an 

innovative and cost-effective programme of Treasury 

bills denominated in ecu. The first experimental six 

monthly tenders for these bills have proved extremely 

successful, and I can announce today that the programme 

will be continuing, at a level of around ecu 21/2  billion. 

It would not be wise to revert to a balanced Budget 

immediately. 	There are several reasons for caution. 

Our present strong position reflects sore influences 

which are essentially cyclical. They are difficult to 

quantify, but they will tend to unwind as the economy 

reverts to a more sustainable rate of growth. 

Moreover, we must allow for the role played by 

privatisation proceeds in strengthening the public 

finances. 	These do not create room fcr sustainable 

increases in expenditure or reductions in taxation, and 

are much better used to repay debt. 

Most importantly however in present circumstances, 

with continuing strength of domestic demand, it is vital 

not to take any taking risks with the credibility of our 

policies. A prudent fiscal stance will help maintain 

confidence and provide a general support for monetary 

policy. 

• 
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20. I have concluded tnat we must aim fcr a further 

substantial budget surplus in the coming year. I have 

therefore budgeted for a PSDR of [£12 billion]. 	Beyond 

1989-90, I expect to see the public sector debt 

repayment revert gradually towards zero. An 

illustrative path for the medium term is set out in the 

MTFS. [Implications for tax burden/tax reform.] 
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BUDGET STATEMENT: ECONOMIC SECTION 

I attach my latest draft of the economic section of the speech, in 

which, as you will see, I have drawn heavily on your suggested 

revised structure, and comments from others, for which I was most 

grateful. 	I showed the Chancellor a preliminary version of this 

at the weekend, and he agrees that the new structure is a great 

improvement, so we should work on this basis. 

2. 	I would welcome any comments you or others may have on the 

draft as it stands. In particular, the difficult points seem to 

me to be: 

(i) 
	

where do we put the passage on statistics? I found it 

difficult to attach to the passage on growth in 19 

and for the moment have left it with investment. But 

there may be good reasons why this doesn't work. 
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How do we handle the numbers for tie current account? 

The possibilities range from giving no rumber at all, 

to quoting both "their" number and ours. 	At the 

moment, the draft merely mentions the adjusted figure, 

but I would be interested in views. 

(iii) Should we be trying to explain the economic background 

more in terms of the "nominal framewcrk"? This is 

still notable by its absence at times. 

iv) 	Do we need to say anything more about personal saving 

than in the present draft? My inclination is that we 

don't, as much of that material has now been 

incorporated in the second section of the speech. But 

again, I would welcome views. 

(v) 	COBO has still not found its home. Mr Scholar is now 

drafting something, and we can slot this in later, at 

an appropriate point in, or at the end of, the 

monetary policy section. 

(V;) 	C/0̂  	S kr -4 lre 	 tin 	t 1.4 LL.:C•1 	 Recir;L2.7)7 7 
3. 	I would appreciate comments as soon as possible, and at the 

latest by lunchtime on Thursday, 2 March. 

rp‘, 	• 

MOIRA WALLACE 
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The economic background 

vox.--tx")1"3 • 

1. 	It is now almost ten years since this Government 

took office. 	And iosclay I am publishing the tenth 

edition of the Medium Term Financial Strategy. It is an 

occasion for looking back and assessing achievements, as 

well as charting the course for the future. 

2. 	Our first ten years in office have been a decade 

of complete transformation fth the British economy. The 

achievements of these years have been recognised beth 

worldwide and - more importantly/  for this-ls-the rea+ 

test- in two overwhelming General Election victories. 

	

L!-
3. 	

-) 	4t4" ag. kAA 4.S e 

The economic st,veagth and prosperity that Britain- 

has enjoyed in these ten years have occurred despite 

somevery unwelcome shocks from the wider world 

economy - first a world recession, then the collapse of 

oil prices, and more recently the stock market fall. 

	

4. 	In an increasingly open world economy, no nation 

can be insulated from the impact of events like these. 

But wt governments can guarantee is that-  they—wIII—put 

the right economic policies In-place, and stick to them3  

Provkded they-do-thiet;—they can survive the difficult 

ON111. 



times, and excel in the _wad ones. fThis is exact:4 what 

has happened in the 

5. 	/First, we got the policy right: 	From the very 
pyuk- 

beginning ef--ouv==tme-111—e441ccthe determination to 
L, 

bear down on inflation at the very heart of economic 

strategy. 	This 'We have pursued consistently within the 

clear and disciplined nominal framewcrk of the 

medium-term financial strategy. 

Between 1974 and 1979 inflation averaged over 

15 per cent, yet since 1982, it has averaged under 5 per 

cent. That is the clearest possible answer to those who 

doubt that inflation can be controlled by monetary 

policy. 

The benefits of lower inflation and a clear and 

disciplined framework for the medium-term are felt 

throughout the economy. The-knowledge that the overall 

financial framework is prudent and sustainable has given 

business and industry the confidence to expand. At the 

same time, tax reforms and lower tax rates have 

increased the incentives to enterprise, and structural 

reforms have removed the disincentives and barriers. 
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We_have-seen the fruits 	 a dramatic 

improvement in the performance 3f British industry. In 

the '60s and '70s the low growth of our productivity, 

investment and output saw us at-the bottom of the league-

compared with our European competitors. In the '80s, we 

have been at the top of the EC league. [Since 1980] 

manufacturing productivity has grown faster than in all 

other major industrialised countries, [as has 

investment.] And we have had an unprecedented 

eight years of steady, sustainable growth, averaging 

over 3 per cent a year. 

This improvement in Britain's economic performance 

has been matched by very much improved living standards, 

for-ordinary people. We now have more pecple in work 

than ever before in this country. They enjoy better 

public services, as the success of the economy has 

allowed us to spend more on priority areas of health, 

law and order, and transport. 

And they are better-off. For a married man on 

average earnings take home pay is now almost a third 

higher than when we took office. And they have shared 

in an unprecedented increase in personal wealth, with 

the expansion of owner occupation and share ownership. 

• 
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11. Nor is it only at home that we have been 

accumulating wealth. 	In terms of net overseas assets, 

the UK is now in the top [three] internaticnally. 

tso 

12. 	The last ten years, then, 

tt4. 
tro- 

have beer a time of 

extraordinary improvement to the economic fundamentals 

in-the UK. 	When we came to power, Britain was a 

tsxtbook--ease--of relative economic decline. Now it is 

out-performing the competition, and the policies that 

have brought success - tax reform, firm fiscal and 

monetary policy and the determination to improve the 

supply side - are being emulated the world over. 

It is against this background that we can consider 

developments over the past 12 months. Growth throughout 

the world was more buoyant last year than forecast a 

year ago, exceeding expectations in each cf the major 

industrial countries. 	Overall, output ir the G7 looks 

to have risen by an average of 4 per cent, and world 

trade in manufactures probably grew by 10 per cent. 

The UK experienced, if anything, stronger growth 

than most of its G7 partners. The sustained upswing of 

the last 8 years continued with a second successive year 

of GDP growth at about 41/2  per cent, [-the first time this 

has happened since the mid-sixties.] Manufacturing 



output grew particularly rapidly, by [51/2  per cent in 

1987 	and] 	over 7 per cent in 1988. 	It is now 

] per cent above its previous peak in 1974. 

Unemployment fell by more than half a million. 

[LFS Bull points.] 	Productivity growth continued to 

outpace our own past performance and that of other 

countries. 	Profitability rose to its highest level 

since the 1960s, and companies invested heavily to meet 

future demand. 

Investment growth clearly has been very strong 

indeed in 1988, probably well into double figures. 	But 

the recorded figures for investment growth show a 

smaller increase. This is part of a wider problem with 

economic statistics generally. 	It is perfectly clear 

from the well known discrepancies within the national 

income accounts that the estimates for expenditure, and 

of investment spending in particular, are comipkgtely 

inconsistent with a-the other evidence. [Mention 

Stats Review or not?] [In the meantime we have to take 

the most sensible view we can of what is really 

happening on the basis of the raw data we have.] 

17. 	In a recent article the CSO have attempted to 

produce a more coherent set of accounts for 1985, 1986 



and 1987. But so far they have been unable to extend 

this exercise to cover 1988. 	In order to provide a 

basis from which to understand developments this year, 

to compare them with the past, and to forecast next 

year, the Treasury has had=-to adjust the recorded 

figures to produce a more coherent picture of 1988. 

These adjustments draw on the results of the CSO 

reconciliation exercise and are described fully in the 

Red Book. More detail is set out in a working paper 

being published by the Treasury today. 

On the basis of this exercise, I judge that 

investment grew by some [X] per cent in 1988, a figure 

that is consistent with all' the evidence from 

independent surveys of investment intentions. 	So, for 

the [Xth] year running, [or X out of the last Y years] 

investment has grown faster than consumpticn - in stark 

contrast to [ 	best comparison]. 

However, although consumption di4---grow less 

strongly than investment in 1988, there was still a 

marked pick-up in the growth of consumer p expenditure. 

This was not surprising. People have been prepared to 

finance their spending by borrowing more beea-use-they 

have confidence in the government's handling of_the 

economy, and beeatise with buoyant house prices they feel 



- 
wealthier. The house price bubble we saw emer-gIng last 

year also led to a rapid turnover in hcusing, and an 

increase in spending on all the consumer durables 

associated with house moves. 

So the aggregate result of buoyant investment and 

consumer spending was that domestic demand grew at an 

unsustainable rate and inflationary pressures began to 

re-emerge. And with domestic investment outstripping 

domestic saving the difference was financed from 

overseas and the current account deficit widened in 

1988. 

An essential feature of the MTFS is that it points 

to the - appropriate policy action when tIlings- get off 
tt 

tack in one •way or another. Accordingly, this increase 

in inflationary pressure has been countered by the only 

effective means: a tightening of monetary policy. 	ver 

the past [X] months there have been increasing signs 

that this firm action has begun to check the growth of 

spending by households, although, happily, there seems 

to have been [relatively little] falling off in 

investment spending. 	The housing market has cooled 

down, particularly in the South East, with lending for 

house purchase rising much less rapidly than in the 

middle of last year, and house prices stabilising in 



most areas and falling in some. [The growth of retail 

sales in general has moderated, and sales of some 

consumer durables have fallen.] 	The growth of the 

narrow measure of the money supply, MO, has slowed 

appreciably. 

All the signs now are that consumer spending will 

grow more slowly in the year ahead as higher interest 

rates continue to have their effect. Indeed, 	part of 

the effect of higher interest rates has yet to have its 

impact.k Those mortgages that are adjusted o,nli once a 

year wiae"only now 	 -Ithe-effects cf last year's 

increases in interest rates. 

Equally, with the opvi6us increased attractiveness 

of saving at present interest rates the personal sector 

saving ratio is likely to recover &amewhat. • 

1‘ 

All—this will show_through in the RPI in time 

But the underlying path of inflation in 1989 will 

continue to be obscured by the perverse inclusion of 

mortgage interest payments in the RPI. The latest rise 

in the mortgage rate will almost certainly lead to 

RPI inflation approaching 8 per cent for a while 

(although excluding mortgage interest payments the rate 

should remain below 6 per cent). 	But in time [both 

PJA.Ar 
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measures will fall] with RPI inflation—Itself coming 

back to 51/2  per cent by the fourth quarter of this year 

and 41/2  per cent by the second quarter of 1S9O. 

The slowdown in consumer spending grcwth is ieIy-

to mean GDP growth will be [somewhat] below trend over 

the coming year. But even with relatively slow growth 

through the year I still expect GDP in 1989 to be 

21/2  per cent 	higher 	than 	1988. 	This 	may 	seem 

disappointing by the standards we have COME to expect in 

the last few years. But it is a respectable figure, and 

with investment likely to remain high the medium-term 

growth prospects are good. 

The action I have taken to tighten mcnetary policy 

will in time improve the current account '596. 	As the 

level of domestic saving responds to higher interest 

rates, our strong domestic investment will depend less 

and less on finance from overseas. But as I have always 

made clear, this will take time, and the outturn for 
e 	4t 

1989 as a whole may well be much the same as that for 

last year which I now judge to have been some 

E[10] billion. But experience over the current year 

shows that there is no difficulty in financing a 

[temporary] current account deficit of this size, 

9 



provided the Government is determined - as we are - to 

maintain an appropriate monetary policy. 

27. 	[In part the outcome will depend on developments 

in the rest of the world. The latest indicators suggest 

that activity in the major economies will remain strong, 

though increases in short-term interest rates to counter 

rising inflation may lead to some slowing through 1989. 

So far, actual inflation in most countries has increased 

only a little. It is clearly desirable that monetary 

policy should be used effectively to counter it. 	We 

must also look to see continued co-operaticn on monetary 

and fiscal policy, to help the process of reducing 

imbalances and to maintain the much greater exchange 

rate stability of the past two years. I can assure the 

House that the UK will continue to play its full part in 

this co-operation.] 
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MONETARY POLICY 

Events since the summer show clearly that the Government 

will take whatever action is necessary tc bear down on 

inflation, and to ensure that the next 10 years of the 

MTFS are as successful as its first decade. 

2. 	The central role in bringing down inflation belongs 

to monetary policy, buttressed by--a prudent fiscal 

stance. 	As I have already made -clear, short-term 

interest rates are the essential instruments of monetary 

policy. 	[Interest rates will be kept at their present 

level until inflation is clearly subsiding. 	Thereafter 

they will be kept at whatever level is necessary to bear 

down on inflation.] 

3. 	The ultimate objective is  stable prices. No 

Government can be proof against short term fluctuations 

along-  the way, but Government 	thart guarantee the will to 

ensure that they are only short term. 

4. 	The_determination to keep Interest rates at the 

appzopr4ete level - however unpalatable that may be 
, 

sometimes - is the key to bringing inflation down. And 

it does-require determination, for higher interest rates 

are always unwelcome to home owners and other borrowers. 



But we have always made it clear that we will not 

accommoLate inflationary pressures. To do so would mean 

a return to rapidly rising prices and, as in the past, 
r, 

untold damage done to working-families, savers, and the 

whole of the nation's economic and social fabric. -The 

important thing is to avoid that. 

Interest rates are clearly the best directed and 

most effective instrument to deal ------ -with inflation, in 

general, and particularly with the pressures we have 

seen reappearing in the last year. 

I 

	
cA"--Th 

First, they 'have an important influence on the 
L_ 

housing market [where the rise in house prices has been 

a major force behind the strong growth in borrowing and 

consumers' expenditure over the last year]. They are 

also well directed from a regional point of view, having 

greatest effect in the south of England where 

inflationary pressures have arguably been strongest. 

In addition - and this point is not, perhaps, well 

understood - they also target those sectoris of -E.'he 

economy where restraint is needed. While the household 

sector has moved from being a net lender to being a 

substantial net borrower, companies' finances are-' in '_t---643.r 

far better shape than a few years ago, so that they are 

• 
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far less vulnerable to increases in short term interest 

rates. 	Companies are also well placed tc benefit from 

the fact that long term interest rates have remained 

very stable, and well below short rates - an indication 

of the markets' confidence that inflation will be 

brought down. 

Now--a--1-1 the evidence is that the tightening of the 

monetary stance is taking effect in the way we 

predicted. 	This is of course welcome. But the process 

is bound to take time. I can assure the Eouse that I 

shall not keep short-term interest rates at the present 

level for any longer than is necessary: cn the other 

hand there will be no question of relaxing the monetary 

stance before it is appropriate to do so. [Repetitive - 

better here or earlier?] 

Decisions on interest rates will continue to be 

based on a comprehensive assessment of monetary 

conditions, 	in which particular weight is given to the 

behaviour of MO, which has a reliable and predictable 

relationship with money GDP. The target range for MO 

growth in 1989-90 will be 1-5 per cent, as envisaged in 

last year's MTFS. 	Measured on a 12 mcnth basis, MO 

growth will start the year above the top of this range, 

reflecting rapid growth last spring and summer. 
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However, its growth has slowed appreciably over the last 

six months - equivalent to x per cent at an annual rate 

- and I am confident that the 12 month figures will 

before long come within the target range. 

10. 	Interest rate decisions will also continue to take 

full account of the role of the exchange rate. 	The 

Government's clear commitment not tc accommodate 

increases in domestic costs by exchange rate 

depreciation remains a key safeguard against rising 

prices. In particular we cannot afford to let a 

temporary increase in inflation lead to a lasting 

increase in the pay bill. 

Fiscal policy 

11. A prudent fiscal policy is also a central feature ,  

ot 	the— 	 __PUPS 	 - a sound monetary policy. The : 

focus is the medium term, and the impact of 

taxation, expenditure and 'borrowing on the supply side. 

kut its role is very different from monetary policyt it 
, C, 

cannot be used effectively in the short term as a means 

of managing demand and keeping the growth cf Money GDP- 

on track. 	That was the mistake of the 7Cs. It is much 

too-lnflexible for that: fiscal changes take time to 

impaeme-nt and are difficult to reverse. Furthermore, 

iutt-c,cR 
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the effects on the economy in the short term are very 

uncertain and_unrelleble, depending crucially on the 

reactions in financial markets and the response of 

private sector spending. Fiscal policy cbjectives are 

best set for the medium to long term and set to embrace 

tax and expenditure measures which improve the 

performance of the economy. 

o-ortr 

   

From our early years of office, we made steady 

progress in reducing the burden of Government borrowing. 

But now the Public finances„ have been completely 

transformed, with the budget in surplus for the last two 

years. Last year I budgeted,,for a small surplus this 

year. In fact *te have done rruZh better than-this-.7  and I 

now expect a debt repayment of [E14 billior] in 1988-89. 

This is a remarkable achievementL. and a reward for 

many years of hard work in reducing the deficit. No 

other major country enjoys a comparable Budget surplus. 

The improvement owes sOmeLhing to higher tax revenues, 

from a more buoyant economy and,  in particular, higher 

profits. 	AIser,-; the outturn for public expenditure is 

likely Lu be some iX billion below the total -.W4 provided 

f.r",-  and privatisation proceeds are also appreciably 

higher than expected. 

5 
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But even allowing for these -lacturs we should 

still be contemplating further debt repayment over the 

next few years, and can be confident of being able to 

achieve the medium term objective 91 a balanced Budget., 
• 

Thls-ls a position in which the state makes mo  claim on 

the nation's saving, or on flows of finance from 

overseas. 

The massive repayment of public debt over the past 

2 years has permanently reduced the burden of debt 

servicing, both now and for future generations. Per the—

coming—year, for -example,'Ithe debt repayments of the 

last 2 years mean that debt interest costs are lower by 

EX billion a year. Indeed, debt reduction on this scale 

means that in this year's Finance Bill I shall have to 

take a new power, not needed before, to enable gilts to 

be acquired by the NLF, for cancellation. 

The dramatic improvement in the UK's public 

finances has  also provided a welcome cpportunity to 

devote more attention to the structure of the [sterling] 

debt that remains. Now that the Government has become a 

net purchaser of debt, it has been possible to tailor 

buying-in policies so as to reduce future interest 

costs, and to improve the quality of fundirg by relying 

less on the more liquid borrowing instruments. 



Similarly it has proved possible to restructure part of 

the Government's foreign currency debt, launching an 

innovative and cost-effective programme of Treasury 

bills denominated in ecu. The first experimental six 

monthly tenders for these bills have proved extremely 

successful, and I can announce today that the programme 

will be continuing, at a level of around ecu 21/2  billion. 

It would not be wise to revert to a balanced Budget 

immediately. 	There are several reasons for caution. 

Our present strong position reflects soffe influences 

which are essentially cyclical. They are difficult to 

quantify, but they will tend to unwind as the economy 

reverts to a more sustainable rate of growth. 

Moreover, we must allow for the role played by 

privatisation proceeds in strengthening the public 

finances. 	These do not create room fcr sustainable 

increases in expenditure or reductions in taxation, and 

are much better used to repay debt. 

Most importantlr however in present circumstances, 
cc 

with continuing strength of domestic demand, it is vital-
- 

net-to take-any taking risks with the credibility of our 

policies. It_prudent-fiscal -stance will I.elp maintain 

confidence and provide a general support for monetary 

policy. 



20. I have concluded that we must aim fcr a further 

substantial budget surplus in the coming year. I have 

therefore budgeted for a PSDR of [£12 billion]. 	Beyond 

1989-90, I expect to see the public sector debt 

repayment revert gradually towards zero. An 

illustrative path for the medium term is set out in the 

MTFS. [Implications for tax burden/tax reform.] 
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BUDGET STATEMENT: ECONOMIC SECTION 

I attach my latest draft of the economic section of the speech, in 

which, as you will see, I have drawn heavily on your suggested 

revised structure, and comments from others, for which I was most 

grateful. 	I showed the Chancellor a preliminary version of this 

at the weekend, and he agrees that the new structure is a great 

improvement, so we should work on this basis. 

2. 	I would welcome any comments you or others may have on the 

draft as it stands. In particular, the difficult points seem to 

me to be: 

(i) 
	

where do we put the passage on statistics? I found it 

difficult to attach to the passage on growth in 198, 

and for the moment have left it with investment. But 

there may be good reasons why this doesn't work. 
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Hod do we handle the numbers for the current account? 

The possibilities range from giving no rumber at all, 

to quoting both "their" number and ours. 	At the 

moment, the draft merely mentions the adjusted figure, 

but I would be interested in views. 

Should we be trying to explain the economic background 

more in terms of the "nominal framewcrk"? This is 

still notable by its absence at times. 

iv) Do we need to say anything more about personal saving 

than in the present draft? My inclination is that we 

don't, as much of that material has now been 

incorporated in the second section of the speech. But 

again, I would welcome views. 

(v) 	COBO has still not found its home. Mr Scholar is now 

drafting something, and we can slot this in later, at 

an appropriate point in, or at the end of, the 

monetary policy section. 

(VI) 	C 	ti,J£ s 	ve 	11,e i-e c 	t 1,4 LAx-4 	Li.„, &I --  
3. 	I would appreciate comments as soon as possible, and at the 

latest by lunchtime on Thursday, 2 March. 

, 

MOIRA WALLACE 

2 
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The economic background 

• 

)4420,( 
It is now almost ten years since this Government 

took office. 	And today I am publishing the tenth 

edition of the Medium Term Financial Strategy. It is an 

occasion for looking back and assessing achievements, as 

well as charting the course for the future. 

Our first ten years in office have been a decade 

of complete transformation for the British economy. The 

achievements of these years have been recognised both 

worldwide and - more importantly, for this is the real 

test - in two overwhelming General Election victories. 

%//7 3. 

	The economic strength and prosperity that Britain 
*444.44 

/ -171"2"4-4"1".6r-- rw644-1=staic!=red ..._ has .errlicryed-C6fp--t-e—te4a-years___ 	 Ldespite _ 

some very unwelcome shocks from the wider world 

economy - first a world recession, then the collapse of 

prices, and more recenLly the stock market  

4. 	In an increasingly open world economy, no nation 

can be insulated from the impact of events like these. 

But what governments can guarantee is that they will put 

the right economic policies in place, and stick to them. 

Provided they do this, they can survive the difficult 
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times, and excel in the good ones. This is exactly what 

has happened in the UK. 

First, we got the policy right. 

	

	From the very 
pv\-1- 

beginning ef 	our time ln office./ j_the determination to 

bear down on inflation at the very heart of economic 

strategy. 	This we have pursued consistently within the 

clear and disciplined nTi/fgl framewcrk of the 
44;4  
lel medium-term financial strategy. 

Between 1974 and 1979 inflation averaged over 

15 per cent, yet since 1982, it has averaged under 5 per 

cent. That is the clearest possible answer to those who 

doubt that inflation can be controlled by monetary 

policy. 

The benefits of lower inflation and a clear and 

disciplined framework for the medium-term are felt 

throughout the economy. The knowledge that the overall 

financial framework is prudent and sustainable has given 

business and industry the confidence to expand. At Lhe 

same time, tax reforms and lower tax rates have 

increased the incentives Lo enterprise, and sLructural 

reforms have removed the disincentives and barriers. 

2 



• 
We have seen the fruits of this in a dramatic 

improvement in the performance of British industry. In 

the '60s and '70s the low growth of our productivity, 

investment and output saw us at the bottom of the league 

compared with our European competitors. In the '80s, we 

have been at the top of the EC league. [Since 1980] 

manufacturing productivity has grown faster than in all 

other major industrialised countries, [as has 

investment.] And we have had an unprecedented 

eight years of steady, sustainable growth, averaging 

over 3 per cent a year. 

This improvement in Britain's economic performance 

has been matched by very much improved living standards 

for ordinary people. We now have more pecple in work 

than ever before in this country. They enjoy better 

public services, as the success of the economy has 

allowed us to spend more on priority areas of health, 

law and order, and transport. 

And they are better-off. For a married man on 

average earnings take home pay is now almost a third 

higher than when we took office. And they have shared 

in an unprecedented increase in personal wealth, with 

the expansion of owner occupation and share ownership. 

3 



Nor is it only at home that we have been 

accumulating wealth. 	In terms of net overseas assets, 

the UK is now in the top [three] internaticnally. 

The last ten years, then, have beer a time of 

extraordinary improvement to the economic fundamentals 

in the UK. 	When we came to power, Britain was a 

textbook case of relative economic decline. Now it is 

out-performing the competition, and the policies that 

have brought success - tax reform, firm fiscal and 

monetary policy and the determination to improve the 

supply side - are being emulated the world over. 

It is against this background that we can consider 

developments over the past 12 months. Growth throughout 

the world was more buoyant last year than forecast a 

// year ago, exceeding expectations in each Lcf the major 

industrial countries. 	Overall, output ir the G7 looks 

to have risen by an average of 4 per cent, and world 

trade in manufactures probably grew by 10 per cent. 

The UK experienced, if anything, stronger growth 

than most of its G7 partners. The sustained upswing of 

the last 8 years continued with a second successive year 

of GDP growLh at about 41/2  per cent, [the first time this 

has happened since the mid-sixties.] Manufacturing 

• 
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output grew particularly rapidly, by [51/2  per cent in 

1987 	and] 	over 7 per cent in 1988. 	It is now 

] per cent above its previous peak in 1974. 

Unemployment fell by more than half a million. 

[LFS Bull points.] 	Productivity growth continued to 

outpace our own past performance and that of other 

countries. 	Profitability rose to its highest level 

since the 1960s, and companies invested heavily to meet 

future demand. 

Investment growth clearly has been very strong 

indeed in 1988, probably well into double figures. 	But 

the recorded figures for investment growth show a 

smaller increase. This is part of a wider problem with 

economic statistics generally. 	It is perfectly clear 

from the well known discrepancies within the national 

income accounts that the estimates for expenditure, and 

of invesLment spending in particular, are completely 

inconsistent with all the other evidence. [Mention 

Stats Review or not?] [In the meantime we have to take 

the most sensible view we can of what is really 

happening on the basis of the raw data we have.] 

In a recent article the CSO have attempted to 

produce a more coherent set of accounts for 1985, 1986 

• 
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and 1987. But so far they have been unable to extend 

this exercise to covel 1988. 	In order to provide a 

basis from which to understand developments this year, 

to compare them with the past, and to forecast next 

year, the Treasury has had to adjust the recorded 

figures to produce a more coherent picture of 1988. 

These adjustments draw on the results of the CSO 

reconciliation exercise and are described fully in the 

Red Book. More detail is set out in a working paper 

being published by the Treasury today. 

On the basis of this exercise, I judge that 

investment grew by some [X] per cent in 1988, a figure 

that is consistent with all the evidence from 

independent surveys of investment intentions. 	So, for 

the [Xth] year running, [or X out of the last Y years] 

investment has grown faster than consumpticn - in stark 

contrast to [ 	best comparison]. 

However, although consumptinn did grow loco 

strongly than investment in 1988, there was still a 

marked pick-up in the growth of consumers expenditure. 

This was not surprising. People havc been prepared to 

finance their spending by borrowing more because they 

have confidence in the government's handling of the 

economy, and because with buoyant house prices they feel 

• 
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wealthier. The house price bubble we saw emerging last 

year also led to a rapid turrover in hcusing, and an 

increase in spending on all the consumer durables 

associated with house moves. 

20. 	So the aggregate result of buoyant investment and 

consumer spending was that domestic demand grew at an 

unsustainable rate and inflationary pressures began to 

re-emerge. And with domestic investment outstripping 

domestic saving the difference was financed from 

overseas and the current account deficit widened in 

1988. 

• 

21. 	An essential feature of the MTFS is that it points 

to the appropriate policy action when things get off 

track itr-orta-way-ocz.:anothe. Accordingly, this increase 

in inflationary pressure has been countered by the only 

ef-ferdtiVre-- -means: .14- tightening 	monetary policy. Over 

the past [X] months there have been increasing signs 

that this firm action has begun to check the growth of 

spending by households, although, happily, there seems 

to have been [relatively little] falling off in 

investment spending. 	The housing market has cooled 

down, particularly in the South East, with lending for 

house purchase rising much less rapidly than in the 

middle of last year, and house prices stabilising in 
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most areas and falling in some. [The growth of retail 

sales in general has moderated, and sales of some 

consumer durables have fallen.] 	The growth of the 

narrow measure of the money supply, MO, has slowed 

appreciably. 

All the signs now are that consumer spending will 

grow more slowly in the year ahead as higher interest 

rates continue to have their effect. IndeEd, 	part of 

the effect of higher interest rates has yet to have its 

impact. Those mortgages that are adjusted only once a 

year will only now be feeling the effects of last year's 

increases in interest rates. 

Equally, with the obvious increased attractiveness 

of saving at present interest rates the personal sector 

saving ratio is likely to recover somewhat. 

All Lhis will show through in the RPI in time. 

But the underlying path of inflation in 1989 will 

continue to be obscured by the perverse inclusion of 

mortgage interest payments in the RPI. The latest rise 

in the mortgage rate will almost certainly lead to 

RPI inflation approaching 8 per cent for a while 

(although excluding mortgage interest payments the rate 

should remain below 6 per cent). 	But in time [both 
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measures will fall] with RPI inflation itself coming 

back to 51/2  per cent by the fourth quarter of this year 

and 41/2  per cent by the second quarter of 1E90. 

The slowdown in consumer spending growth is likely 

to mean GDP growth will be [somewhat] below trend over 

the coming year. But even with relatively slow growth 

"through the year I still expect GDP in 1989 to be 

21/2  per cent 	higher 	than 	1988. This may 

›( 	disappointing by the standards we have—emit—to expect in 

the last few yeara:--Biii it is a respectable figure, 

\Ojith investment likely to remain high the medium-term 

growth prospects are good." 

The action I have taken to tighten monetary policy 

will in time improve the current account too. As the 

level of domestic saving responds to higher interest 

rates, our strong domestic investment will depend less 

and less on finance from overseas. But as I have always 

made clear, this will Ldke time, and the outturn for 

1989 as a whole may well be much the same as that for 

last year which I now judge to have been some 

E[10] billion. But experience over the current year 

shows that there is no difficulty in financing a 

[temporary] current account deficit of this size, 

• 
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provided the Government is determined - as we are - to 

maintain an appropriate monetary policy. 

27. 	[In part the outcome will depend on developments 

in the rest of the world. The latest indicators suggest 

that activity in the major economies will remain strong, 

though increases in short-term interest rates to counter 

rising inflation may lead to some slowing through 1989. 

So far, actual inflation in most countries has increased 

only a little. It is clearly desirable that monetary 

policy should be used effectively to counter it. 	We 

must also look to see continued co-operaticn on monetary 

and fiscal policy, to help the process of reducing 

imbalances and to maintain the much greater exchange 

rate stability of the past two years. I can assure the 

House that the UK will continue to play its full part in 

this co-operation.] 

• 
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MONETARY POLICY 

Events since the summer show clearly that the Government 

will take whatever action is necessary tc bear down on 

inflation, and to ensure that the next 10 years of the 

MTFS are as successful as its first decade. 

The central role in bringing down inflation belongs 

to monetary policy, buttressed by a prudent fiscal 

stance. As I have already made clear, short-term 

interest rates are the essential instruments of monetary 

policy. 	[Interest rates will be kept at their present 

level until inflation is clearly subsiding. 	Thereafter 

they will be kept at whatever level is necessary to bear 

down on inflation.] 

The ultimate objective is stable prices. No 

Government can be proof against short tern fluctuations 

along the way, buL Governments can guarantee the will to 

ensure that they are only short term. 

The determination to keep interest rates at the 

appropriate level - however unpalatable that may be 

sometimes - is the key to bringing inflation down. And 

it does require determination, for higher interest rates 

are always unwelcome to home owners and other borrowers. 

• 



But we have always made it clear that we will not 

accommodate inflationary pressures. To do so would mean 

(I)

return to rapidly rising prices and, as in the past, 

Intold damage done to wo 1 g families, savers, and the 

whole of the nation's economic and social fabric. 	The 

important thing is to avoid that. 

Interest rates are clearly the best directed and 

most effective instrument to deal with inflation in 

general, and particularly with the pressures we have 

seen reappearing in the last year. 

First, they have an important influence on the 

housing market [where the rise in house prices has been 

a major force behind the strong growth in borrowing and 

consumers' expenditure over the last year]. They are 

also well directed from a regional point of view, having 

greatest effect in the south of England where 

inflationary pressures have arguably been strongest. 

In addition - and this point is not, perhaps, well 

understood - they also target those sectors of the 

economy where restraint is needed. While the household 

sector has moved from being a net lender to being a 

substantial net borrower, comphanies' finances are in 
Mk, itiovf4 s'sAi• 	11/64444."" 	1  far better shape than a few years ago .. o that they are) 
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far less vulnerable to increases in short term interest 

rates. 	Companies are also well placed tc benefit from 

the fact that long term interest rates have remained 

very stable, and well below short rates - an indication 

of the markets' confidence that inflation will be 

awe tkm. brought downs  11k4A-lail 0" 444 441641441"$ 1/‘44:4:1.  
F  " 

0,4, eLt‘ 	 - 

na(#11 the evidence is that the tightening of the 

monetary stance is taking effect in the way we 

predicted. 	This is of course welcome. 1343-t—the-process-- 
4.4,4-ftt.l._ %  

is bound to take time. L! can assure the House that 4-- 

&hall 	not: 

-hand there will be no question of relaxing the monetary 

stance before it is appropriate to do so. [Repetitive - 

better here or earlier?] 

Decisions on interest rates will continue to be 

based on a comprehensive assessment of monetary 

conditions, 	in which paiLicular weight is given to the 

behaviour of MO, which has a reliable and predictable 

relationship with money GDP. The target range for MO 

growth in 1989-90 will be 1-5 per cent, as envisaged in 

last year's MTFS. 	Measured on a 12 mcnth basis, MO 

growth will start the year above the top of this range, 

reflecting rapid growth last spring and summer. 

• 
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However, its growth has slowed appreciably over the last 

six months - equivalent to x per cent at an annual rate 

- and I am confident that the 12 month figures will 

before long come within the target range. 

Interest rate decisions will also continue to take 

full account of the role of the exchange rate. 	The 

Government's clear commitment not tc accommodate 

increases in domestic costs by exchange rate 

depreciation remains a key safeguard against rising 

prices. In particular we cannot afford to let a 

temporary increase in inflation lead to a lasting 

increase in the pay bill. 

Fiscal policy 

A prudent fiscal policy is also a central feature 

of the MTFS, buttressing a sound monetary policy. The 

primary focus is the medium term, and the impact of 

taxation, expenditure and borrowing on the supply side. 

But its role is very different from monetary policy: it 

cannot be used effectively in the short term as a means 

of managing demand and keeping the growth cf money GDP 

on track. 	That was the mistake of the 7Cs. It is much 

too inflexible for that: fiscal changes take time to 

implement and are difficult to reverse. Furthermore, 

mA404-61.,:Aq'r 
4 

Z....6.7v: 444 itj 	 ‘4Ztk 

4A-014,14.4  Wium..44.7.4 GAIN!".  . 

• 



the effects on the economy in the short term are very 

uncertain and unreliable, depending crucially on the 

reactions in financial markets and the response of 

private sector spending. Fiscal policy cbjectives are 

best set for the medium to long term and set to embrace 

tax and expenditure measures which improve the 

performance of the economy. 

From our early years of office, we made steady 

progress in reducing the burden of Government borrowing. 

But now the public finances have been completely 

transformed, with the budget in surplus for the last two 

years. Last year I budgeted for a small surplus this 

year. In fact we have done much better than this, and I 

now expect a debt repayment of [E14 billior] in 1988-89. 

This is a remarkable achievement, and a reward for 

many years of hard work in reducing the deficit. No 

other major country enjoys a comparable Budget surplus. 

The improvement owes something to higher Lax revenues, 

from a more buoyant economy, and in particular higher 

profits. 	Also, the outturn for public expenditure is 

likely to be some EX billion below the total we provided 

for, and privatisation proceeds are also appreciably 

higher than expected. 

• 
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• 
But. even allowing for these factors we 	should 

still be contemplating further debt repayment over the 

next few years, and can be confident of being able to 
144 ""a401-.. 

achieve,  the medium—term—objective of a balanced Budget/ 

This is a position in which the state makes no claim on 

the nation's saving, or on flows of finance from 

overseas. 

The massive repayment of public debt over the past 

2 years has permanently reduced the burden of debt 

servicing, both now and for future generations. For the 

coming year, for example, the debt repayments of the 

last 2 years mean that debt interest costs are lower by 

EX billion a year. Indeed, debt reduction on this scale 

means that in this year's Finance Bill I shall have to 

take a new power, not needed before, to enable gilts to 

be acquired by the NLF, for cancellation. 

The dramatic improvement in the UK's public 

finances has also provided a welcome cpportunity to 

devote more attention to the structure of the [sterling] 

debt that remains. Now that the Government_ has become a 

net purchaser of debt, it has been possible to tailor 

buying-in policies so as to reduce future interest 

costs, and to improve the quality of funding by relying 

less on the more liquid borrowing instruments. 



• 
Similarly it has proved possible to restructure part of 

the Government's foreign currency debt, launching an 

innovative and cost-effective programme of Treasury 

bills denominated in ecu. The first experimental six 

monthly tenders for these bills have proved extremely 

successful, and I can announce today that the programme 

will be continuing, at a level of around ecu 21/2  billion. 

It would not be wise to revert to a balanced Budget 

immediately. 	There are several reasons for caution. 

Our present strong position reflects sore influences 

which are essentially cyclical. They are difficult to 

quantify, but they will tend to unwind as the economy 

reverts to a more sustainable rate of growth. 

Moreover, we must allow for the role played by 

privatisation proceeds in strengthening the public 

'finances. 	These do not create room fcr sustainable 

increases in expenditure or reductions in taxation, and 

are much better used to repay debt. \ 

Most importantly however in present circumstances, 

with continuing strength of domestic demand, it is vital 

not to take any teriew, risks 

policies. A prudentLfiscal 

_eenfIdence and provide a 

policy. 

with the credibility of our 

stance 

 

 

 

t for monetary 



20. I have concluded that we must aim fcr a further 

substantial budget surplus in the coming year. I have 

therefore budgeted for a PSDR of [£12 billion]. 	Beyond 

1989-90, I expect to see the public sector debt 

repayment revert gradually towards zero. An 

illustrative path for the medium term is set out in the 

MTFS. [Implications for tax burden/tax reform.] 

• 
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BUDGET STATEMENT: TAX SECTION 

4.0 	 As promised in my minute of yesterday, I now attach the 

Chancellor's revise of the sections on income tax, and the 

earnings rule. The rest will follow in due course. 



cr:C1-1-  E1 
a • 

2. 	Again, I should be grateful for comments by close tomorrow, 

Wednesday I March. 

MO IRA WALLACE 



BUDGET - SECRET • 
TAXATION OF INCOME 

Nor do I propose any change this year to either 

)1( 	the basic or higher rat 
	

f income tax. 

I propose to raise all the main thresholds and 

allowances by the statutory indexation factor of 6.8 per 

cent, rounded up. Thus the single person's allowance 

will rise by £180 to £2,785, and the married man's 

allowance will rise by £280 to £4,375. The basic rate 

limit will rise by £1,400 to £20,700. The single age 

allowance will rise by £220 to £3,400, and the married 

age allowance by £350 to £5,385. The higher 	of age 

allowance will rise by £230 to £3;540 for a single 

person, and for a married couPrejby £360 to £5)5654 

6.--J tLiz 
t, 

eA4e....41 	 105. I have a number of measures to help the elderly 

I propose that the higher age allowance, which  ace o 
t,) 

rurrentlytEeT those over 80, should be extended to cover 

all those aged 75 and over. This will take an 
le04-eAxia-R 	e4 447u4in 

additional 	,1.5,000i.  elderlyL  peAs+oftee.r.  out of tax 

altogether. 

106. The income limit for the age allowance will rise 

by £800 to £11,400, again in line with indexation. 

However, I propose to reduce the rate at which the age 
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allowance is withdrawn above this income limit. lizzt I 

propose that in future it should be withdrawn at the 
4. 	r.. (..- tt ) („45-1") c-..s. c-Z-1 )  

rate of £1/ for each 2 of income instead of Lhe present 
L, 	t-0--t  "I 6"1"4"-4  _El)  c-dc41(-tim....i )e( 	c&).,̂  

withdrawal rate of £2Lia every 
 1-34E  This will mean that 

K1.4.,,,..1 	i C c, (..- I inc-..rweL.] 'Kg  

the marginal tax rate for those in4the---ftemmiff band (will 
, 

be reduced to well below 40 per cent. 

The Finance Bill will also include the provisions 
ov_94,  

to establish the new tax relief for the  nsioners' 

health insurance premiums, which I announced to the 

House in January, and which will take effect from April 

next year. 

Under the notorious earnings rule, any pensioner 

who decides to continue to work after reaching the 

statutory retirement age has his or her pension docked 

at a rate of 50 per cent on every El earned between £75 

and £79 a week, rising to 100 per cent for every 

£1 earned over f79 a week. 

The Manifesto on which we were first elected in 

1979 acknowledged that it was wrong to penalise 

pensioners who wished to work beyond rctirement age in 

this way, and pledged that we would abolish the earnings 

rule. 

• 
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Of all the pledges in our 1979 Manifesto, that is 

the only one to remain unfulfilled. It will do so no 

longer. 	My Rt.Hon Friend the Secretary of State for 

Social Services and I have agreed that the pensioners' 

earnings rule should be abolished as from 1 October. 

The necessary legislation will be included in the Social 

Security Bill currently before the House. 

The cost to public expenditure will be 

E[X] million in 1989-90, which will be entirely met from 

the 9eservet. But the true cost of this measure will be 

considerably less than this, given the additional income 

tax and employers' National Insurance Contributions that 

will flow from the increase in the numbers of elderl f
4"1-4-4-

work, once this harsh disincentive has been removed. 

Those who wish to defer taking their pension will, 

of course, remain entirely free to do so, and will 

rnntinue to earn a higher pension in return. 

I am sure the whole House will welrnme this long 

overdue reform. 

If one were to adopt the so-called "duck test" now 

in vogue across the Atlantic, the pensioners' earnings 

rule would qualify as a tax, and I would now be able to 

• 
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claim to have abolished a seventh tax. But my innate 

modesty and natural reticence inhibits me from doing so. 


