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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 askec for comments
to reach me by close of play on Wednesday, 1 March.




2 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.

3% You will see that the Chancellor has also issued various

remits to other Ministers:

(i) he would 1like 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;

(ii) 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.

4. 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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55 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.

W Sl

______.—’

MOIRA WALLACE
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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.

2 As the House knows, the new official secrets

legislation currently passing through Parliament [where

g an du~p oL ; : :
[';;glffgitf*HJ» will it have got to by 14 March?] is very much narrower
’ s
204k i} in scope than the present Official Secrets Act. In
particular, it does not cover information in the
W/‘ ol CL%\"J'WJ < £)’C "{f X

AcsA % | possession of eithor-E-a the ; Revenue

IR C;?TziSS’P ¥ | concerning the private affairs ofE?ndividuai}taxpayers.
¢ N

Saw.

3 I am sure that the whole House will agree that;it
X EP :—-:--"f “
: ; vl : RN T
: Ar T’ is essential that) taxpayer confidentiality | is ) properly
‘-VV“‘J A = k"‘*l_(/ i - J
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

0& . Dppﬁfh%&@%
ACSA ' former oftficials of either,the @nianq5Revenue{Eizéfétemsﬁg
IR }iumLAExeiégl to reveal/ information about the private
IR | affairs of %i'ndi-v-idm:ﬂtaxpayer.

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

- AT,
e |
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as a Treasury Minister, I would 1like 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

Hic Iionow " 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 of personal

income and spending.

C wiwere | bave c tocles
/’-J(‘ LxJ(\L\}*’(‘ ﬂwf,gu £ POL(
W\&&jﬂAcvfr( l 6. First, taxes on business. fUC

3 W {\ lo W ENE £S

\f,»\(r{,\‘;xefj ...... 2
I&-

The rate of corporation tax for small companies,

defined for this purpose as those with annual profits of

less than £100,000, has,fever since the corporatlon tax J

:reform I 1ntroduced in 1984 " been set at the basic rate

of income taxr"currently 25 per cent. Large companies,
defined as those with profits of El/2 million or more,

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

of the lowest raE;s of tax on company profits in the
180, oo amd £ Vo nullion

world. Between[?hose two monetary limItéiE;;;;;ggggggg::>
CFT'S I v gate3~a1:evpayabéejf t(pu,hvc rake of Fax 15l vany hc‘wtt).
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8. I proposg[?o leaveLboth—the~sma&%——eempanté§"f§fé

an@]the main corporation tax rate unchanged ‘;
\nu%%MASﬁNSMMAéMMKCA¢ﬁ;L

But I propose to increase th%(

substantially, by 50 per cent.

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
£3/4 million. These changes will reduce the corporation
tax burden for Ehore than half of all those companies
that do not already enjoy the‘;><5 benefit of the small

companies rate7 X con-Petnits Rlbove [l Suea it
,935(}\{,, L\!ﬂ.\_AP

Fvostiarnaove
10. Z:?mhe 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
Hemernily, Wmquoked five ov foner resple -
companies -Lyompanles that are controlled by) [insert

simptedefinition]. A Sunell ninu-dnes ol Lepile ( wing el—f'dj

. broad;\lﬂ , five ov Ceanes (e efSle

t e T The rules for the so-called apportionment of close
b CWAL

companies'égreéétéaare notoriously complex, taking up

some twenty pages of impenetrable legislation. These

rules are no longer needed and I propose to abolish

theck
them. I believe that manymf thousands &f

small businesses, and particularly family businesses,

will welcome the removal of this burden.
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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
Mmook of oi~d othhtr vetkmert vaconre

which does not distributiéfts profits/will therefore be

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

income tax.

13 Z,When I doubled the scales for the taxation of the'

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

d ‘
made it clear that this still left E§he——eempany——car§ﬂ )

d4c
IR

14. Accqrdingly, I propose to increase the car scales
¥
byZfanﬁareher—faéﬁ—per—cene-for 1989-90. The yield from
£ leo 20

this will be g}&ﬂ’million in 1989-90 and £ million in

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

e

15 There 1is one further tightening in tlAfs general

of & ; beweplz :
area/which I believe it right to make. I propose to put
CVC‘ ,L*’:) ).

the extra-statutory concession whichtielieveS'frcm“taia

payments made by employers to employees to cover their

incidental costs when they are required to move house

because of their jolb

at the same time the extra-
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. Cxtrac
(s&irLL& %&ij statutory concession which at present exemptszipousing
oLhc Péwd h\,1 (’*,«,\pto%c r
'R x when the move is to a higher cost

Wil ke uJNLQJQALA
are?ﬁ-since this artificially blunts the market forces

which should be leading employers to consider locating

in lower cost areas.

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.
l*fk' e However, I have to say that I find it one of the most
‘“'\"‘"‘3 % ﬁﬁ:t—a;};le I have encounteredL Certainly, there can be
%HS a &“FG&SLJ no question of any change in the present system until a

thxoVK/ /

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.

3 Csweps] L
[

proposals

F&T

Lastly, on the business front, I have a number of

ake the VAT system less burdensome, which

\__’
should be of particuldar--help to newer and smaller

i

\
businesses. In this context, It\\ié\\girticularly

encouraging that over the past year the number of

| harve aMln ambavised theusue o & commiibive dsuimeny

m e Itatmonk of wrertat and cwven oy sw, [whm

there iy & case fov SAmphilgi ng Jegndapvia e LcﬂulMxm/.
i ([t wp A |




inesses in Britain has been growing, at the record

LG M1 Qyex
rate 1,000 a week.

PP ke 18. First, the present time there are both
[ CNE
[ oo quarterly and anmuwal turnover thresholds for VAT, and
CamT] ; it leok adaaind Gind fpnbic Pate
~Eedii et pusinesses are required™to say, if they expect to exceed
¥ q Y, Yy P
o b | Te Gt ntnc)
C&6M] [ either of those_ | thresholds over the coming

twelve months. I propose to eep away both the
quarterly threshold and the requirement to predict, and
introduce as from today a single annual st based on

turnover in the preceding twelve months.
i e Y

i Lo, on it buaniness el

LL,QP I~ 0
P b ]

o W~oVE ] ;
£23’V00, the maximum permitted under European Community
law.

. Second, at present the VAT default surcharge,
whose fﬁtno@uction has led to a marked improvement in
compliance, iskset,qt 5 per cent for the first default,
rising by 5 per cent stages for subsequent defaults, wup
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. i S

aiwve- propose to increase the VAT thresﬁgia“to
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Third, there is the perennial problem of VAT on

bill. Bad debt relief can then be claimed only where

the debto has been formally declared insolvent, a
requirement \which, for the smaller business, is

frequently pr\\sbitive. It was partly in order to meet

this problem thaéﬁg introduced, in my 1987 Budget, the

option for traders %@th a turnover of under £1/4 million
\

to account for VAT onﬁa\cash basis,; s0 that' ‘no VAT “1is

due unless and until the@bgll is paid.

N N
N\
Y
N\
\ \

22 But there remains tﬁéxkproblem of those traders
with a turnover greater than £l/:&@illion, the highest
figure for which I was able to geéﬁge a derogation from
the European Community's sixth LVA%\§ directive. I
therefore propose that, as from l“Qé%gber, all debts
which are more than 18 months old and ﬁhié@ have been

written off in the trader's acéouﬁtg should

N

automatically qualify for bad debt relief. \

23, The total cost of all these VAT reliefs, Sver and

A

above the cost of revalorising the VAT threshold1 will

be £105 million in 1989-90 and £270 million in 1990591.
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TAXES ON SAVING

CST reda}t cttrcbad - Hobes ne (o deopessive .

24. I now turn to the taxation of saving.

25 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

7< u< s crea
A”Vﬁh“) of providing greater tax incentives i qz}

264 Certainly it is desirable that, over the
medium-term, we generate as a nation a level of saving

high enough to finance a high level of investment

A»-.MW
QO 6S. M Githoutthaving to rely too much on] inflows of capital
A
[ CSTJ ¥ from overseaEl.
= e tokall t\a of Saviags Wit e €0 pmem g - e
gl Pt BY Il LSS e Aansl juclhodde
FET / 27 But what matters here is not personal savings

alone, but/corporate savings too, which are running at

verrd Budpel sl pl

¥ Aﬁ historically high levels, and [®'ven | public sector

AA ‘ of conrse beein lopocl
gl SwoM | X savings, whic i
Pl ) :

considerable time.|

28. Moreover, the fall in the personal saving#,ratioi

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

gross saving net of borrow%fS;Ifas—eccurred—as—a—resu;t

f the sharp increase in personal borrowing. And the

hoos sl ceenrved lecawnse ovoss
| s

ﬁané.wg L\ﬁVDFzJ&£¢\ )\vadkaw? 1}
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appropriate remedy for that is to raise the cost of
cd e rehon. (v Cadi'tp ey
borrowing,| as we have done.

(?ué]above all, it is essential that tax reform is

seen in a medium-term, even a long- term context. It is
L‘&ngf LS st el g U—EMP&««[’ le'/

wholly inappropriate as an answer toz_E?hat are

essentially cyclical or even conjunctural difficultieé}

[ﬁn that contexEthhe Government's policy is clear. I%

is to strengthen and deepen popular capitalism in

Britain, by encouraging in particular wider share

ownership.

M IFy in doingmmgb\w the overall level of personal

S

fsav1ng rlses, well and good; but that is not the object
of the exercise and 1is something which in any event

wouldk\ply become apparenelsver the longer term. Over
e 5

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.

| cor 10ty cntn e Tlat lhns yee ﬂﬁ,//
b S

31¢Li'rhe latesf:) Treasury/Stock Exchange survey,
: 8 lotws o) Snlllry fd (T ot D001,

conducted earlier this™y aZ. fheére are now
alw~e3¥ 9

z: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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there are now more individual shareholders than

32 s The privatisation of the water and electricity
industries is likely to provide a further impetus to
popular capitalism over the next two years.

Aﬁ\ s 3a3. Meanwhile, I have a number oﬁl?easures to announce
today to the same end.

/[T
‘ A &
34.A; Personal equity plans weﬁe first announced\vln my

1986 Budget, and started up in January 1987. As the
House knows, those who invest in these plans pay no tax

3< - dis) L»j“f Wi oS, %——a}iﬂhe dividends they receive or on any
P A es Vi binb Covnata

ok el | ﬁﬁia-figanﬁh capital gains they may eventually make - indeed, there

clito- IR ,R 7[5%44r~aefmaily——bekno need for them to get 1nvolved 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

FgT) R, e l El/2 billion between themldlu;' 1€7.

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

1%2 . XX down considerabli] not least as a result of the changed

10
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climate in the equity market since the October 1987

StoM

Stock Exchange crash;7 57,

Fk,v Mnar [”C o %L

)( P i o‘give them a}ﬁéw lease of

Tife. |

38. 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.

39 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,

Theve WL hpirtaresr e oo
Jo-$ 5 and replaced simply by thj.requlrement that, to qualify

neve S et 2 R gy
|Fa a unit or investment trust mgffagégr
'——-—L hE——

i b choge ol e
M invest-ed- in T{I/equltles 1 mf (’,-C/kl,ff i o (n W
L EN Sasdd i s )

as&x e wetrina of
vvestiogun by sl Conpéties

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

éi§%*¢’vvyb nvested—in a PEP. I propose that investors should also

Lo res -
. l.of be permitted to place renouncea » rs of allotment,
2.xe.£ | ~4 P &

Qhe ) obtained by subscribing to new share issues, including

privatisation issues, directly into a PEP.

1k
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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
more flexible, better directed to the needs of small and
new investors, and cheaper to administer. lVThe
substantial 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 - particulax, 1 have'not been‘persuaded to replace the
complete tax relief 6:22§£2;:;hich is the essence of the
PEP scheme, by tax r;lief on payments into a plan

instead - not least because,[;hile the degree of relief

is in prlnCLple the qégé in both case%:}Ehose countries
0l SoLoS h\_rd’w 8c NW

prevent abuse. I am confident that the changes that I
have announced today will enable personal equity plans
to play an important part in stimulating individual

ownership of British equity in the years ahead.

42. I also have a number of improvements to announce
specifically designed to encourage employee share

ownership.

43. 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

benefiting some 1 /4 mllllon employeesy/ E;——propose~
7 :Jthe annual llmlégin the value of

shares which can be given income tax-free to employees

under all-eﬁployee profit-sharing schemes/jfrem—£1,250 to
£2,000; and for the alternative limit of 10 per cent7of

raise ili -

44 . Second, I propose to increase the monthly limit

for contributions to all-employee save-as-you-earn
AN op Ty L~ <’l“"e
/ ﬁémes from; £100: to £150, “and E;t the same timé]to

double the maximum discount from market value at which

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

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

concerned that current tax law may be inhibiting the

Rette s -
\Q.OKL{QEQHC»\\EQ development of employee share ownership plans, otherwise

s T
\'FSTJ corporation tax relief, provided,

Mede 7;‘ lAJL‘«" (<
C»:Lur'w Esof I§
r;\ut\u,;( fbit g bhm

IR coevn (Hm ;_\3,

known as ESOPs. (Insert brief definition/description of
52z what an ESOP is.] I propose to make it clear that fon

companies thaﬁiplace their shares ln ESOPS:/qualify oy
( theyA meetS certain dﬁg?
T /l‘}l' N
; Lrink
requirements designed to ensure that the shares/ become i

( k-_/;kfd\]

directly owned by thqiilemployees within a reasonable

h’w{fﬁjWJV&[JJ)j time. I hope that this will encourage more British

TL\/VD PC(A?_; 3
| G chtﬂ4 L2
(/\LJ ot~ |

FsT

companies, particularly in the unquoted sector, to

consider setting up ESOPs.

I evenndle U=

WL e Cane
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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.[fhﬁd Mo S2une
IR berepl car flo Rrone RN - reloked pay - ]

H

<
47. 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.

48. First, as I have previously announced, I propose
Lot guatify fov tiae bax rtleef, ~
to abolish the restriction thag(proflt-related pay must

ke = {2-?’!“ ed (S
Khequal at least 5 per cent of total pay. Second, I

propose to raise the 1limit on the annual amount of

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

to £4,000. Cuedble &L«.\F{«Ojé\lf IS Lok
\égg_scL¢u~1s ferr

49. And, third, I propose to Em
EL ol ofiar Corald JS
cq;gnnﬂﬁﬁhﬂzj heaéQuartersAPnltsf§reﬂausing the profits of

the whole company or group for their profit

calculations.

CiR swggesy od d back matesicd inl»efu,‘v]
50: 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



share-owning democracy becomes ever more entrenched as a

part of the British way of life.

5il.e I now turn to life assurance.
r [ bu~iqg vx.ej
FQQV 52 The tax regime for life assurance is sui generis.
g A
AA The presesmd ivdvens deatbes back L5 v Rl LoD LYAS abno /
>( [: as developed over the years in a piecemeal

way, leading to a state of affairs in which the
incidence of tax 1is extremely uneven, with some
successful life offices paying no tax at all.[zkud don-g
PsTliek?] P M»;L\cl darl Lnffesiy & Covve s e Or'ip z‘_.uj bnfrar vtk ]
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 1life assurance

and most other forms of savings. Accordingly, last July

e e o e et

) e the Inland Revenue(issgig)“with my authorityZ_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

|f§\ Y account both of the E%ef%heeméﬂggj changes to the
~pLlatiow of g
[ﬁi ‘x~E;egulgzggzjégggimg__igrillife assurance proposed by the

Securities and Investment Board under the Financial

Services Act and the prospects for increased competition
G AG;( within the European Community after 1992./¢§n the 1light
AR Thak ir warld not — -~ ———— ] .
buvmhﬁ“/ic"VnWWIYWM f these factors, I have decide to proceed with the

FST¢\Q Emore radical:] reforms canvassed in the consultative

[iW\HVTirZJM(5J ?R¢+%£
sHCud 'Play fov & R40]) 15

CST cleo chetiles ((See Lis nunpke)

mm—




=T /‘a Lin o et o pes e =& ».:() Py Qh‘c£ rif/
Jc (L A
& Sulos s
Tec documenz;'(fBut do have a number of
i b5
g Te changes to propose, based for the most part on the

general tax reform principle of seeking lower rates on a

broader base. [—ﬁ\t 0 B (A;vv(,,? 7“7\! /"\(J - 1 na f’L’t— é)( #(”»7

<

e W bt o't eg i e V\QA 5 oA rect tin vesVinata ri“;
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X¥ 54. First, many life offices run pension business
X ;
'R aloppede ollnss

(:as well as a(life assurance business, and they are not

Crt redad lex P~AP54u
| R required to keep the two busin$;§€§zz§€§g;a522

enables them to set the unrelieved expenses of the

pensions business against the income and gains of their

fe- Life longliess Nolids -,
- &ﬂ_\QZqE;fe——fﬁﬂdS} Lhus giving theiﬁEngsioné]profits unduly
Oy onib - C“, —

favourable tax treatment. I propose to end this
anomaly. /"ouwd otlaar clhbingpes Linher dod G Q?TE‘““j
T [ e colcladion fi e b of pocmrons)
L imasywss Cth 6= WbVt COumereled fopli ;-4,;:/

Tl tomils €S 556 '« This change,Zthlch will come into force on

enplasice S-ole 1 January 1990, will yield £ million in 1990-91.
%'ux% we Wz | Lre
3 The remainder of the changes I have to propose

constitute a balanced package which, overall, [}ilgj

M vie He Lin- Hiﬂ«u
IR t{ Jhtly‘%e uce the taxation of life assurance. (E;pe?j

56. I propose that the expenses incurred by life
offices in attracting new business should continue to be

i h)tLAAV fully deductible for tax purposes from the income and
4%45P<Abmm
A gains of life funds, but spread over a period of seven

= \\)N M —
years rather than/ immediately, as now. To give the

industry time to adjust, this change will be phased in

Ee:w 9 deduchble
AA
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starting on

the next four years,

gradually

1 Janua )Mﬂ O/

certain other, even more technical
in the consultative document which will

and any

Sl There are

matters raised

require further discussion with the industry,

IR

legiéigllve changesz will have to wait for next year's

Finance Bill.

’

oA & z im ’ P V“f’hg_&'y
5 ere and now,tLgs from 1 January

And I
of

58. But I
abolish Life Assurance Premium Duty

1980,: to
also propose, from the same date, to reduce the rate

ITe ~L«rqlxntr1£1£ Si-ore Of
tax payable onZLthe income and gains of life offices,

which at present stands at 35 per cent on unfranked
and 30 per cent on realised capital

investment income
js ' g{wg 5a.p\ﬁp>< gains, to the basic rate of income taxEZ—S——per—een%-

a8y

JC asndn

Wit np with

para CC -
CL&Vﬁ}gJ

59 l_nThe net revenue effect of this reform of the

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

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

in subsequent years.

t:é%gnabove all it will provide a more efficient and

equitable tax regime for this most important industry

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

draft, please]

61. I now turn to pensions.

ke piia IR
62. 0Of all forms of savingvaEhe most favourable tax
treatment is that accorded to pension schemes. This is

necessarily circumscribed by Inland Revenue rules.

63 [Z- do not propose to do away with such rules as a
means of limiting the tax relief available - indeed,
there 1is a case for tightening them in some respects.

BéE]it is quite wrong that tax 1law has, effectively,

xcometho set a limit on the overall pension someone can

ﬁgj&tpjffﬁt /”’(//receive. Accordingly, I propose to remove the obstacles

<

=

FS.T & o L 2

e

Pk Linck Nvek

AR X

in the way of employers setting up pension schemes to
provide benefits above the tax 1limits. Such "top-up"
schemes will carry no limit on benefits whatsoever, but,
equally, will have no[%pecia{]tax privileges. Employers
will now be free, therefore, to provide whatever
pensions package they believe necessary to recruit and

reward their employees.

64. Another anomaly with the existing tax reliefs for
akal\
pensions is that there is no 1limit to themj —i cash

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

18



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

5 L % Of course, someone who receives a very high salary
[Commeinsiale
XA will expect a a comparable level, so as to

SioM

% maintain his or her standard of living on retirement:]

%%g: B e \\\ﬁ But given that one man's tax relief is another man's tax
28 A ¢ S g ™ \

(e N R Y ¥ L\ﬁ«d’f’
oot reeied
)

7 3

increase, andlgih the light of the income tax reforms I

introduced last yeaEZIit is hard to justify a state of

= affairs in which the tax advantages of pension provision
[0 mode R

et D{ Pﬁnz-*C£7>are available with no upper limit whatever.

85, 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
Wil aundienct

[ LM ‘{ first anomaly makes it possible to act on the second.
Do - -~ SWHY

66. 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 1line 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.

19
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67. 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.

68. The introduction of this ceiling on tax relief

also enables me to simplify and improve the rules for
] S

the majority of pension scheme humpers, in‘particular to

improve the conditions on which people can take early

retiremenL.E;?uli—detaiis—wtii—bé'iﬁﬁIﬁﬁéd"‘Tﬁ' a press

69. I also propose to simplify very substantially the
(rf:) A k«‘/c"s ?
e rules concerning additional voluntary contributions. 1In
JG" & G\rte S 2O i~ ANCs

IW1>< particular, the present requirements/ place

o

eavy
administrative burden on employers at the point where an
employee wants to start paying AVCs. In future, the
necessary checks will be greatly reduced many cases

employers will not need to be involved at all.

( At pfésen »y if AVC investments perform very well,

occupational pensions ma§zhave 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
Aol ous
will remove th7£fenalty on good investment performance.

70. These changes should give a further impetus to

saving through AVCs.

el 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.

25 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
sSowg
intend to remove | the’) obstacles to greater individual

involvement in personal pension plans.
T35 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 indexe%:zy

74 . 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

/Q >< MAVCS.

95 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.
76. 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



D 5 O e Ct¥f A L D
B2 % Y 3 i : » o .

ow
A an even more marked effec?{?n encouraging the growth of:]

personal saving.

PR
o
e XX T7 . I refer, of course, ependenation. For

Eﬂmx ? AC}T) there can be no doubt thatL;he grea%gs?ﬁdisincentive to

(R, J&

//// saving in the whole of the present tax system ié? the

treatment of the savings of married women, which have to

;\::\ be disclosed to their husbands and taxed at the
:F 4‘$,£m;k " husband's marginal rat%f In particular, those married
iﬁtt‘b?rlgn‘if// women who have little or ﬂo earnings will be able to set
2 their personal allowances against their savings income,
Lol N | ["iE\many cases remoying such income from tax altogether:]
CRT ? 'AEWVPA) : ‘/briéf“annouﬁéement of new publicity leaflet: IR
’Ef N P
t@ drafti) . )
785 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.
oo
lﬂl, vl 79. I have three other proupusals tofifiake concerning
capital gains tax. First, I propose to abolish the
2 AA general holdoveﬂrelief for gifts.

fhéfit%g(b% lex ot . U C. ﬂm@§oq;ﬂ%¢uu,‘ﬁwffjétkb!ﬂr€ 37 S
IR i i Y R | + A

N o0 \F{.u b€ Tdaesobe hoe v ﬁq nl lhaxk yeoor, oo Pt Ao Lk&{ L™

kéumj‘my Recome G kbl [Nopa. Inlaa-d @ everte offn'ud T Ev (T‘i B OAA

e sl feahrer oY L K2 dvtie,
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' 80. This was rightly introduced by my predecessor in

;Xg‘ iégggi, 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.

81. But while the general[holdover relief will go, I
propose to retain it for gifts of business, farm and
| cung oy fis N%&Jf?Lﬁgff&c~u§u\mnsdf:¥£clﬁargﬁéalwbﬂﬁﬁMfg
K heritage assets, and also for all gifts to charities/ Ilaxe.

And of course gifts between husband and wife will

A A N continue to be exempt. IR
‘> ‘L\ W'h‘./f‘ef t'l,u,l JQC‘L‘ 'C.\,‘

CYTSE ¢} e Viowel ~ WoIg S Cetorzdlg
eawn hewnelt, ko g3
We 4o ¢ :;“['."v_f 4

ChoMehs relaef , wnd
whiith itepay

a;r:s}already exempt from capital gains ta it IS

% propose to 4(ﬁoubl§[? the chattels exemption limit for
¥ capital gains tax to/(§6003)(

A’ G T % \ > j________w_.. —~———~-—-———-~""'1
o ’ v bt S0 resuc AR
83. /ﬂ/‘ A e ol :

e ‘ EE&y—;ast—eapita&—ga*ns-zgx_praposal__aﬁ- to change

W_‘- -w, o) 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.

al proposal for the taxation of savings

transactions. I halved

concerns stamp duty on

24



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

now have to decide how to adapt it in the light
X

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

\

\
paper tra égctions and move to a cheaper and more

N
efficient electronic system - a process happily known as

.\ \
dematerialisati@q.
86 . Stamp duty 'on ochare transacliuns have been a
useful revenue raiser ‘over the years. But “tf sits

uncomfortably with tﬁe Government's commitment to
encourage wider share owhefShip, and puts London at a
competitive disadvantage to'\ those overseas financial
centres where there is no tax;\gn share transactions.
Moreover I have to tell the HouSé\;hat I have found some

difficulty in solving the problem O%\?OW to apply stamp

duly when there is nothing to stamp.

87. I therefore propose that, as fr&hkl April next
year, the earliest date on which the Stock_ Egchange is
likely to be able to introduced paperless t;aﬁﬁgctions,
stamp duty on share transactions be abolishe&\‘ The
legislation will be in this year's Finance Bill;‘gn \ the

\

cost in 1990-91 will be £900 million. ;\ \
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of one a Budget. \\\\\\ ‘
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brings the number of major taxes I have

Chancellor to six: an average

TAXES ON SPENDING \\\

89. I now turn to taxes on personal income and
spending.

90. 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,
Gwm
C.'&QNME? XX [Eowever modesEZ] to assist charities with their VAT

bills. Accordingly, I propose to relieve charities from

VAT on [complete list].

= 2

e = e e

[C-,M— = 92. I also propose toAM’anrg leased @

(O coNaS . Gl
i) GNﬁ&““@k&; disabled by Motability
ek ASES tlas, Mo’ o
M-bility only one &b presect | 5 VE

ol d  fislucl sLal Nolb\
R o a0 | g, S 1§ C:

Aiczloned drivery %C)’J,

[ito cH EJ
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\< 93. it 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 1l1limit. I now propose to double that

limit to £480, or £40 a month.

94. But for the Payroll Giving Scheme to achieve its
full potential, it 1is clearly necessary for the

\Q L aNe Ly

charities themselves, and others involved, to mount a
: : L &L\» ~ZA_ {V el

— o A °“ﬁ“JL*‘major informatioq/campalgn about it. I am particularly
(Cavl r C ‘i iﬂ,i * I‘[ (‘: e

L, lad that my noble Friend, the Viscount Whitelaw, has
P ? g

agreed to become Chairman of the new Payroll Giving

A‘c_c OeAC ’ Ciry

teeﬁ which will co-ordinate efforts in this field.

PMG check is para, pleas and redra as
necessary. ]

95% I now turn to the excise duties.

96. 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
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is committed to phasing out leaded petrol altogether,
and 1in 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. g
But although sales are undoubtedl rising, unleaded

; C+e - v, g aloon
LfL“”“ﬁ*L$&;1_ petrol _stitl—accounts for per cent of total
yl2 5 C% | %

o petrl savings eren though two-thirds of the cars now

A X

on the road could use it, either without any adjustment

! N W A
- Eﬂﬁﬁﬁ;‘a'iﬁ or else with a conversion costing only some £15-£20
Souvie , elaine
"kh G At - E (c ).
S ome COF hasre|
-
97 One of the problems is ignorance of the facts.

Many motorists do not realise that their cars can

already use unleaded petrol. Many others are unaware
\ D»OU (A/z-;"weafvl’
C+E (’%L&Lj>how modest the[?onversioﬁjcost is. Many aﬁi under the
] S
CAE false impression that, if they doE%e— to unleaded

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

petrol. Others wrongly imagine that their «car's
M ES»; V\"T*f Cen «\.W,\
CC* i] b performance would suffer were Lhey to use unleaded fuel.

98. 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
N2 a s 4

C‘{‘f reducing the tax on it by C

gallon.,7 If this reduction 1is fully passed on to the
‘I

(it ol g B el
dffertic] Shaimds af efonid ‘ 28

|
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customer - and I look to the o0il 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. (jCLA YRA 1~ Ajf(wi of ﬁij\ > e
N »’.?Nf 7‘73__,‘
995 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

C;Aq XXwill be [:r 1eas§] as high as that of four star. This
\Erconpe Qasepes L5 ploneond
7(should(: out of two Star petrOL,

GM dislihes
+8 oM

which is already down to 6 per cent of the total market,
thus enabling garages to switch storage capacity and [zn
some cang]a pump{jtoo, to 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 chanyes I have
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.

101. They will of course also lead to a 1loss of

revenue. I propose to recoup this from Vehicle Excise
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Duty. A the present time a bus or a coach has to have
66 seats Dbefore 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
that they cover their track costs. I also propose to
increase the raof duty for the heaviest
non-articulated lorries, to put them on a more equal

footing with articulated lorries. F%inaii?"ﬁﬁ“V@HIEle

ol fau~e Exeim&—%hﬁa%——l——prepese—iﬁfgfﬁjﬁﬂjf?'ﬁgﬁe system by

2
reducing the number of separate rates of tax fro;izgﬁi;
79k

B )

= Mj _,zw tle rmavin vades o} VED ltuncloinged ]

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

the rates of excise duty.
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2, Again, I should be grateful for comments by close tomorrow,

Wednesday 1 March.
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TAXATION OF INCOME

103. Nor do I propose any change this year to either

? the basic or higher ra€§§9k income tax.

104. I propose to raise all the main thresholds and

‘ allowances by the statutory indexation factor of 6.8 per
| (:O\‘ Qz\(é‘»t«».‘b‘ e

Cae W f cent, rounded up. Thus/the single person's allowance
hﬁA : will rise by £180 to £2,785, and the married man's
SuPlbied ?| : : 3
el Sl €6 allowance will rise by £280 to £4,375.£j&he 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
RIS age allowance by £350 to £5,385. The higher of age
X allowance will rise by £230 to £%540 for a single
X person, and @or a married cou ;é by £360 to E%ﬁGﬁ:J
(ST«
hn 1487 | 105 I have a number of measures to help the elderly.
v brodnted & Pl e

C§ propose that th%thlgher age allowancq" which —are-
| nerd Eroptee 15 exberyd hia I§
eurrentty for those over 80,

all -#hese~ aged 75 and over. [Bmis will take an
L Mu FC@,’J&.{’_ WA ;".‘FA COLn fiéj

]

1&1» jjf additional 1245 00qgﬁglder%y—ijensienefgj out. .eofi tax
: altogether )/ Rt & contequente 3/4 of &l Wse

4 i 1~ )”“_
Oves }\ L AL V\_CL he WLelde B ’é-"*vj

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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P ,;;) !Li ‘lu > )i‘a ?: ‘TE“
J\C;ﬁ{ p“P\>< allowance is withdrawn above this income limit-d E‘:ZI

propose that in future it should be withdrawn at the
LQF 75“..&, Oy a8 _J ( e &b-r-;f e Tl-¢ (% [/ 'V’_J
\ E?“rate of £1|for each £2 of incoTzﬁ instead of the present

ol be ~» withdrawal rate of £2 in every £3. This will mean that
Mt itlads o U C DUl
the marginal tax rate for those in thléégncome and/w1ll
:

be reduced to well below 40 per cent.

107. The Finance Bill will also include the provisions
‘ SV O

™. to establish the new tax relief for the
health insurance premiums, which I announced to the

CeT House in January, and which will take effect from April
LT

next year.
Lwave oe (W\ITLL/ (‘“LMP
t?.{f‘“‘rl‘ W et O he 1\33;.; M :u

- e L
) Lo o v
|/ e AN

; e vw‘(‘eﬂw {
P.Me X XX 108. Lpnder the‘notorlousaearnlngs rule, any pensioner
cst 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

£1 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.
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Aoe dA 110. Of all the pledges in our 1979 Manifesto, that is

5/ PMer

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.

F11 s =the cost to public expenditure will be
£[X] million in 1989-90, which will be entirely met from
thel Beserves.” But the true cost of this measure will be
considerably less than this, given the additional income
tax and employers' National Insurance Contributions that

e\
will flow from the increase in the numbers of eldé;{;%?%1~dj

work, once this harsh disincentive has been removed.

112. 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.

113. I am sure the whole House will welcome this long

overdue reform.

114. 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

33
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BUDGET STATEMENT: TAX SECTION

e 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.

A,\j'_):,q A S

MOIRA WALLACE
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NATIONAL INSURANCE CONTRIBUTIONS SZnglg g

X over(s
I have one further measure to propose. M -

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 proauce 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.

[i:ﬁgiiﬁxe_i%aféqh%—te—keeQXEhe step which has always

existed at the lower earnings limit, where people first
come into the National Insurance system,[?.::z:ﬂ::haﬁ]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
£1 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 1is the most
effective measure I can take to 1lighten 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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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 mey have on the
draft as it stands. 1In particular, the difficult points seem to
me to be:

(1) where do we put the passage on statistics? I found it
difficult to attach to the passage on grcwth in 198
and for the moment have left it with investment. But
there may be good reasons why this doesn't work.



(ii) low 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 adiusted 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;) Crin e Shovirei~ e techer O tle LooN@ . &9 — PZL(?\27?
3. I would appreciate comments as soon as possible, and at the

latest by lunchtime on Thursday, 2 March.

f\/\’p\_\x ¢

MOIRA WALLACE



chex.ps/mw/3

The economic background

1:s 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 achkievements, as
well as charting the course for the future.
Seen @

2. Our first ten years in office have

—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

/l/_;}V‘I
test -\in two overwhelming General Electior victorie

/
W”J [w{ a/hrrJ fle 1S)5le 'J/ Bl é/ C‘"‘i‘- mic bk & 5 te “’”i\}ﬁnl(
3. 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.

4. In an increasingly open world economy, no nation
can be insulated from the impact of events like these.
chP f“b A0 o

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
‘ CBWﬁ‘%% pelvier 9Ti¢c ldv A 4”7‘
e . ] — 187
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times, and excel in the good ones. This is exactly what

has happened in the UK.

s - First, we got the policy right. From the very
e have Pl

beginning of our time in office,Lphe determiﬂ?tion to
bear down on inflationLat the very heart of economic
strategy. This we have pursued consistently within the
clear and disciplined nominal framewcrk of the
medium-term financial strategy.
Tle renth tre dece

6. l 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.

e The Dbenefits of lower inflation ard a clear and
disciplined framework for the medium-term are felt
throughout the economy. The knowledge that the overall
financial framework is prudenlL and sustainable has given
business and industry the confidence to expand. At the
same time, tax reforms and 1lower tax rates have
increased the incentives to enterprise, and structural

reforms have removed the disincentives and barriers.
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145 Nor :is - it -only at home that we have been
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accumulating wealth. In—te;m7io net overseas assetsy)

}l,the~UK“is“nowxinmthewtdﬁ‘[three] internaticnally.
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12, 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 rolicies 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.

133 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 c¢f 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.

14. i i i i YOow

: i of
il
the last 8 years contlnuedLWLth a second successive year

of GDP growth at about 4% per cent, [the first time this

has happened since the mid-sixties.] Manufacturing



output grew particularly rapidly, by [5% per cent in

1987 and] vver 7 per cent in 1988. It is now
[ ] per cent above its previous peak ir 1974.
15% Unemployment fell by more than half a million.

[LFS Bull points.] Productivity growthk 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 v strong
indeed\in 1988, probably well into doubls igures. But

the recorded figures for investmenf/ growth show a

smaller incre This is part/pf'a wider problem with
economic statistics gene;glly. It is perfectly clear
from the well known 's;fé;ancies within the national
income accounts t@pf/kh estimates for exrenditure, and
of investment ﬁpéﬂding in “particular, are completely
inconsisteng//;ith all the other eviderce. [Mention

Stats Re-{é; or not?] [In the meantime we have to take

the

ost sensible view we can of at is really
happening on the basis of the raw data we hLave.]
fr HB s118) L z;n élas Guke ) 4’ a
va S
17. _In a recent article.Lthe 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 describec fully in the
Red Book. More detail is set out in a working paper
being published by the Treasury today.

Inaskmatb (n K Ly clech beenveqy shrny. Oy i) Jemab s
18.——On—the—basis of this exercise, I—judge that
invesgg;ﬂt grew by some [X] per cent in 1988, a figure
that is consistent with all the evidence from
independent surveys of investment intentiors. 50, % foxr
the [Xth] year running, [or X out of the last Y years]

investment has grown faster than consumpticn - in stark

contrastitor ., .. best comparison].

193 However, although consumption did grow less
strongly than investment in 1988, there was still a
*3::f;ed 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 tu.snover 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 feat of the MTFS is that it points

policy action when things get off
track in o way or another. Accordinglyé]fﬁls increase
in inflationary pressure has been counterec by the only
effective means: a tightening of monetary policy. Over
the past [X] months there have been increasing signs
that this firm action has beyun to check the growth of
spending by households, although, happily, there seems
to have been [relatively 1little] falling off in
investment spending. The housing market has cooled
down, particularly in the South East, with lending for

house purchase rising much 1less rapidly than in the

middle of last year, and house prices stabilising in
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measures will fall] |with-RPIF—inflatiomr —itself—cominyg

back to 5% per cent by the fourth quarter of ihis year

and 4% per cent by the second quarter of 1¢90.

25, 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
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 1likely to remain high the medium-term

growth prospects are good.

26. 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 hicher 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 [?hich I now judge to have been some
£1010] billionE) 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.

o [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.

C}o far, actual inflation in most ntries has increased

only a little." It ig.¢ rly desirable that monetary

policy should be” used effectively to counter ik;7 We

must also look to see continued co-operatic monetary
and fiscal policy, to help th process of reducing

imbalances and to maint%ig//fﬁé much greater exchange

stability of thé/bast two years.l‘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.

o The central role in bringing down inflation belongs

to monetary policy - i 4
Un b men w0 vie # T

stanee~ short-term

interest rates are-the-essential-instruments—eof monetary
policy. [Interest rates will be kept at their present

level until inflation is clearly subsiding. Thereafter
.
uabnt . they will be kept at whatever level is necessary to bear
P

down on inflation. ]

3+ T ultimate objective is stable prices. No

Government can be proof against short term fluctuations

") o (ﬂ‘ /mmin)
along the way, butLGovernmenqﬁ can—guarahtee—the—witt to

ensure that they are only short term.

LGpr
4. The determinatien —o interest rates at the

needed
apprepriate level _-—hewever unpalatable that —may be
Jl\.n

sometimes - is - the-key to bringiuq;inflation dowh-+—And-

it does require determination, f%r higher interest rates

are always unwelcome to home owners and other borrowers.
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f
untold damage der@ to working families,Lsavers, andL;he

whole of the nation's economic and social fabric.
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5. A“Jt.nterest rates are clearly the best directed-and

most—effective instrument to deal with inflation_-im

gereral;—and  particularly—with—the pressures we -have.
A > oL}

6. 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.

7. 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 lencder 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.

8. Now all the evidence is that the tightening of the
monetary stance 1is taking effect in the way we
predicted. This is of course welcome. But the process
is bound to take time. I can assure the Fouse 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?]

9. 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 en 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 1let a
temporary increase in inflation lead to a lasting

increase in the pay bill.

Fiscal policy

OM,%(yu" ‘1/}‘"» "0 Mlﬂellg
11. A prudent fiscal policy is also an oeﬁera&——4kxnanﬂap‘ﬁy

‘maly P b

primary focus is the-medium term,—and—tke impact of
on ¢ obndle ovne Life medn
taxation, expenditure and borrowing oa—the-supplty-—side

ut its role is very different from monetary poiigi} ik

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 much
too inflexible for that: fiscal changes take time to

implement and are difficult to reverse ——FEurthermere,
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and

theweffects 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. ives are

best set for the medi nd set to embrace

which

tax improve the

perfor ce of the econdmy.

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 [£14 billior] in 1988-89.

13 This is a remarkable achievement né¢ a reward for

many years of hard work in re
e

other major country enjoys a/ébmparable Bucget surplus.

cing the deficit. No

The improvement owes/s6aething to higher tax revenues,
from a more buoyag;/é;onomy, and in particular higher
profits. Algpf/ the outturn for public expenditure is
likely to/pé/some £X billion below the totel we provided
for, d privatisation proceeds are also appreciably

higher than expected.
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14. but even allowing for these factors we should
still be contemplating further”débt repayment over the
next few years, and cap,be/confident of being able to
achieve the mediumﬁgérm 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. ;7

15 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
£X billion a year. 1Indeed, debt reduction on this scale
means that in this year's Finance Bill I skall have to
take a new power, not needed before, to erable gilts to

be acquired by the NLF, for cancellation.

16. 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 Governmenti'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 2% billion.

In T lu:) bem, o ] 4ad /u‘dm, %‘bnh’u i o ehere ¢ (olinte) beek.

17. It would not be wise to revert to-a—bégg;eed—ﬁudget

immediately. There are several reasons for caution.
Our present strong position reflects some 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.

18. 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.

9. Most importantly however in present circumstances,
with continuing strength of domestic demanc, it is vital
not to take any taking risks with the credibility of our
policies. A prudent fiscal stance will lelp maintain
confidence and provide a general support for monetary

policy.

Kb



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.

23 I would welcome any comments you or others mey have on the
draft as it stands. 1In particular, the difficult points seem to

me to be:

(1) 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.



(ii) 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 adiusted 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) Crim wt Shev it~ Mg techicr Cin Tlag LooN@ . &9 — P27’
3 I would appreciate comments as soon as possible, and at the

latest by lunchtime on Thursday, 2 March.

e Lo -

MOIRA WALLACE
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The economic background

L 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 achkievements, as

well as charting the course for the future.

2. 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 Electior victories.

3. 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

vil 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 what governmenlLs 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.

s First, we got the policy right. From the very
Nt heave Pl
beginning of our time in office,L;he determination to
bear down on inflation at the very heart of economic
strateqgy. This we have pursued consistently within the

clear and disciplined nominal framewcrk of the

medium-term financial strategy.

6. 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.

T The benefits of 1lower inflation ard 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.



8. We have seen the fruits of this ir a dramatic
improvement in the performance of British industry. 1In
the '60s and '70s the low growth of our productivity,

AL ou
investment and output saw us at" the bottom of the league

compared with ougzg:¥opean competitors. Ir 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, ”ﬂgZ;Z;;BTQ growth, averaging

i L
over 3 per cent a year. \
Chqﬁa Kooy
9 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.

10. And they are betger-off. For a married man on
.!\ é’ A//

average earningiA\take home pay is now almost a third

higher than when we took office. And they have shared

in an wunprecedented increase in personal wealth, with

the expansion of owner occupation and share ownership.



Y}«@:YAJ@T Lo \j\“g‘“?/
: the UK is now in the top [three] internaticnally.

NSO

o
&,{6\ ~5C

(R &

e

o<

11, Nor 1is it only at home that we have been

accumulating wealth. In terms of net overseas assets,

:.& f',\l‘\\

3.2 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 declire. Now it is
out-performing the competition, and the fpolicies 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.
f{[;{

13. It is against this background that we cén consider
developments over the past 12 months. Growth throughout
the world was more buoyant léétwfé;r than forecast a
year ago, exceeding expectations in each c¢f 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.

14. 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 4% per cent, [the first time this

has happened since the mid-sixties.] Manufacturing
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output grew particularly rapidly, by [5% per cent in
1987 and ] over 7 per cent in 1988. It is now

[ ] per cent above its previous peak ir 1974.

19% 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 very strong

P

indegd’ln 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/wqugiépigﬁuwggggfally. 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

%5

inconsistent with all the other eviderce. [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 lLave.)]

) &7 it 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 covar 1988. In order to provide a
basis from which to understand developments this vyear,
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 describec fully in the
[ver pehoowe

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

being published by the Treasury today.

18. 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 intentiors. 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 consumplLion 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 hancdling 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 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.

2L 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 counterec by the only
effective means: a tightening of 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 ' [xelatively : little]. falling  o£ff in
investment sbeﬂéiﬁg. The housing market has cooled
down, particularly in the South East, with lending for
house purchase rising much 1less 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, YO, has slowed

appreciably.

22. 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.. ot
the effect of higher interest rates has yet to have its
impact. Thosé[mortgages that are adjusted only once a

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

increases in interest rates.

23 Equally, with the obvious increased attractiveness
of saving at present interest rates the personal sector

saving ratio is likely to recover somewhat.

24 All this will show through in the ERPI 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 5% per cent by the fourth quarter of this year

and 4% per cent by the second quarter of 1£90.

25 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
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 1likely to remain high the medium-term

growth prospects are good.

26. 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 hicher 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 which I now judge to have been some
£[10] billion. But experience over the current year
shows that there 1is 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.

& [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,

Y
\though increases in short-term interest rates to counter
)

rising inflation may lead to some slowing through 1989.

T : . 3 X . e
| 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
,1’ N b . A o { ¢ ? b o
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imbalances and to maintaiﬁ?‘the much greatéf' exéhange
{ N

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. ]

10
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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.

24 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 1is stable prices. No
Government can be proof against short term fluctuations
along the way, but Governments can guarantee the will to

ensure that they are only short term.

4. 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
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.

5is 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.

6. First, they have an important influv=nce 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.

7. 1In 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 lencder to being a
substantial net borrower, companies' finances are in

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



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.

8. Now all the evidence is that the tightening of the
monetary stance 1is 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 relaxin¢ the monetary
stance before it is appropriate to do so. [Repetitive -

better here or earlier?]

9 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 1let a
temporary increase in inflation 1lead to a lasting

increase in the pay bill.

Fiscal policy

11. 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
taxaliovn, 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,



the effects on the economy in the short term are very
uncertain and wunreliable, 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.

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 [£14 billior] in 1988-89.

13 This is a remarkable achievement, anc¢ 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 £X billion below the total we provided
for, and privatisation proceeds are also appreciably

higher than expected.



14. 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.

15514 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
£X 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 erable gilts to

be acquired by the NLF, for cancellation.

16. 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.
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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 2% billion.
17. It would not be wise to revert to a belanced 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.

18 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.

19 Most importantly however in present circumstances,
with continuing strength of domestic demanc, it is vital
not to take any taking risks with the credibility of our
policies. A prudent fiscal stance will Lelp maintain
confidence and provide a general support for monetary

policy.



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 zZero. 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 1is a great

improvement, so we should work on this basis.

i I would welcome any comments you or others mey have on the
draft as it stands. 1In particular, the difficult points seem to
me to be:

(1) where do we put the passage on statistics? I found it
difficult to attach to the passage on grcwth 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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(ii)

(iii)

(iv)

(V)

(Vi)

How do we handle the numbers for t.e 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.

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.

CAimn we Shev it~ e fechor- O Tle boo®@ . &9 — PZ‘/O\27?

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

latest by lunchtime on Thursday, 2 March.

A~ P2

MOIRA WALLACE
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The economic background

I It is now almost ten years since this Government
took office. Andrvkoday 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 hé&e;been a decade
of -.complete transformation fé& the British economy. The
achievements of these years have been recognised beth
worldwide and - more importantlyf‘£0r~thiswiSWEhem§eai

test-- in two overwhelming General Electior victories.

"

(‘}1’*»"; Crveas Ch ‘\-e&»’“a L( en Cuebaavead

3. The economic strength and prosperity that--Britain-
has--enjoyed in these ten years have occurred-despite-
some--very —unwelcome shocks from the wider world-
Ac‘ch. economy-- first a world recession, then thke collapse of

0il 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.
eslaeets NPY

But what- governments can guarantee -is—that-they-will-put.

the right economic policies in-place, and stick to themJ

Provided—-they-do-thisy=they can survive the difficult
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times, and excel in thetéggd ones. |This is exaetly what
has happened in the UK.
pp o

5. [first, we got the policy righﬁ} From the very
rotbegroe=Prcl
beginning of—our—time—in-effice; 6 the determination to

) N
ke laen gLA

bear down on inflation at the wvery heart ofﬁﬁeconomic

\

strategy. }Thig“%é have pursued.consistently within the

clear and disciplined nominal framewcrk of the

medium-term financial strategy.

6. 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.

i The benefits of 1lower 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 sustaineble has given-
Kﬁhsiness and industr§ﬂ€he 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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8. We have seen-the-fruits—of —this—ir- a dramatic
improvement in the performance >f British industry. 1In

the '60s and '70s the low growth of our productivity,
J’« o
investment and output saw us at~the bottem of the league
S|

-compared-with our European competltors Ir 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.

9. This iﬁprovement 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.

107 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.



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.
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£z The last ten years, then, have beer a time- of
extraordinafy improvement to the economic fundamentals
in-the UK. When we came to pﬁﬁéi, Britain was a
éé&ﬁﬂébk-’ease~%géwrela%éve economic declire. 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.

13. 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 c¢f the major

1\ ¥
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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.

14. 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 4% per cent, [the—first time this

has happened - since—the -mid-sixties.] Manufacturing



output grew particularly rapidly, by [5% per cent in
1987 and] over 7 per cent in 1988. It is ' now

[ ] per cent above its previous peak ir 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 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 iﬁé&KLAE;crepancies within the national
income accounts that the estimates for exrenditure, and
of investment spending in particular, are coqp&éiely
inconsistent with add-—the other eviderce. [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 Lave.]

: 3y i 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 adjustiwthe recorded
figures to produce a more coherent picture of 1988.
These adjustments draw on the results of the CSO
reconciliation exercise and are describec fully in the

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

being published by the Treasury today.

18+ 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 intentiors. 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].
Are=

19. However, although consumption did-—grow less
strongly than investment in 1988, there was still a
marked pick-up in the growth of consumerg ;kééﬁéiEUre.
This was not surprising. People have been prepared to
finance their spendlng by borrow1ng more beeause-they

pe—etd | e oMt ey

have confldence in- the- government g hancllngl»of thé.

Heconomy, and beeaﬂse)WLth buoyant house prlces)they feel



e
wealthier. The house price bubble we saw emerging last

year also led to a rapid turnover in hcusing, and an
increase 1in spending on all the consumer durables

associated with house moves.

205 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.

A
ol

o SV el off\the MTFS is that it points

CaA Gttty
to ;hé’appropriate policy action when things- get
(/L&QAJ"Q\"’(

track in. one-way or-another. Accordingly, this increase

”

-

off

in inflationary pressure has been counterec by the only
p——

ty

effective means: a tightening of monetary policy.f{ ver
the past [X] months there have been increasing léigns
that this firm action has begun to check the growth of
spending by households,‘although, happily, there seems
to have been [relatively 1little] 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 1last 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, NO, has slowed

appreciably.

224 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. 1Indeed, part of

the effect of higher interest rates has yet to have its

&,
P

impact. Those mortgages that are adjusted only once a
' Fly et

1 LD(;(:'" “".:“ L}
year will only now be feeling the-effects-cf-last-year's

Increases in interest rates.

234 Equally, with the qgviﬁus increased ettractiveness
of saving at present interest rates the personal sector
saving ratio is likely to recover_somewhat.

Bl Nias Y eling ke baltee Jetre

24. All-this will show through-in—the—RPI— in—time.
But the wunderlying 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 1lead to
RPI inflation approaching 8 per cent fer —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 5% per cent by the fourth-gquarter of-this year

and‘4% per cent by the second quarter of 1¢90.

M :

‘l \-;\y t J 8 !{/\ AL C‘
25 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
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 1likely to remain high the medium-term

growth prospects are good.

26. 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 higcher 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 welijbé:muéh the same as that for
last year which I now Jjudge to have been some
£[(10] billion. 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.

vy [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 wused 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. ]

10
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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 successfu{/as its first decade.

s The central role in bringing down inflation belongs

Crndd I Ak B

to monetary policy, -buttressed~ﬂ5;frat 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 kegt/at'whatever level is necessary to bear

down on inflation. ]

T:,-‘ E.,

leMan

3. The ultimate objective is—~ stable prices. No
Government céh be proof against short term fluctuations
along the-way, but Gové;;menty~ean:§§éraﬁteévthe;will to
ensure that they are only short term.

A

4. The»%determipationnﬁto,‘keep ‘interest rates at the

appropriate level - however—unpalatable —that—may-—-be

}4@4‘"' ) Y

sometimes—- is..the.-key to bringing3inflation’gpwn. And
Vg

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

accommocate inflationary pressures. ' To do so would mean
S, - 8

a return to rapidly rising prices and,-as-—in- the‘upasty

A

Ksecthan s Veoarsy d Teap e

untold damage done to working families, chers, and the

whole of the nation's economic and social fabric. \The
important thing is to aveid that. ' ~~ A 5
Bis Interest rates are clearly the best dlreeEed and

e A
most—effective lnstrument to deai—_W1th inflation, in

general, and particularly with the pressures we have

seen reappearing in the last year.

} I~ \
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6. First, they |have an important infltvence <
e

housing market [where the rise in house prices has been
a major force behind the strong growth in borrowing and

They are

consumers' expenditure over the last year].
also well directed from a regional point of view, having
greatest effect in the south of England where

inflationary pressures have arguably been strongest.

7. 1In addition - and this point is not, rperhaps, well
woetd Cin C a0 bA) St \“.U"" A

understood - they also target those sectors of the
economy wherc restraint is needed. While the household

sector has moved from belng a net lencer to being a

PO () LareRe

et .
substantial net borrower, - companles' finences are in

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

on the\
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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.

8. New*aii/ghe 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 Fouse 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?]

9. 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 corntinue 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 1lead to a lasting

increase in the pay bill.

Fiscal policy

Lu,.» M\""' Nen

» 11. A prudent fiscal policy is also a <central featurek-_

of—the MTES,~buttressing—-a—-sound monetary policy. The-!
primary focusis the medium - term; —and - the impact—of-
taxation; —expenditure and borrowing-onthe supply side.

But its role is very different from monetary pollcy» it
it

! [T YO Y FIGER N Vs Aeat/

cannot be used effectlvely in the short term-as-a means.
of m;néglng‘demand and keeplngwthémgroéth Zé rmonefv GDBP=-
on...traeck.- That was the mistake of the 7(Cs. It -is-much
too inflexible for that: %iscal changes take time to

implement and--are difficult to reverse. Furthermore,

IASeAst
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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.

12. From our early years of office, we made steady
progress in reducing the burden of Government borrowing.
But \né§< the gublic financeswqhane_mbgéi completely
transformed, with the budget in surplus for the last two
years. ‘Laét yééf}I budgeteds for a small surplus this

year. 1In fact e have done mu€h better than this, and I

now expect a debt repayment of [£14 billior] in 1988-89.

135 This is a remarkable achievement, anc..a-reward.for
many years of hard work in reducing the deficit. No
other major country enjoys a comparable Bucget surplus.

ol 7..‘,[.--4\1). $\ wnAK
The improvcment owes sumebthing to higher tax revenues,

: Frow
from'a more buoyant economy,’ and~ in particulafn‘higher
profits. Alse; “the outturn for public expenditure is
likely Lo be some £X billion below the total we€ provided

for, and privatisation proceeds are also appreciably

higher than expected.



WA
14. But even allowing for these facturs we should
still be contemplating further debt repayment over the
next few‘years, and qan/be confident of being able to
i e Y
achieve the medium term objective gf a balanced Budget.ur il
-2
This-is-a-position.in.whieh the state makeé‘no claim on
the nation's saving, or on flows of finance from \

overseas.

157, 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. Fer—the.
coméngm~yearwwwf@ﬁm”example,'WEhe debt repayments of the :
last 2 years mean that debt interest costs arék?gwer g§t;hcﬂ
§X 5illion 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 erable gilts to

be acquired by the NLF, for cancellation.

16 . The dramatic improvement in the UK's public
finances has__alseo providq;’ a weidbme 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 frture 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 2% billion.

17. It would not be wise to revert to a balanced Budget
immediately. There are several reasons for caution.
Our present strong position reflects some 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.

18. 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.

195 Most important¥y however in present circumstances;
oo 3 ¥ Aeowneslie Adevagsd &C.e1..9 e &t et ta G P"\u Ly (.~7,~.'~.‘~~*
w1th contlnulng strength ot domestic_demanc, it-is-wvital-

<. par-3y . e BVWorirol

oV Gt

not- to take-any-taking-risks with-the-credibility-of-our
&__\,&J -7

policies: A _prudent-fiscal-stanee- will Fkelp 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 mey have on the
draft as it stands. 1In particular, the difficult points seem to

me to be:

(1) 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.

—asrle.



(113 Hows 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.

(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;) CAin we St~ Mg fechor O Tlwe booN@ . &9 — PZ@@Z??
3. I would appreciate comments as soon as possible, and at the

latest by lunchtime on Thursday, 2 March.

o

MOIRA WALLACE



chex.ps/mw/3

Jidort

The economic background

1 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 achkievements, as

well as charting the course for the future.

23 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 Electior victories.

%MM

|despite

\////3 The economic strength and prosperity that Britain

—enjoyed“[
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 falds o4k

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



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

has happened in the UK.

Bt First, we got the policy right. From the very

e have Pk
, , the determination to

beginning
bear down on inflation at the very heart of economic
strategy. This we have pursued consistently within the
clear and disciplined nggiﬁgi framewcrk of the

medium-term financial strategy.

6. 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.

7 The benefits of lower inflation ard 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 cxpand. At Lhe
same time, tax reforms and lower tax rates have
increased the incentives Lo enterprise, and structural

reforms have removed the disincentives and barriers.



8. We have seen the fruits of this ir 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. 1Ir 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.

95 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.

10. 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.



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.

12 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 rolicies 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.

135 It is against this background that we can consider
developments over the past 12 months. Growth throughout
the world was more buoyant last year tkan forecast a
,; . . . ’M .
b// year ago, exceeding expectations in each ch 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.

14. 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 4% per cent, [the first time this

has happened since the mid-sixties.] Manufacturing



output grew particularly rapidly, by [5% per cent in

1987 and] over 7 per cent in 1988. It is now
[ ] per cent above its previous peak ir 1974.
15. Unemployment fell by more than half a million.

[LFS Bull points.] Productivity growthk 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 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 eviderce. [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 lLave.]

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 vyear,
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 describec fully in the
Red Book. More detail is set out in a working paper

being published by the Treasury today.

18 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 intentiors. 50;% 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 1lcss
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 hancdling 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 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.

2%, An essential feature of the MTFS is that it points
to the appropriate policy action when things get off

track im-ene-way—-oer—another. Accordingly, this increase

in inflationary pressure has been counterec by the—only

the past [X] months there have been increasing signs
that this firm action has bequn to check the growth of
spending by households, although, happily, there seems
to have been [relatively 1little] 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 1last year, and house prices stabilising in

-



most areas and falling in some. [The growth of retail
sales 1in general has moderated, and sales of some
consumer durables have fallen.] The growth of the
narrow measure of the money supply, IO, has slowed

appreciably.

22, 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.

23, Equally, with the obvious increased attractiveness
of saving at present interest rates the personal sector

saving ratio is likely to recover somewhat.

24. All this will show through in the RERPI 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



measures will fall] with RPI inflation itself coming
back to 5% per cent by the fourth quarter of this year

and 4% per cent by the second quarter of 1£90.

25: 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

2% per cent higher than 1988. [?his may see
>4 disappointing by the standards yg/ggye—eomé/io expect in

e
the last few years+ But it is a respectable figure, aéEZl

\Vgth investment 1likely to remain high the medium-term
growth prospects are goqQZé?

206 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 hicher interest
rates, our strong domestic investment will depend less
and less on finance from overseas. But as I have always
made clecar, this will Lake 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
£[10] billion. 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 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. ]

10
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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.

.55 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 wultimate objective is stable prices. No
Government can be proof against short term fluctuations
along the way, but Guvernments can guarantee the will to

ensure that they are only short term.

4. 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

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

ntold damage done to ngkf;g families, severs, and the
whole of the nation's economic and social fabric. The

important thing is to avoid that.

e 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.

6. First, they have an important inflvsnce 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.

7. In addition - and this point is not, rperhaps, well
understood - they also target those sectors of the
economy where restraint is needed. While the household
sector has moved from being a net lencer to being a

substantial net borrower, comz?nies' fineances are in
far better shape than a few ye;;é agoi. o that they are ,}



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 Howits- 1 Aebta - Hhi Hu waded ') bl o o Uag
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8. Nzﬁ/éll the evidence is that the tightening of the
monetary stance 1is taking effect in the way we

predicted. This is of course welcome. But—the process—
\//,is bound to take time. L} can assure the Fouse that I—

shall—not-keep-—short-term-interest-—rates-at the present.
level for any longer -than-is—necessary: —en—the —other
/~hamd there will be no question of relaxing the monetary
\/
stance before it is appropriate to do so. [Repetitive -

better here or earlier?]

9. Decisions on interest rates will continue to be
based on a comprehensive assessment of monetary
conditions, in which parlicular 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 en 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 safequard against rising
prices. In particular we cannot afford to 1let 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
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,

pd
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the effects on the economy in the short term are very
uncertain and unreliable, depending crucially on the
reactions in tinancial 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.

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 [£14 billior] in 1988-89.

13, This is a remarkable achievement, anc a reward for
many years of hard work in reducing the deficit. No
other majour country enjoys a comparable Bucget surplus.
The improvement owes somcthing 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 £X billion below the totel we provided
for, and privatisation proceeds are also appreciably

higher than expected.



14. 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

stk & NIE T VP LI
achieve- the medium—term—objective of a balanced Budgetl T,
This is a position in which the state makes no claim on

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

overseas.

15% 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
£X billion a year. 1Indeed, 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 erable gilts to

be acquired by the NLF, for cancellation.

16. 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 GovernmenlL 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 2% billion.

17. It would not be wise to revert to a bealanced Budget
immediately. There are several reasons for caution.
Our present strong position reflects some 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.

18. Moreover, we must allow for the role played by
privatisation proceeds in strengthening the public
1finances. ijhese do not create room fcr sustainable
increases in expenditure or reductions in taxation, and

are much better used to repay debt. 5

9. Most importantly however in present circumstances,
with continuing strength of domestic demanc, it is wvital

not to take any taking risks with the credibility of our
+ Lading

~policies. A prudent[fiscal stance will—kelp—maintain—

‘ﬂ“hr*” —eonfidence —and provide a gege;at:gggg?rt for monetary

poliey.

ot



20. I have concluded that we must aim fecr 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

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

Wednesday 1 March.
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MOIRA WALLACE
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TAXATION OF INCOME

103. Nor do I propose any change this year to either

X the basic or higher ratéi}f income tax.

104. 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 t@e married

(aueA
age allowance by £350 to £5,385. The higher&E?te)gf age

X allowance will rise by £230 to £§§40 for single
X person, and(ggr a ng;léé—zgﬁgis)by £360 to E556§£
) P . opAs
% l )""-atg Al W ket % P—C’

105. I have a number of measures to help the elderl Z

H‘-e"“:uz‘l .\)T’M\»j p Y
ERMM I propose that the higher age allowance§, which aze i;

/ 6‘.&4«
currently/for those over 80, should be extended to cover
all those aged 75 and over. This will take an
\sinqle peotle amd womed cowplie)
additional ¥15,000§ elderlyL peansioners= out of tax

altogether.

106. The income limit for the age allowance will rise
by £800 to £11,400, again in 1line with indexation.

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

propose that in future it should be withdrawn at the
) of allow aners abuow g limit

rate of £1/ for each £2 of income, instead of the present
8 F dlowecumees fov ) o dd B wd )ef heowa,

withdrawal rate of £2L1n everyLﬁ3£ This will mean that
e wibAdvea C of, ineowme)
the marginal tax rate for those 1nZthts—tﬁeeme band/w1ll

be reduced to well below 40 per cent.

107. The Finance Bill will also include the provisions
ovst 60s’

to establish the new tax relief for thelpenséene;sL-

health insurance premiums, which I announced to the

House in January, and which will take effect from April

next year.

108. 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 £1 earned between £75
and £79 a week, rising to 100 per cent for every

£1 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 rctirement age in
this way, and pledged that we would abolish the earnings

rule.
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110. 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.

111. The cost to public expenditure will be
£[X] million in 1989-90, which will be entirely met from
the Beserve&. But the true cost of this measure will be
considerably less than this, given the additional income

tax and employers' National Insurance Contributions that

(

N

o
will flow from the increase in the numbers of elderly i

work, once this harsh disincentive has been removed.

112. Those who wish to defer taking their pension will,
of course, remain entirely free to do so, and will

continue to carn a higher pension in return.

113. I am sure the whole House will welcome this long

overdue reform.

114. If one were to adopt the so-called "duck test" now
in wvogue 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.

34



