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BUDGET SPEECH: ECONOMIC SECTION
I enclose, as promised, two copies of the latest draft of the
Economic Section of the Budget speech. I also enclose, for

completeness, two copies of the peroration for the end of the
speech.
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BUDGET SPEECH - FIRST SECTION

The background to this year's Budget is the
unprecedented strength of the British economy, coupled
with the continuing need to combat inflation, at a time
when, throughout the world, it is unmistakably edging up

again.

2 I shall begin with an account of the performance
of the economy in 1988 and the prospects for 1989, set
in the context of the past ten years. I shall then deal
with monetary policy and the public sector finances.
Finally, I shall propose a number of measures to carry

forward the process of tax reform.

34 As usual, the Financial Statement and Budget
Report, together with a number of Press Releases filling
out the details of my proposals, will be available from

the Vote Office as soon as I have sat down.

ECONOMIC PERFORMANCE AND PROSPECTS

4. The Government's first ten years in office have

seen a transformation both in the way in which economic



policy is conducted, and in the results that have been

achieved.

8. For the first time, financial policy has been set
firmly and explicitly in a medium-term context. We have
been guided by the basic philosophy that the Government
should set a sound medium-term financial framework and
leave the private sector free to operate with confidence

within it.

6. The Government came to office with two central
objectives - to defeat inflation, and to breathe new
life into a moribund economy - and a clear idea of how
to achieve those objectives. Inflation is a disease of
money; and monetary policy is its cure. The role of
fiscal policy is  to bring the public accounts into
balance and keep them there, and thus complete the
process of re-establishing sound money. And strong
snstainahle growth is achieved, not. through any
artificial stimulus, but by allowing markets to work
again and restoring the enterprise culture, by removing
unnecessary restrictions and controls and rolling back
the frontiers of the State, by reforming trade union law
and promoting all forms of capital ownership, and by

reforming and reducing taxation.



7. Our first and most urgent task was to stamp out
the inflationary fires that had raged in the '70s, and
wrought so much economic and social havoc. And we
succeeded. Between 1974 and 1979 inflation had averaged
more than 15 per cent. Over the past six years it has

averaged 5 per cent.

8. Once business and industry recognised the
fundamental changes that were taking place, they
responded to the new economic climate with vigour and
confidence. As a result, we have experienced the
longest period of strong and steady growth this century.
Output in the United Kingdom has grown faster than in
all the other main European nations during the '80s - a
marked contrast to the previous two decades, when we
were bottom of the league. And this growth has been
based on a dramatic and sustained improvement in
productivity. For the economy as a whole our
productivity growth has been second only to that of
Japan among all the major nations during the '80s. In

manufacturing it has exceeded even Japan's.

9. In Britain today we have more people in work than
ever before in our history; they are better motivated
than ever before, and their 1living standards have

improved beyond recognition.



10. But it is not just our economic performance that
has been transformed: so have our prospects for the
future. For over the past seven years, investment has
grown more than twice as fast as consumption, creating
the increased capacity necessary to meet future demand.
Total business investment is now a higher proportion of
national income than ever before. And its quality has
improved immeasurably, too; as has the quality of
British management. We have seen a dramatic and long
overdue improvement in company profits. And a
remarkable growth in the total number of businesses, now

at the rate of more than a thousand a week.

;i 4 Provided we stand firm in our resolve to get on
top of inflation, the prospects before us are excellent.

And at least on this side of the House, we do.

12. A year ago, in the aftermath of the worldwide
stock market crash, it looked as if there would be some
slowing down from the rapid growth of 1987. 1In fact

that was not to be.

135 As the House knows, the state of the national
income statistics leaves much to be desired. But it now

appears that we had in 1988 a second successive year of



growth at 41/2 per cent, with unemployment falling by

over half a million to well below the European average.

14. Manufacturing output grew particularly rapidly, by
more than 7 per cent, to a level well above the previous

peak.

155 But total spending also grew by getting on for
7 per cent, mainly because of the boom in industrial
investment, in itself a welcome event, but also because
of continued strong growth in consumer spending. This
last was financed to an unprecedented degree by

borrowing, overwhelmingly mortgage borrowing.

16. Inevitably the rapid growth of total spending led
to renewed inflationary pressure. To some extent this
was diverted into a sharp rise in imports, and hence in
the deficit on the current account of the balance of
payments. The published figures put this at
£l41/2 billion in 1988, although given the £15 billion
positive balancing item - another name for errcrs and
omissions - the true figure 1is almost certainly less
than this. But whatever the true figure, it is
undoubtedly large, and a sharp increase on the deficit
recorded in 1987 after seven successive years of

surplus.



17. But given sound policies it can readily be
financed. Moreover, unlike previous current account
deficits we have known in this country, it reflects not
excessive Government borrowing, but rather an upsurge of
private investment unmatched by private savings. This

is something that will in due course correct itself.

18. As the House knows, however, there has also been
some pick up in recorded inflation. Excluding the
distorting effect of mortgage interest payments, the RPI
rose by 41/2 per cent last year, much the same as the
average over the previous five years. But this
underlying rate increased significantly through the

year, and now stands at 51/2 per cent.

1193 Moreover the pick up in inflation appears to be a
worldwide trend. Taking the seven major industrial
nations as a whole, inflation is now at its highest

level for some threc ycars.

20. In the UK, as in a number of other countries, it
became clear that it was necsssary to tighten monetary
policy sharply. That meant raising short-term interest

rates, which I duly did, starting last June.



2% I am of course keenly conscious of the
difficulties many borrowers, particularly home owners,
and now experiencing. But however unwelcome high
interest rates are, they are infinitely preferable to

the damage that would be done by high inflation.

22 There are now increasing signs that the determined
action I have taken is having the desired effect. The
housing boom that played such a large part in the events
of last year has subsided. Monetary growth has slowed
down appreciably. And retail sales, too, seem to have
levelled off over the past four months, presaging a

gradual recovery in the personal savings ratio.

23 The outlook for 1989 is for inflation to rise a
little further over the next few months, from 71/2 per
cent including mortgage interest payments to about 8 per
cent, before falling back in the second half of the
year to 51/2 per cent in the fourth quarter and perhaps

41/2 per cent in the second quarter of 1990.

24. Some slow down in real growth is inevitable as we
get inflation back onto a downward path - indeed, it has
almost certainly already begun to happen. Overall
growth is forecast to fall from the 41/2 per cent

recorded last year to 21/2 per cent this year, with



growth through the year at 2 per cent. Domestic demand
is forecast to slow down even more markedly. But within
this, investment, which is holding up well, is once
again forecast to grow faster than consumption. The
current account deficit 1is forecast to remain at the

same level as last year.

25, But the question of just how "soft" or "hard" the
so-called 1landing will be 1is not in the hands of
Government alone. The Government's task 1is to reduce
inflation by acting, through monetary policy, to bring
down the growth of national income in money terms. The
extent to which, over the short term, this is reflected
in a reduction in inflation, and the extent to which it
is reflected in slower output growth, is largely up to

business and industry.

26, The better that industry succeeds in controlling
its pay and other costs, the less painful the necessary
adjustment will be, not least in terms of employment

prospects.

295 But over the medium-term, it is clear from our
experience over the past ten years that the policy we
are pursuing will bring inflation down, and steady

growth will resume. The best contribution the



Government can make to this is to carry forward the
process of supply side reform, to help make the economy
work Dbetter. That is the objective of the specific
measures to which I shall turn in the second part of my

speech.

Monetary policy

28. As I said at the outset, monetary policy plays and
must always play, the central role in the battle against
inflation. It 1is at the very heart of the medium-term
financial strategy, the tenth edition of which I am

publishing today.

29, I have described the monetary tightening that has
taken place over the past nine months. This has already
led to a sharp deceleration in the rate of growth of the

target aggregate, narrow money, or MO.

30. For 1989-90, the target range for MO will be
1-5 per cent, as envisaged in last year' MTFS. Although
it will start the year above the top of that range, its
very low growth over the past six months - under 3 per
cent at an annualised rate - suggests that it will
fairly soon come back within the range. As in the past

two years, there is no target for the growth of broad



money, or liquidity, but I will continue to take it into

account in assessing monetary conditions.

3l The exchange rate is of particular importance in
the conduct of monetary policy. A clear commitment not
to accommodate increases in domestic costs by exchange
rate depreciation remains a key safeguard against
inflation. This has been demonstrated both by the level
of interest rates and by our readiness to use the
massive reserves we have accumulated. 1In this context,
we will continue to work with our G7 partners to
maintain the exchange rate stability that has been a

feature of the past two years.

32, Short-term interest rates remain the essential
instrument of monetary policy. I repeat what I have
stated clearly on a number of previous occasions:
interest rates will stay as high as 1is needed for as
long as 1is nceded. For there will be no letiLing up in

our determination to get on top of inflation.

Public Sector finances

33. I now turn to fiscal policy.

10



34. When we first took office the public sector
borrowing requirement was over 5 per cent of GDP -

equivalent to £25 billion in today's terms.

as5. This we steadily reduced over the years as a
deliberate act of policy, until, by 1987-88, the PSBR
had been eliminated altogether and we started to repay

the public debt.

36.. Accordingly, 1last year I budgeted for a further
Public Sector Debt Repayment, or PSDR, of some
£3 billion. In the event, it looks like turning out
almost five times as large, at £14 billion, or 3 per
cent of GDP. Even 1if there had been no privatisation
proceeds at all, the public finances would still be in
surplus, to the tune of some £7 billion. Government
debt as a proportion of GDP is now lower than at any

time since the First World War.

k& Nothing 1like this has ever been achieved in the
past 40 years. And no other major country enjoys a
comparable budget surplus. It has not been easy, even
though we have been assisted this year by the
exceptional buoyancy of the economy, which both boosted
tax receipts and reduced public expenditure well below

the planned level.

11



38. Moreover, the substantial net repayment of public
debt over the past two 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 1last two years mean that net debt
interest costs will be lower by some £13/4 billion a
year. This saving is being put to good use, allowing
extra spending on departmental programmes within our

overall public expenditure constraints.

39 The dramatic improvement in the United Kingdom's
public finances has also provided a welcome opportunity
to devote more attention to the structure of the debt
that remains. We will continue to seek both to minimise
the cost of servicing the Government's domestic debt and
to improve its quality by relying 1less on the more

liquid borrowing instruments.

40. We have also been able to restructure part of the
Government's foreign currency debt, launching an
innovative and cost-effective programme of Treasury
Bills denominated and payable in ecu. The first series
of six monthly tenders for these bills has proved very
successful, and this is an innovation we plan to

continue, at around the current level.

12



41. Meanwhile, I am today adding one more entry to the
long list of financial controls which we have swept away
during our term of office. The last surviving relic of
the post-War apparatus for the direction of capital by
the State is the Control of Borrowing Order, which since
1946 has involved first the Treasury and then the Bank
of England in giving consents for equity and bond issues
in the capital markets. As from today it will no longer
be necessary for companies who wish to make capital
market issues to obtain the Bank of England's consent to
the timing of such issues; and we will, as soon as
possible, revoke the Order itself and repeal the 1946

Act from which it stems.

42. The sterling capital market has in recent times
been going through a period of considerable adjustment,
as the Government has changed from being a large issuer
to a large purchaser of its own debt. The abolition of
the Control of Borrowing Order will remove an
unnecessary and bureaucratic restriction on issuers of
capital as they move into the space formerly occupied by

the Government when it was a borrower.

43, This new freedom will be enhanced by a further,

important, set of deregulatory measures for the sterling

13



capital market which are being promulgated today in
notices issued by the Bank of England. These measures
will open up the market for sterling paper of less than
5 years' maturity by extending the range of institutions
which can make such issues; and they will create a

unified regime for all these issues.

44 . Taken together the <changes I have described
constitute a major liberalisation of the arrangements
for London's capital markets. They will give greater

flexibility to issuers and wider choice to investors.

45. In last year's Budget Speech, I set out the
principle of a balanced budget as the proper objective

of fiscal policy, in these terms:

"A balanced budget is a valuable discipline for
the medium term. It represents security for the
present and an investment for the future. Having
achieved it, I intend to stick to it. 1In other
words, henceforth a zero PSBR will be the norm.
This provides a clear and simple rule, with a good

historical pedigree."

46. It is a rule that ensures that, as national income

continues to rise, the ratio of public debt to national

14



income continues to fall, and with it the burden of debt
interest. It ensures, too, that the State makes no
claim either on the savings of the private sector or on
flows of finance from overseas. To go further than
this, and seek to achieve the maximum possible repayment
of public debt, would not be consistent with the
Government's policy, as it would mean deferring for a
very long time the benefits of a reduction in the burden

of taxation.

47. So I reaffirm the principle of the balanced
budget. However, given the substantial surplus we now
have, the path of prudence and caution must be to return
to balance not overnight, but gradually, over a period
of years. Thus we can expect to have a number of

further years of debt repayment ahead of us.

48. Moreover, given the particular uncertainties there
are at the present time, I believe it would be right to
budget for 1989-90 for a surplus similar to that secured
in the year now ending; in other words, a further public
sector debt repayment, or PSDR, of some £14 billion.
This means that, in the space of three years, we shall
have repaid roughly a sixth of the public debt that has
accumulated over two centuries. But it also means that

it will not be possible in this year's Budget to reduce

5



the burden of taxation; that is to

taxation as a share of national income.

16

say,

to

reduce
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CONCLUSION

Mr Deputy Speaker, in this Budget I have reaffirmed the
Government's commitment to the defeat of inflation
through the maintenance of prudent monetary and fiscal
policies. I have budgeted for a debt repayment of
£14 billion - the largest ever. I have announced a
major reform and reduction in employees national
insurance contributions; and I have fulfilled our pledge

to abolish the earnings rule for pensioners.

I commend this Budget to the House.
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” FROM: MISS M P WALLACE
DATE: 10 March 1989
MR SCHOLAR cc Financial Secretary

Sir P Middleton
Sir T Burns
Mr Culpin

BUDGET SPEECH

The Chancellor was very grateful for your minute of 10 March. On

your various questions, his answers are, seriatim:

2.

(i) The section on the world is deliberately short. We are

in a glass house, so it would not be wise to throw
stones, even small ones - and generally speaking, the
world scene is pretty uneventful at the present, so the
Chancellor does not feel compelled to say something.

2.(ii) The silence on falling unemployment was deliberate,

since it may well rise again this year. But, on
second thoughts, the Chancellor agreed that we should

insert the words you suggested in paragraph 10.

3.4019 As you surmise, IHT, Keith, the MIR ceiling, ITV, and

trusts were all deliberate omissions.

3.(ii) He notes what you say about the present coverage of

Lloyds.

3.(iii) He agrees that there is a case for making something

of housing associations. He would be grateful for

drafting suggestions.

;'\’\_%)\,\)

MOIRA WALLACE
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FROM: MRS R LOMAX
DATE: 10 MARCH 1989

PS/CHANCELLOR ce's PS/Chief Secretary
Sir P Middleton
Mr Anson
Sir T Burns
Mr Scholar
Mr Culpin
Mr Riley
Mr A C S Allan
Mr Gieve
Mr Tyrie

BUDGET STATEMENT: ECONOMIC SECTION

I have two suggestions on the draft attached to your minute of
9 March:-

Para 7. The fourth sentence lists some of the developments
that have helped to breathe new life into a moribund economy.
Could we add a reference to the reduced role of the State (or
privatisation: I suspect firm control of public expenditure

is pushing it a bit).

Paras 47 and 48. Could we inject the thought that "the
benefits of a reduction in the burden of taxation", referred
to at the end of para 47, have already been earned, in that
the GGE ratio has fallen dramatically, while the tax burden
has, if anything, risen. While it may not be prudent to
reduce the surplus now, for the reasons given in
paragraph 48, when the time comes, reducing the tax burden
will have a prior claim. This thought now appears in the
MTFS, and, without making a great meal of it, I think it is
worth picking up in the speech. One way of doing this would
be to add the following to the end of para 47:

"which have already been earned by our great
success in controlling public expenditure".

i /
.

RACHEL LOMAX
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FROM: P N SEDGWICK
DATE: 10 MARCH 1989

MS WALLACE ce Sir P Middleton

Sir T Burns

Mr Scholar

Mr Riley

Mr Hibberd

Mr O'Donnell

Mr Pickford

Mr Owen

BUDGET STATEMENT : ECONOMIC SECTION

I have a few minor comments on the version you circulated

yesterday.

Paragraph 6
In current circumstances I would remove the words "threaten to"

from the second sentence.

Paragraph 15

There is still a problem with the last sentence. The CSO's latest
figures show growth of the average measure of GDP at 2.9 per cent
for 1986: tantalisingly below the 3 per cent mentioned in the
speech. Our 'compromise' measure of GDP will show the same growth.

Paragraph 25

In the second sentence it would probably be better to delete the
word 'recorded' (because we use a compromise measure of GDP).
Growth for 1989 is 2% per cent not 2 per cent.

Y
P N SEDGWICK
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FROM: A G TYRIE
DATE: 10 March 1989

CHANCELLOR cot PS/Chief Secretary
PS/Financial Secretary
PS/Paymaster General
PS/Economic Secretary
Sir T Burns
Sir P Middleton
Mr Anson
Dame A Mueller
Mr Wicks
Mr Peretz
Mr. Pickford
Mrs Chaplin
Mr Call

BUDGET STATEMENT: ECONOMIC SECTION

In general, I think this now reads very well, particularly the

opening section, which is now much more up beat.
A2 A few minor points:
- Paragraph 9, second sentence. If it is true, I think it

would be more punchy to say: "We have experienced the

longest period of strong and steady growth this century".

Mr Pickford has kindly agreed to check this. "Since
records began" sounds less forceful to me; in any case,

records began during the Attlee Government.

- Paragraph 12. This is still a bit half-hearted. What

about: "provided we remain firm on inflation the

prospects remain excellent".




Paragraph 35. 1Is this right? I think we increased the

reserves rather than repaid debt.’' It could read: "Until

1987-88, we were enjoying a fiscal surplus".

Paragraph 39. This new paragraph on funding policy
doesn't 1look quite right to me. Would it not be more
accurate to say as the first sentence: "The objective of
funding policy remains unchanged: to achieve a full fund
of the government's borrowing requirement, which nowadays
means using the budget surplus to repay an equivalent

amount of government debt, after taking into account any

underlying change in reserves".

(Incidentally, it crosses my mind that part of the bumper
crop of maturities in the coming year, of £12 billion as
opposed to about £8 billion, might be attributable to the
last Labour government. I have asked for this to be
checked. Even 1if we could attribute the bumper crop to
Labour I think this is probably not a budget speech

point. It could be deployed in the debate.)

Paragraph 48. The last sentence is strikingly similar to
the introduction to the tax section of last year's

budget. But I think it's ok to repeat the formula.

AGS .

A G TYRIE
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BUDGET SPEECH - FIRST SECTION

The background to this year's Budget is the
unprecedented strength of the British economy, coupled
with the continuing need to combat inflation, at a time
when, throughout the world, it is unmistakably edging up

again.

2% I shall begin with an account of the performance
of the economy in 1988 and the prospects for 1989, set
in the context of the past ten years. I shall then deal
with monetary policy and the public sector finances.
Finally, I shall propose a number of measures to carry

forward the process of tax reform.

35 As usual, the Financial Statement and Budget
Report, together with a number of Press Releases filling
out the details of my proposals, will be available from

the Vote Office as soon as I have sat down.

ECONOMIC PERFORMANCE AND PROSPECTS

4. The Government's first ten years in office have

seen a transformation both in the way in which economic



policy is conducted, and in the results that have been

achieved.

93 For the first time, financial policy has been set
firmly and explicitly in a medium-term context. We have
been guided by the basic philosophy that the Government
should set a sound medium-term financial framework and
leave the private sector free to operate with confidence

within it.

6. The Government came to office with two central
objectives - to defeat inflation, and to breathe new
life into a moribund economy - and a clear idea of how
to achieve those objectives. Inflation is a disease of
money; and monetary policy is its cure. The role of
fiscal policy is to bring the public accounts into
balance and keep them there, and thus complete the
process of re-establishing sound money. And strong
sustainable growth is achieved, not through any
artificial stimulus, but by allowing markets to work
again and restoring the enterprise culture, by removing
unnecessary restrictions and controls and rolling back
the frontiers of the State, by reforming trade union law
and promoting all forms of capital ownership, and by

reforming and reducing taxation.



7. Our first and most urgent task was to stamp out
the inflationary fires that had raged in the '70s, and
wrought so much economic and social havoc. And we
succeeded. Between 1974 and 1979 inflation had averaged
more than 15 per cent. Over the past six years it has

averaged 5 per cent.

8. Once business and industry recognised the
fundamental changes that were taking place, they
responded to the new economic climate with vigour and
confidence. As a result, we have experienced the
longest period of strong and steady growth this century.
Output in the United Kingdom has grown faster than in
all the other main European nations during the '80s - a
marked contrast to the previous two decades, when we
were bottom of the league. And this growth has been
based on a dramatic and sustained improvement in
productivity. For the economy as a whole our
productivity qrowth has been second only to that of
Japan among all the major nations during the '80s. In

manufacturing it has exceeded even Japan's.

3. In Britain today we have more people in work than
ever before in our history; they are better motivated
than ever before, and their 1living standards have

improved beyond recognition.



10 But it is not just our economic performance that
has been transformed: so have our prospects for the
future. For over the past seven years, investment has
grown more than twice as fast as consumption, creating
the increased capacity necessary to meet future demand.
Total business investment is now a higher proportion of
national income than ever before. And its quality has
improved immeasurably, too; as has the quality of
British management. We have seen a dramatic and 1long
overdue improvement in company profits. And a
remarkable growth in the total number of businesses, now

at the rate of more than a thousand a week.

1L Provided we stand firm in our resolve to get on
top of inflation, the prospects before us are excellent.

And at least on this side of the House, we do.

12, A year ago, in the aftermath of the worldwide
stock market crash, it looked as if there would be some
slowing down from the rapid growth of 1987. 1In fact

that was not to be.

135 As the House knows, the state of the national
income statistics leaves much to be desired. But it now

appears that we had in 1988 a second successive year of



growth at 41/2 per cent, with unemployment falling by

over half a million to well below the European average.

14. Manufacturing output grew particularly rapidly, by
more than 7 per cent, to a level well above the previous

peak.

15, But total spending also grew by getting on for
7 per cent, mainly because of the boom in industrial
investment, in itself a welcome event, but also because
of continued strong growth in consumer spending. This
last was financed to an unprecedented degree by

borrowing, overwhelmingly mortgage borrowing.

16, Inevitably the rapid growth of total spending led
to renewed inflationary pressure. To some extent this
was diverted into a sharp rise in imports, and hence in
the deficit on the current account of the balance of
payments. The published figures put this at
2141/2 billion in 1988, although given the £15 billion
positive balancing item - another name for errors and
omissions - the true figure 1is almost certainly less
than this. But whatever the true figure, it is
undoubtedly large, and a sharp increase on the deficit
recorded in 1987 after seven successive years of

surplus.



iy But given sound policies it can readily be
financed. Moreover, unlike previous current account
deficits we have known in this country, it reflects not
excessive Government borrowing, but rather an upsurge of
private investment unmatched by private savings. This

is something that will in due course correct itself.

1.8 As the House knows, however, there has also been
some pick wup in recorded inflation. Excluding the
distorting effect of mortgage interest payments, the RPI
rose by 41/2 per cent last year, much the same as the
average over the previous five years. But this
underlying rate increased significantly through the

year, and now stands at 51/2 per cent.

19. Moreover the pick up in inflation appears to be a
worldwide trend. Taking the seven major industrial
nations as a whole, inflation is now at its highest

level for some three years.

20 In the UK, as in a number of other countries, it
became clear that it was necessary to tighten monetary
policy sharply. That meant raising short-term interest

rates, which I duly did, starting last June.



21. I am of course keenly conscious of the
difficulties many borrowers, particularly home owners,
and now experiencing. But however unwelcome high
interest rates are, they are infinitely preferable to

the damage that would be done by high inflation.

22 There are now increasing signs that the determined
action I have taken is having the desired effect. The
housing boom that played such a large part in the events
of last year has subsided. Monetary growth has slowed
down appreciably. And retail sales, too, seem to have
levelled off over the past four months, presaging a

gradual recovery in the personal savings ratio.

23 The outlook for 1989 is for inflation to rise a
little further over the next few months, from 71/2 per
cent including mortgage interest payments to about 8 per
cent, before falling back in the second half of the
year to 51/2 per cent in the fourth quartcr and perhaps

41/2 per cent in the second quarter of 1990.

24 . Some slow down in real growth is inevitable as we
get inflation back onto a downward path - indeed, it has
almost certainly already begun to happen. Overall
growth 1is forecast to fall from the 41/2 per cent

recorded last year to 21/2 per cent this year, with



growth through the year at 2 per cent. Domestic demand
is forecast to slow down even more markedly. But within
this, investment, which is holding up well, is once
again forecast to grow faster than consumption. The
current account deficit 1is forecast to remain at the

same level as last year.

25 But the question of just how "soft" or "hard" the
so-called landing will be is not in the hands of
Government alone. The Government's task is to reduce
inflation by acting, through monetary policy, to bring
down the growth of national income in money terms. The
extent to which, over the short term, this is reflected
in a reduction in inflation, and the extent to which it
is reflected in slower output growth, is largely up to

business and industry.

26, The bectter that industry succeeds in controlling
its pay and other costs, the less painful the necessary
adjustment will be, not least in terms of employment

prospects.

27, But over the medium-term, it is clear from our
experience over the past ten years that the policy we
are pursuing will bring inflation down, and steady

growth will resume. The best contribution the



Government can make to this is to carry forward the
process of supply side reform, to help make the economy
work better. That is the objective of the specific
measures to which I shall turn in the second part of my

speech.

Monetary policy

28. As I said at the outset, monetary policy plays and
must always play, the central role in the battle against
inflation. It 1is at the very heart of the medium-term
tinancial strategy, the tenth edition of which I am

publishing today.

29, I have described the monetary tightening that has
taken place over the past nine months. This has already
led to a sharp deceleration in the rate of growth of the

target aggregate, narrow money, or MO.

30. For 1989-90, the target range for MO will be
1-5 per cent, as envisaged in last year' MTFS. Although
it will start the year above the top of that range, its
very low growth over the past six months - under 3 per
cent at an annualised rate - suggests that it will
fairly soon come back within the range. As in the past

two years, there is no target for the growth of broad



money, or liquidity, but I will continue to take it into

account in assessing monetary conditions.

31, The exchange rate is of particular importance in
the conduct of monetary policy. A clear commitment not
to accommodate increases in domestic costs by exchange
rate depreciation remains a key safeguard against
inflation. This has been demonstrated both by the level
of interest rates and by our readiness to use the
massive reserves we have accumulated. In this context,
we will continue to work with our G7 partners to
maintain the exchange rate stability that has been a

feature of the past two years.

32 Short-term interest rates remain the essential
instrument of monetary policy. I repeat what I have
stated clearly on a number of previous occasions:
interest rates will stay as high as is needed for as
long as is needed. For therec will be no letiLing up in

our determination to get on top of inflation.

Public Sector finances

33. I now turn to fiscal policy.

10



34. When we first took office the public sector
borrowing requirement was over 5 per cent of GDP -

equivalent to £25 billion in today's terms.

38 This we steadily reduced over the years as a
deliberate act of policy, until, by 1987-88, the PSBR
had been eliminated altogether and we started to repay

the public debt.

36 Accordingly, last year I budgeted for a further
Public Sector Debt Repayment, or PSDR, of some
£3 "billion. In the event, it looks like turning out
almost five times as large, at £14 billion, or 3 per
cent of GDP. Even if there had been no privatisation
proceeds at all, the public finances would still be in
surplus, to the tune of some £7 billion. Government
debt as a proportion of GDP is now lower than at any

time since the First World War.

37 Nothing 1like this has ever been achieved in the
past 40 years. And no other major country enjoys a
comparable budget surplus. It has not been easy, even
though we have been assisted this year by the
exceptional buoyancy of the economy, which both boosted
tax receipts and reduced public expenditure well below

the planned level.

11



38. Moreover, the substantial net repayment of public
debt over the past two 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 1last two years mean that net debt
interest costs will be lower by some £13/4 billion | a
year. This saving is being put to good use, allowing
extra spending on departmental programmes within our

overall public expenditure constraints.

39, The dramatic improvement in the United Kingdom's
public finances has also provided a welcome opportunity
to devote more attention to the structure of the debt
that remains. We will continue to seek both to minimise
the cost of servicing the Government's domestic debt and
to improve its quality by relying 1less on the more

liquid borrowing instruments.

40. We have also been able to restructure part of the
Government's foreign currency debt, launching an
innovative and cost-effective programme of Treasury
Bills denominated and payable in ecu. The first series
of six monthly tenders for these bills has proved very
successful, and this 1s an innovation we plan to

continue, at around the current level.

12



41. Meanwhile, I am today adding one more entry to the
long list of financial controls which we have swept away
during our term of office. The last surviving relic of
the post-War apparatus for the direction of capital by
the State is the Control of Borrowing Order, which since
1946 has involved first the Treasury and then the Bank
of England in giving consents for equity and bond issues
in the capital markets. As from today it will no longer
be necessary for companies who wish to make capital
market issues to obtain the Bank of England's consent to
the timing of such issues; and we will, as soon as
possible, revoke the Order itself and repeal the 1946

Act from which it stems.

42. The sterling capital market has in recent times
been going through a period of considerable adjustment,
as the Government has changed from being a large issuer
to a large purchaser of its own debt. The abolition of
the Control of Borrowing Order will remove an
unnecessary and bureaucratic restriction on issuers of
capital as they move into the space formerly occupied by

the Government when it was a borrower.

43. This new freedom will be enhanced by a further,

important, set of deregulatory measures for the sterling

13



capital market which are being promulgated today in
notices issued by the Bank of England. These measures
will open up the market for sterling paper of less than
5 years' maturity by extending the range of institutions
which can make such issues; and they will create a

unified regime for all these issues.

44 . Taken together the changes I have described
constitute a major liberalisation of the arrangements
for London's capital markets. They will give greater

flexibility to issuers and wider choice to investors.

45. In last year's Budget Speech, I set out the
principle of a balanced budget as the proper objective

of fiscal policy, in these terms:

"A balanced budget is a valuable discipline for
the medium term. It represents security for the
present and an investment for the future. Having
achieved '/ it, I @ 1intend to stick £0 ‘if..i"In other
words, henceforth a zero PSBR will be the norm.
This provides a clear and simple rule, with a good

historical pedigree."

46. It is a rule that ensures that, as national income

continues to rise, the ratio of public debt to national

14



income continues to fall, and with it the burden of debt
interest. It ensures, too, that the State makes no
claim either on the savings of the private sector or on
flows of finance from overseas. To go further than
this, and seek to achieve the maximum possible repayment
of public debt, would not be consistent with the
Government's policy, as it would mean deferring for a
very long time the benefits of a reduction in the burden

of taxation.

47. So I reaffirm the principle of the balanced
budget. However, given the substantial surplus we now
have, the path of prudence and caution must be to return
to balance not overnight, but gradually, over a period
of years. Thus we can expect to have a number of

further years of debt repayment ahead of us.

48. Moreover, given the particular uncertainties there
are at the present time, I believe it would be right to
budget for 1989-90 for a surplus similar to that secured
in the year now ending; in other words, a further public
sector debt repayment, or PSDR, of some £14 billion.
This means that, in the space of three years, we shall
have repaid roughly a sixth of the public debt that has
accumulated over two centuries. But it also means that

it will not be possible in this year's Budget to reduce

15



the burden of taxation; that is to

taxation as a share of national income.

16

say,

to

reduce
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CONCLUSION

Mr Deputy Speaker, in this Budget I have reaffirmed the
Government's commitment to the defeat of inflation
through the maintenance of prudent monetary and fiscal
policies. I have budgeted for a debt repayment of
£14 billion - the largest ever. I have announced a
major reform and reduction in employees national
insurance contributions; and I have fulfilled our pledge

to abolish the earnings rule for pensioners.

I commend this Budget to the House.
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BUDGET SECRET

COPY NO | OF 6 COPIES

FROM M C SCHOLAR
DATE 10 MARCH 1989

CHANCELLOR OF THE EXCHEQUER cc Financial Secretary

Sir Peter Middleton
Sir Terence Burns
Mr Culpin

BUDGET SPEECH

You asked me to check if we have left anything out.

27, n

(1)

(i1)

3% = gl o

(1)

he economic section

you scarcely say anything about the world - paragraphs 1
and 20 are the only references to anything outside the
UK. You normally, of course, say very little - but in
each of the last three years you have had a short section
pointing to the risks which the current account
imbalances/febrile currency markets etc might pose for
us. Are you content to leave things as they are, or
would you like us to concoct something, perhaps

elaborating after paragraph 20 on the inflationary
threat?

there 1is no reference to the fall in unemployment. You
could put "rapidly falling unemployment and" after "We
have" at the beginning of paragraph 10.

he taxation section

you say nothing about IHT, Keith, the MIR ceiling, ITV
and trusts. But all those were, I think, conscious
omissions, and T see no reason why you should mention any
of them.



(@

(ii)

(iii)

BUDGET SECRET

the only reference to Lloyd's in the Speech and the FSBR
is in footnote 38 to Chapter 4, the minuscule stock
lending concession. But the change which will most
affect them is, obliquely, referred to in paragraph 98
and they are being written to by Mr Nield. I (and
Mr Johns) think that is just about defensible.

there are two lollipops which you could put in

(a) capital allowances for safety expenditure at sports
grounds. This is, perhaps, too insignificant - a minor
extension of an existing concession;

(b) gifts to housing associations to be exempted from
IHT and to be given a CGT concession. This ig & bit
borderline: all we are doing is aligning the treatment
of gifts to non-charitable housing associations with that
for gifts to charitable housing associations. But it
might make paragraphs 92-98 end in a more friendly way.
Would you like us to draft something?

iy

M C SCHOLAR
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FROM: MISS M P WALLACE
DATE: 10 March 1989

CHANCELLOR

SPEECH: TAX SECTION

As promised, trivial comments marked on the version behind. There

are one or two more meaty issues to decide:
- Unleaded (see Michael Scholar's minute, behind).
- Life assurance (a minute from Robert).

- Pensions (I have attempted a rejigged version, as you

suggested, on a separate sheet behind). Also a note
from Tony Kuczys. // ﬁgk’
pLas
- Otherwise, most of the changes really are fairly trivial -

although I know that Peter Middleton feels fairly strongly that
there must be some reference to public sector pensions - see his

minute.

3. I should also record that Michael Scholar is rather uneasy
about the inclusion of the "National Trust" starter: I was not
aware of the background to this but apparently what has happened
here 1is that the Revenue have only just tumbled to the fact that
they ought not to be giving tax relief on covenants to the
National Trust, since members who pay their subscriptions this way
are in fact getting a benefit in exchange. They have warned the
Trust that they will have to start clobbering them, but as far as
Michael is aware, it is not known more generally. So it is not as
if there 1is a great public campaign for it. It is also pretty
tortuous to explain. So you might just want to think again about
whether it should be in. Anyway, I thought I ought to set out the
background.



4. Finally, can I return to you on a NIC question which I am
afraid I rather misexpressed 1in my note to you earlier in the
week. You are, of course, right that we do not "abolish the steps
before we explain them". What I ought to have said was that the
explanation of the steps at present comes after the sentcnces
"But the highly desirable reduction in the steep step at the lower
earnings limit was at the expense of two small steps further up
the earning scale." If we do it in that order, it is just a
little more difficult for the non expert to understand this
sentence. So I would still advocate the change I have indicated
in pencil on the annotated version. Robert agrees. So I thought

it worth one more try. But it is only a matter of taste.

5. One final thought. Are vyou happy with the headings as we

have them at present? I am not, myself,:“favour of a separate
L (2

heading for NICs.

i\-v'[)\,_l

MOIRA WALLACE
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CONFIDENTIAL
FROM: SIR T BURNS
DATE: 10 MARCH 1989

CHANCELLOR cc Sir P Middleton
Mr Scholar

BUDGET SPEECH: FIRST SECTION

Paragraph 25 uses out-of-date numbers and does not mention the
contrast of growth for 1989 as a whole of 2% per cent and growth

through the year of 2 per cent. I suggest:

"..... Overall growth 1is forecast to fall from the
4% per cent recorded last year to 2% per cent this year, with
growth through the year at 2 per cent. Domestic demand is
expected to slow down even more rapidly. But within this,
investment, which is holding up well, is once again forecast

to grow faster than consumption."

2. There is some repetition between the second sentence of
paragraph 7 and the opening sentence of paragraph 29. Maybe
paragraph 29 should begin

"As I said at the outset, monetary policy .....".

3 I am also struck on re-reading that the first mention of the
MTFS is in paragraph 29. It gets no mention in the success story
of the last 10 years set out in the early section. I can see the

reason for mentioning it in 29 but it looks like a demotion.

4. Like Sir Peter Middleton I find the Funding/COBO sector a bit
long. And we need a reference to the statistics before the

current account.

5s As Mr Scholar points out the speech may contain fewer words
on the world economy than any "since records began". I can see
that it now interrupts the flow of what is a good 1listen but it
may be a little tactless. There were some chunks of world economy
in the draft I provided last weekend if you want to rescue a

paragraph.

T BURNS
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BUDGET SPEECH: ECONOMIC SECTION
I enclose, as promised, two copies of the latest draft of the
Economic Section of the Budget speech. I also enclose, for

completeness, two copies of the peroration for the end of the
speech.
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BUDGET SPEECH - FIRST SECTION ("/,W”
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The background to /tﬁis year's Budget is the
5

unprecedented strength of the British economy, coupled

with the continuing\need to combat inflation, at a time

when, throughout the world, it is unmistakably edging up

again.

2: I shall begin with an account of the performance
of the economy in 1988 and the prospects for 1989, set
in the context of the past ten years. I shall then deal
with monetary policy and the public sector finances.
Finally, I shall propose a number of measures to carry

forward the process of tax reform.

3 As usual, the Financial Statement and Budget
Report, together with a number of Press Releases filling
out the details of my proposals, will be available from

the Vote Office as soon as I have sat down.

ECONOMIC PERFORMANCE AND PROSPECTS

4. The Government's first ten years in office have

seen a transformation both in the way in which economic



/\<

policy is conducted, and in the results that have been

achieved.

5. For the first time, financial policy has been set
firmly and explicitly in a medium-term context. We have
been guided by the basic philosophy that the Government
should set a sound medium-term financial framework and
leave the private sector free to operate with confidence

within it.

6. The Government came to office with two central
objectives - to defeat inflation, and to breathe new
life into a moribund economy - and a clear idea of how
to achieve those objectives. Inflation is a disease of
money; and monetary policy is its cure. The role of
fiscal policy is to bring the public accounts into
balance and keep them there, and thus complete the
process of re-establishing sound money. ARG Strong
sustainable growth 1is achieved, not through any
artificial stimulus, but by allowing markets to work
again and restoring the enterprise culture, by removing
unnecessary restrictions and controls and rolling back
the frontiers of the State, by reforming trade union law
and promoting all forms of capital ownership, and by

reforming and reducing taxation.



" 92&;; Qaum\
o Q@ur first and most urgent task was to

the inflationary fires that had raged in the '70s, and
wrought so much economic and social havoc. And we
succeeded. Between 1974 and 1979 inflation had averaged

more than 15 per cent. Over the past six years it has
averaged 5 per cent.— &l nl\- @01") b, Wt o
messst wr)wv(m&"-

B Once Dbusiness and industry recognised the
fundamental changes that were taking place, they
responded to the new economic climate with vigour and
confidence. [E?——a_ffesuitT——we~—h&va——expeféeaeed—_;he
longest_pe:igd_oﬁ_stxoag_andmsteagxmg;gnthmthéswcenm%ég;z
Output in the United Kingdom has grown faster than in
all the other main European nations during the '80s - a
marked contrast to the previous two decades, when we
were bottom of the league. And this growth has been
based on a dramatic and sustained improvement in
productivity. For the economy as a wnole our
productivity growth has been second only to that of

Japan among all the major nations during the "80s. In

manufacturing it has exceeded even Japan's.

9. In Britain today we have more people in work than
ever before in our history; they are better motivated

than ever before, and their 1living standards have

improved beyond recognition. mm Stvir~  YFr~i Z( /jW
L~

have St /U /m«fﬂu/;m\f 4 s $
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30 But it is not just our economic performance that
has been transformed: so have our prospects for the
future. For over the past seven years, investment has
grown more than twice as fast as consumption, creating
the increased capacity necessary to meet future demand.
Total business investment is now a higher proportion of
national income than ever before. And its quality has
improved immeasurably, too; as has the quality of
British management. We have seen a dramatic and long
overdue improvement in company profits. And a
remarkable growth in the total number of businesses, now

at the rate of more than a thousand a week.

i E1L Provided we stand firm in our resolve to get on
top of inflation, the prospects before us are excellent.

And at least on this side of the House, we do.

1.2:2 A year ago, in the aftermath of the worldwide
stock market crash, it looked as if there would be some
slowing down from the rapid growth of 1987. 1In fact

that was not to be.

13 As the House knows, the state of the national
income statistics leaves much to be desired. But it now

appears that we had in 1988 a second successive year of



growth at 41/2 per cent, with unemployment falling by

over half a million to well below the European average.

14. Manufacturing output grew particularly rapidly, by
more than 7 per cent, to a level well above the previous

peak.

155 But total spending also grew by getting on for
7 per cent, mainly because of the boom in industrial
investment, in itself a welcome event, but also because
of continued strong growth in consumer spending. This
last was financed to an unprecedented degree by

borrowing, overwhelmingly mortgage borrowing.

16. Inevitably the rapid growth of total spending led
to renewed inflationary pressure. To some extent this
was diverted into a sharp rise in imports, and hence in
the deficit on the current account of the balance of
payments. The published figures put this at
El41/2 billion in 1988, although given the £15 billion
positive balancing item - another name for errors and
omissions - the true figure 1is almost certainly less
than this. But whatever the true figure, it is
undoubtedly large, and a sharp increase on the deficit
recorded in 1987 after seven successive years of

surplus.



17, But given sound policies it can readily be
financed. Moreover, unlike previous current account
deficits we have known in this country, it reflects not
excessive Government borrowing, but rather an upsurge of
private investment unmatched by private savings. This

is something that will in due course correct itself.

18. As the House knows, however, there has also been
A W . : : :
some—piele—up in recorded inflation. Excluding the
distorting effect of mortgage interest payments, the RPI
rose by 41/2 per cent last year, much the same as the
average over the previous five years. But this

underlying rate increased significantly through the

year, and now stands at 51/2 per cent.

WM ¢
1.9% Moreover the piek—up/in inflation appears to be a
worldwide trend. Taking the seven major industrial

nations as a whole, inflation 1is now at its highest

level for some three years.

20 In the UK, as in a number of other countries, it
became clear that it was necessary to tighten monetary
policy sharply. That meant raising short-term interest

rates, which I duly did, starting last June.



21. I am of course keenly conscious of the
difficulties many borrowers, particularly home owners,
and now experiencing. But however unwelcome high
interest rates are, they are infinitely preferable to

the damage that would be done by high inflation.

22 There are now increasing signs that the determined
action I have taken is having the desired effect. The
housing boom that played such a large part in the events
of last year has subsided. Monetary growth has slowed
down appreciably. And retail sales, too, seem to have
levelled off over the past four months, presaging a

gradual recovery in the personal savings ratio.

235 The outlook  for 1989 is for inflation to rise a
little further over the next few months, from 71/2 per
cent including mortgage interest payments to about 8 per
cent, before falling back in the second half of the
year to 51/2 per cent in the fourth quarter and perhaps

41/2 per cent in the second quarter of 1990.

24. Some slow down in real growth is inevitable as we
get inflation back onto a downward path - indeed, it has
almost certainly already begun to happen. Overall
growth is forecast to fall from the 41/2 per cent

recorded last year to 21/2 per cent this year, with



growth through the year at 2 per cent. Domestic demand
is forecast to slow down even more markedly. But within
this, investment, which is holding up well, is once
again forecast to grow faster than consumption. The
current account deficit 1is forecast to remain at the

same level as last year.

25 But the question of just how "soft" or "hard" the
so-called 1landing will be 1is not in the hands of
Government alone. The Government's task is to reduce
inflation by acting, through monetary policy, to bring

down the growth of national income in money terms. (SIE;)
fank Mty —J fulugh b k& o fﬁ'/?ﬂﬁ R [ DA

nls . Tha mns Srcten, N ¥ ot o,
LD edwetion—in—-infla on and ha o - o
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business—and—industry-
& dlnn s R e o a- 2./ L ™ 3 Z hpl
its—pay—and-other—eoests, 'the less
ond @uj?"3“~ adjustment will be, aet-least —in _termsof-—employment
prospects.
2% But over the medium-term, it is clear from our

experience over the past ten years that the policy we
are pursuing will bring inflation down, and steady

growth will resume. The best contribution the



Government can make to this 1is to carry forward the
process of supply side reform, to help make the economy
work Dbetter. That is the objective of the specific
measures to which I shall turn in the second part of my

speech.

Monetary policy

28. As I said at the outset, monetary policy plays and
must always play, the central role in the battle against
inflation. It is at the very heart of the medium-term
financial strategy, the tenth edition of which I am

publishing today.

295 I have described the monetary tightening that has
taken place over the past nine months. This has already
led to a sharp deceleration in the rate of growth of the

target aggregate, narrow money, or MO.

30. For 1989-90, the target range for MO will be
1-5 per cent, as envisaged in last year' MTFS. Although
it will start the year above the top of that range,_its
very low growth over the past six months - wndex /3 per
cent at an annualised rate - suggests that it will
fairly soon come back within the range. As in the past

two years, there is no target for the growth of broad



money, or liquidity, but I will continue to take it into

account in assessing monetary conditions.

£33 The exchange rate is of particular importance in
the conduct of monetary policy. A clear commitment not
to accommodate increases in domestic costs by exchange

rate depreciation remains a key safeguard against

inflation.~_ ®his—has. been-demonstrated-both-by-the-level

massive reserves—we-have-accumulated:  In this context,

we will continue to work with our G7 partners to
L @fu BV )

maintain EHETEEEFEhge rate stability that has been a

feature of the past two years.

32. Short-term interest rates remain the essential
instrument of monetary policy. I repeat what I have
stated clearly on a number of previous occasions:
interest rates will stay as high as is needed for as
long as is needed. For there will be no letting up in

our determination to get on top of inflation.

Public Sector finances

33. I now turn to fiscal policy.

10



34. When we first took office the public sector
borrowing requirement was over 5 per cent of GDP -

equivalent to £25 billion in today's terms.

35. This we steadily reduced over the years as a
deliberate act of policy, until, by 1987-88, the PSBR
had been eliminated altogether and we started to repay

the public debt.

36 Accordingly, 1last year I budgeted for a further

Public Sector Debt Repayment, or PSDR, of some

£3 billion. In the event, it looks like turning out
S

ive times as large,  at “£14 billion, oxr 3 per

cent of GDP. Even 1if there had been no privatisation

proceeds at all, the public finances would still be in

surplus, to the tune of some £7 billiéf;//abvernment
debt as a proportion of GDP is now lower than at any

time since the First World Wwar.

3l s Nothizg like this has ever been achieved in the
v,

past 40 yéars.] And no other major country enjoys a

comparable budget surplus. It has not been easy, even

though we have been assisted this year by the

exceptional buoyancy of the economy, which both boosted

tax receipts and reduced public expenditure, weli——below
the planned level.

11



38. Moreover, the substantial net repayment of public
debt over the past two years has permanently reduced the
burden of debt servicing, both now and for future
generations. For the coming year, for exaﬁple, the debt
repayments of the last two years mean that net debt
interest costs will be lower by some £13/4 billion a
year. This saving is being put to good use, allowing
extra spending on departmental programmes within our

overall public expenditure constraints.

39 The dramatic improvement in the United Kingdom's
public finances has also provided a welcome opportunity
to devote more attention to the structure of the debt
that remains. We will continue to seek both to minimise
the cost of servicing the Government's domestic debt and
to improve its quality by relying less on the more

liquid borrowing instruments.

40. We have also been able to restructure part of the
Government's foreign currency debt, launching an
innovative and cost-effective programme of Treasury
Bills denominated and payable in ecu. The first series
of six monthly tenders for these bills has proved very
successful, and this 1is an innovation we plan to

continue, at around the current level.

12



41. Meanwhile, I am today adding one more entry to the
long list of financial controls which we have swept away
during our term of office. The last surviving relic of
the post-War apparatus for the direction of capital by
the State is the Control of Borrowing Order, which since
1946 has involved first the Treasury and then the Bank
of England in giving consents for equity and bond issues
in the capital markets. As from today it will no longer

NS
be necessary for companies i to make capital

market issues to obtain the Bank of England's consent to

,L/\Alﬁ-‘t’ RS TW—-' W\WA ‘3(— A 'm:\( Y\, v, P L‘
the timing of “su “issuesj | and—we—will,:@;_émiipéuy
W LM

G~ ba Pretlinedl e,
pos&ib&gq:jévoke the Order itself and repeal the 1946

Act from which it stems.

42. The sterling capital market has in recent times
been going through a period of considerable adjustment,
as the Government has changed from being a large issuer
to a large purchaser of its own debt. The abolition of
the Control of Borrowing Order will remove an
unnecessary and bureaucratic restriction on issuers of
capital as they move into the space formerly occupied by

the Government when it was a borrower.

43, This new freedom will be enhanced by a further,

important, set of deregulatory measures for the sterling

13



capital market which are being promulgated today in
notices issued by the Bank of England. These measures
will open up the market for sterling paper of less than
5 years' maturity by extending the range of institutions
which can make such issues; and they will create a

unified regime for all these issues.

44. Taken together the changes I have described
constitute a major liberalisation of the arrangements
for London's capital markets. They will give greater

flexibility to issuers and wider choice to investors.

45. In last year's Budget Speech, I set out the
principle of a balanced budget as the proper objective

of fiscal policy, in these terms:

"A balanced budget is a valuable discipline for
the medium term. It represents security for the
present and an investment for the future. Having
achieved sit, ST vintend' ' to stick to' it. » In"other
words, henceforth a zero PSBR will be the norm.
This provides a clear and simple rule, with a good

historical pedigree."

46. It is a rule that ensures that, as national income

continues to rise, the ratio of public debt to national

14



income continues to fall, and with it the burden of debt
interest. It ensures, too, that the State makes no
claim either on the savings of the private sector or on
flows of finance from overseas. To go further than
this, and seek to achieve the maximum possible repayment
of public debt, would not be consistent with the
Government's policy, as it would mean deferring for a
very long time the benefits of a reduction in the burden

of taxation.

47. So I reaffirm the principle of the balanced
budget. However, given the substantial surplus we now
have, the path of prudence and caution must be to return
to balance not overnight, but gradually, over a period
of years. Thus we <can expect to have aeas=pumber—eof

further years of debt repayment ahead of us.

48. Moreover, given the particular uncertainties there
are at the present time, I believe it would be right to
budget for 1989-90 for a surplus similar to that secured
in the year now ending; in other words, a further public
sector debt repayment, or PSDR, of some £14 billion.
This means that, in the space of three years, we shall
have repaid roughly a sixth of the public debt that has
accumulated over two centuries. But it also means that

it will not be possible in this year's Budget to reduce

15



the burden of taxation; that 1is to

taxation as a share of national income.

16

say,

to

reduce
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CONCLUSION

Mr Deputy Speaker, in this Budget I have reaffirmed the
Government's commitment to the defeat of inflation
through the maintenance of prudent monetary and fiscal
policies. I have budgeted for a debt repayment of
£14 billion - the largest ever. I have announced a
major reform and reduction in employees’ national
insurance contributions; and I have fulfilled our pledge

to abolish the earnings rule for pensioners.

I commend this Budget to the House.
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FROM: MALCOLM BUCKLER
DATE: 10 March 1989

MISS WALLACE

BUDGET STATEMENT

I promised you the details of the Paymaster General's comments

on your minutes of 9 March.

In the economic section:
= line 3, page 10: replace "for" with "in" or "during";
= paragraph 44, second line: fourth word should Dbe

"deregulatory"?

In the tax section:

= the last +two 1lines of paragraph 77 might read ".....
accommodation such as hospices, o0ld peoples homes and student

hostels.";

= first line, paragraph 80: is "allow" right?

= paragraph 82: delete;

= third 1line, paragraph 88: replace "help to 1lead" with
"contribute";

= third sentence of paragraph 89: being with "At";

= the - last«gentence - of - paragraph 93: 1g “this -actually -a
change, as referred to in paragraph 922

= third line, paragraph 101: replace "extend" with "expand";

= fourth 1line, paragraph 104: replace "has" with "sces",

and in the last line replace "give" with "five"?

= third line, page 33: add "achieved" after "was".

MALCOLM BUCKLER
Private Secretary
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S M A JAMES
10 March 1989

MISS WALLACE cc: PS/Chief Secretary
‘ PS/Financial Secretary

PS/Paymaster General
PS/Sir P Middleton
Mr Scholar
Mr Culpin
Mr Riley
Mrs Chaplin
Mr Tyrie
Mr Call

PS/IR

PS/C&E
BUDGET STATEMENT : TAX SECTION

The Economic Secretary has seen the latest draft circulated
yesterday. He has the following comments:

(1) Paragraph 2 redraft lines 5-7 "...information

provided to the Inland Revenue or Customs and Excise
by individual taxpayers about their private affairs";

(ii) Paragraph 24, lines 1-2 delete "in... say";

(iii) Paragraph 84 1st sentence: we are not certain that

atmospheric lead does damage children's brains etc.
But it seems highly probable. To reflect this
without sounding sceptical we might make the
following changes:

- insert "potential" before "damage" (line 1)

- line 4, to read . “"ii.idsy -a--matten ok

increasing concern";




(V)

BUDGET SECRET

Paragraph 86 : retain the square bracketed sentence.

Delete "the price of" and insert "tax" before
differentials;

Paragraph 87, 1line 7 insert "and pumps" after

"capacity".

Ay

S M A JAMES
PRIVATE SECRETARY
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Inland Revenue Savings and -
Investment Division
Somerset House

FROM: A W KUCZYS
10 MARCH 1989
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2. PS/CHANCELLOR (Mr Allan)
BUDGET SPEECH: PENSTIONS

abo You asked for a quick note on whether we could justify

the sentence in paragraph 69 of the Budget Speech:

"... while setting for the first time a reasonable cash

limit on the tax relief available to any individual,"
I do not think there is a real problem.

e The 1limit on tax relief takes different forms. For

those in occupational pensions it involves a ceiling on

benefits. For those in personal pensions it is a ceiling on
contributions. For someone who has more than one career, as
the Chancellor has already noted, it will be possible to
build up a generous level of pension provision: in the most
extreme case, perhaps £40,000 from the first employer for
just 20 years' service, plus almost as much again from a
personal pension built up during a second employment (the
"Tyrie-Macpherson wheeze", with a genuine chanye of
employment) . Or, as Mr Tyrie has pointed out, someone
contributing the absolute maximum +t+o a personal pension
throughout working life could enjoy a personal pension of
well over £40,000 a year. (I am providing a separate note

expanding on that.)

ee PS/Chief Secretary Mr Isaac
PS/Financial Secretary Mr Corlett
Mr Scholar Mr Bush
Mr Culpin Mr Kuczys
Mr Macpherson Mr Hinton
Mrs Chaplin PS/IR
Mr Tyrie
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3. But all this is just a reflection of the fact that a
group of people, all with the same pattern of earnings, can
end up with quite different pensions, according to how
generous their employers' schemes are, or how well their
personal pension contributions are invested. The consistent
feature of the new tax regime is that earnings over £60,000
will always Dbe ignored, for tax-privilegyed pension

arrangements.

4, For some people that will still allow a pension in
excess of £40,000 a year. But even on the most extreme
assumptions, the most that could be contrived is about
£80,000 to £90,000. For someone whose final salary is
£1 million, who under present rules could have a tax-
privileged pension of £666,667 from just one employment,
that is still a fairly striking cash cap on tax privilege.

5. In conclusion, I do not see any reason why the

Chancellor should not keep to the present wording in the
Speech.

AL

A W KUCZYS
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BUDGET SECRET

Copy No / of i4Copies

From: S D H SARGENT

Date: 10 March 1989

MISS WALLACE cc PS/Chief Secretary
PS/Financial Secretary
PS/Paymaster General
PS/Economic Secretary
Sir T Burns
Mr Anson
Dame A Mueller
Mr Scholar
Mr Culpin
Mr L Harris

Sir A Battishill - IR

BUDGET STATEMENT: TAX SECTION

Sir Peter Middleton had just one comment on the near final draft
you circulated on 9 March. He is sure that we need a reference to
public sector schemes in the pensions section, and he suggests
that this could best be achieved by adding the following sentence
to the end of paragraph 60:

"Public sector schemes will be amended to comply with this".

e

S D H SARGENT
Private Secretary
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BUDGET CONFIDENTIAL

FROM: ROBERT CULPIN
DATE: 10 March 1989

'CHANCELLOR ce:: Chief Secretary
Financial Secretary
Sir Peter Middleton
Mr Scholar
Mr Gilhooly
Mr Pickford
Miss Wallace

Miss Hay
Mr Ford
LIFE ASSURANCE
I hesitate to send you another note about life assurance. 1]

understand that you have been inundated with Revenue
quibbles, and I do not want to add to them; but I should like
to suggest a minor change to the speech. More importantly, I
hope that, when you are finalising it, you might find it
mildly helpful to have this summary of the key facts (such as
they are).

b The crucial distinction we want to make is really this:
- we are putting the tax treatment of the pensions
business of life offices on to a proper basis, and

that has a yield in all years

- we are not changing the tax burden on life
assurance proper to any significant extent; but we

are improving the distribution of that burden, by
charging a lower rate on a broader base.
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i Putting the taxation of pensions business on to a proper

footing means that:

(a) pensions expenses will only be deductible from
pension profits, and not from life assurance income

and gains;

(b) the life offices will no longer he ahle to transfer
pension profits to artificial reserves, purely for
the purpose of reducing their tax bills; and

(c) they will be required to account for their capital
gains on a consistent basis, instead of treating
them differently on the two sides of the account.

4. The speech focuses on (a). The ABI has acknowledged the
case for it; and it accounts for two thirds of the pensions
yield at the start, and a rising proportion thereafter.

Dt However, the other pensions measures are also important.
They account for a third of the pensions yield in 1990-91;
one of them - (b) - comes into force on Budget day this year,
not in 1990; and the other - (c) - is contentious, because it
involves levying CGT on an accruals basis (for good but
controversial reasons).

6. As to life assurance proper, the best estimate we can

make is that we are probably reducing the tax hnrden; but thc
orders of magnitude are well within the margin or error. We
simply say that the package is broadly neutral.



BUDGET CONFIDENTIAL

7. I wondered whether to point up more sharply this
difference between the taxation of pension profits and the
taxation of life assurance proper, for example by adding a
summary sentence at the end of paragraph 54. But it is
probably best to keep the speech itself fairly deadpan. We
will carry the distinction through to the briefing and so on.

8. I attach a minimalist drafting suggestion: changes
marked.
9. I also attach two tables (on one page). The Revenue

have never provided anything quite like this, and the figures
are highly uncertain. (Beyond the red book period, they are
Treasury guesses, based on other Revenue estimates and
assumptions.) But I think you need something of the kind if
you want to check, as you finalise the presentation, that you
have got the different measures in roughly the right
perspective. I think it is all right: I hope the tables will
help you form your own judgement.

ROBERT CULPIN
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DRAFT

49. First, many life offices run a pension business as

well as a 1life assurance business, and they are not

required to keep the two entirely separate for tax
purposes. [Reason for change: for some life offices,
pensions are the main business.] This enables them to
set the wunrelieved expenses of the pensions business
against the income and gains of their 1life business,
thus giving their 1life profits unduly favourable tax
treatment. The life offices themselves have accepted
that this treatment is anomalous and I propose to end
it. This change will come into force on 1 January 1990.
[Reason for change: one of the related measures comes
into force " in 1989.] Together with some related
measures to put the taxation of life offices' pensions
business on to a proper footing [Reason for change:
avoids calling the changes"minor", and explains their

objective], it will yield some £150 million in 1990-91.

50 The remainder of the changes I have to propose...



pension measures 155
Life Assurance proper -20 -110
Total -20 45

1989-90 1990-91

Pens ions Measures

Ring fence pension 105
business

Other pensions 50

Life Assurance measures

Spread acquisition 80
expenses

Reduce tax ratle -110

Abolish LAPD -20 -80

Total -20 45

Figures assume

232

-108

124

1991-92

180

52

130

-160

124

4.5% per cent real growth per annum in new business and in

255

167

1992-93

55

160

-165

167

267

250

1993-94

210

57

240

=171

Table One

279 292 305

4 13 -52

283 305 253
Table Two

1994-95 1995-96 1996-97

219 229 240

60 62 65
270 290 235
=177 -183 -190
-89 =93 -98
283 305 253

318

265

1997-98

250

245

-196

-102

265

333

-120

213

1998-99

262

71

190

-203

-107

213

348

-127

221

1989-90 1990-91 1991-92 1992-93 1993-94 1994-95 1995-96 1996-97 1997-98 1998-99 1999-2000 00-01

363

-199

165

1999-2000 00-01

273

74

195

=211

-1

221

income

286

78

136

-218

-116

165

2001-02 2002-03

380

-206

174

2001-02

299

81

142

-226

-122

174

397

=214

183

2002-03

312

85

148

-235

-127

183
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FROM M C SCHOLAR
DATE 10 MARCH 1989

MISS WALLACE cc PS/EST
Sir Peter Middleton
Sir Terence Burns
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Min~
I have, as requested, discussed paragraphs 84-88 with Mr Sanders,

the DoOE's lead expert.

v, ] He says

(i) the government does not admit to lead actually doing
damage, because of the potential public expenditure cost
of having to replace all the Scottish lead water pipes.
We speak rather of increasing the safety margin;

(ii) we should not say that we are committed to phasing out
leaded petrol altogether, because vintage and veteran
cars may need it for ever, and we do not want 10,000

letters from vintage car clubs next week;

(iii) the DoE prefer to say 'adjustment' rather than
aNe 'conversion' of cars, because the latter sounds a more
d . radical change than it really is. Vauxhall has
undertaken to convert their cars free, and Ford has
recommended their dealers to make the adjustment free;
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(iv) because some 2-star users cannot switch to unleaded he
would prefer us to say "if they can do so" at the end of
paragraph 87. I said I thought this was unnecessary,
given the meaning of "incentive"; he does not press his
amendment if we dislike it;

. So he suggests

(i) replacing the first two sentences of paragraph 84 with

V. ineleaawh / "It 1is increasingly clear that we must raise the safety
A St / margins for exposure to lead both for the environment in
A r WEe S | e ] ' :

(\r“ wis ~f// general and for child health in particular. Lead in

oW s WE° /
v;i"’% Nedatie petrol accounts for 80 per cent of lead in the
VAW VY AL
‘ P atmosphere. The Government is firmly committed to

phasing out leaded petrol, and in successive Budgets

(ii) ending paragraph 84

"...the road could use it, either without any adjustment
or with only a minor adjustment which should not wusually
cost more than £20 and in many cases will be carried out

i free.";

(iii) in line with paragraph 85 delete ‘"conversion cost" and

substitute "cost of adjustment"; MA{wif{ffft;“a ;

(iv) insert "significantly" after "suffer" four lines from the
bottom of paragraph 85. Mr Sanders does not insist on
this, but says that the person who likes to get from
0-60 mph in six seconds will notice the difference with
unleaded fuel. I think we should say "significantly";

4. Mr Sanders ended by thanking us for all the help we are
giving his campaign!
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5. Mr Sanders has now returned these paragraphs to Mr Ridley's
office. We talked about Budget secrecy.

6« May I make a final plea for centring our presentation on the
tax differential of 14p rather than on the price differential of
nearly 10p (I understand that both Mr Culpin and the Customs would
support this)? There is further argument for this in Ms French's
minute of 9 March which shows that the oil companies are taking
more of the differential for themselves in the UK than they are in
many other European countries

MLA

M C SCHOLAR

£
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Public Sector finances

MLs o3
34. I now turn to fiscal policy. When we first took
office the public sector borrowing requirement was over

5 per cent of GDP - equivalent to fe=s=san £25 billion

in today's terms.

395 This was steadily reduced over the years as a
deliberate act of policy, until, by 1987-88, the PSBR

had been eliminated altogether and we started to repay

tyéfk?fiayﬁi debt.

36 . Accordingly, last year I budgeted for a further

Public . Sector Debt Repayment, or PSDR, of some

£3" billaon. . In the event, it looks like turning out
O n RS @"(‘-’\/\

almost—five times as large, at £14 billion, or 3 per

cent.  of GDP. Even if there had been no privatisation

proceeds at all, the public finances would still be in

surplus, to the tune of some £7 billion.

3T Nothing 1like this has ever been achieved in the
past 40 years. And no other major country enjoys a
comparable budget surplus. It has not been easy, even
though we have been assisted in this in the year now
ending by the exceptional buoyancy of the erconomy, which

both boosted tax receipts and reduced public expenditure

il



well below the planned level. As a result, Government
debt as a proportion of GDP is now lower than at any

time since the First World War.

38. Moreover, the substantial net repayment of public
debt over the past two 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 1last two years mean that net debt
interest costs will be lower by some £l3/4 billieon &

year. This saving is being put to good use.

39 The objective of funding policy remains unchanged:
to achieve a full fund of the Government's borrowing
requirement, which nowadays translates into using the
Budget surplus to buy back an equivalent amount of
Government debt. With the PSDR this year likely to be
considerably larger than earlier expected, it may not be
practicable to buy back sufficient debt to meet the
funding rule this financial year, in spite of
innovations such as a reverse gilt auction. The
undershoot will therefore be carried forward into the
next financial year. Because there are unusually heavy
maturities of gilt-edged stock in 1989-90, this is
unlikely to require any major change in the rate at

which the Bank of England purchases gilts.
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40. The dramatic improvement in the United Kingdom's
public finances has also provided a welcome opportunity
to devote more attention to the structure of the debt
that remains. We will continue to seek both to minimise
the cost of servicing the Government's domestic debt and
to improve its quality by relying 1less on the more

liquid borrowing instruments.

41. We have also been able to restructure part of the
Government's foreign currency debt, launching an
innovative and cost-effective programme of Treasury
Bills denominated and payable in ecu. The first series
of six monthly tenders for these bills has proved very
successful, and this is an innovation we plan to

continue.

42. Meanwhile, I am today adding one more entry to the
long list of financial controls which we have swept away
during our term of office. The last surviving relic of
the post-War apparatus for the direction of capital by
the State is the Control of Borrowing Order, which since
1946 has involved first the Treasury and then the Bank
of England in giving consents for equity and bond issues
in the capital markets. The Treasury has today made a
General Consent under the Control of Borrowing

Order 1958, so that it will no longer be necessary for

13



those who wish to make capital market issues to obtain
the Bank of England's consent to the timing of such
issues; and we will, as soon as possible, revoke the
Order itself and repeal the legislation on which it
depends, the 1946 Borrowing (Control and Guarantees)

Act.

43, The sterling capital market has in recent times
been going through a period of considerable adjustment,
as the Government has changed from being a large issuer
to a large purchaser of its own debt. I will have more
to say about that in a moment. The abolition of the
Control of Borrowing Order will remove an unnecessary
and bureaucratic restriction on issuers of capital as
they mcve into the space formerly occupied by the

Government when it was a borrower.

44, This new freedom will be enhanced by a further,
important, set of dervgatorily measures for the sterling
capital market which are being promulgated today in
notices issued by the Bank of England. These measures
will open up the market for sterling paper of less than
5 years' maturity by extending the range of institutions
which can make such issues; and they will create a

unified regime for all these issues.

14



45. Taken together the changes I have described
constitute a major liberalisation of the arrangements
for London's capital markets. They will give greater

flexibility to issuers and wider choice to investors.

46 . In last year's Budget Speech , I set out the
principle of a balanced budget as a proper objective of

/ fiscal policy, in these terms:

"A balanced budget is a valuable discipline for
the medium term. It represents security for the
present and an investment for the future. Having
achieved it, I intend to stick to it. In other
words, henceforth a zero PSBR will be the norm.
This provides a clear and simple rule, with a good

historical pedigree."

47. It 1is a rule that ensures that, as GDP continues
to rise, the ratio of public debt to GDP continues to
fall, and with it the burden of debt interest. It
ensures, too, that the State makes no claim either on
the savings of the private sector or on flows of finance
from overseas. But to go further than this, and seek to
achieve the maximum possible repayment of public debt,

/ would not be consistent with the Government's policy,

15



as it would mean deferring for a very long time the

benefits of a reduction in the burden of taxation.

48. So I reaffirm the principle of the balanced
budget. However, given the substantial surplus we now
have, the path of prudence and caution is clearly to
return to balance not overnight, but gradually, over a
period of years. Thus we can expect to have a number of
further years of debt repayment ahead of us. Moreover,
given the particular uncertainties there aré at the
present time, I believe it would be right to budget for
1989-90 for a surplus similar to that secured in the
year now ending; in other words, a further public sector
debt repayment, or PSDR, of some £14 billion. What this
means 1is that it will not be possible in this Budget to
reduce the burden of taxation; that is to say, to reduce

taxation as a share cf GDP.

16
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BUDGET SPEECH: ECONOMIC SECTION
Vel g I attach the Chancellor's final draft of the Economic Section of

the Budget Speech. Could any final comments reach me by 4.00pm

this afternoon please.
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MISS M P WALLACE
13 Mar /1989

PS/FINANCIAL SECRETARY cc PS/Chief Secretary
PS/Paymaster General
PS/Economic Secretary
Sir P Middleton
Sir T Burns

Anson

Scholar

Culpin

Gilhooly

Gieve

Pickford

Macpherson

Michie

Mrs Chaplin

RERFERER

Sir A Battishill - IR
Isaac - IR
Beighton - IR
Painter - IR
McNicoll — IR

Unwin - C&E

Ms French — C4E

Mr METn Iy ve [Fms qQq-end
BUDGET SPEECH: TAX SECTION omlyd

RERRR

I attach the Chancellor's final draft of the Tax Section, which
now includes a peroration. Can I have any vital corrections of

fact by 4.00pm this afternoon, please.

Aoy

MOIRA WALLACE
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BUDGET SPEECH - FIRST SECTION

The background to this year's Budget is the

unprecedented strength of the British economy, coupled
with the continuing and overriding need to combat
in on, at a time when, throughout the world, it is
unm ly edging up again.

2. I egin with an account of the performance
of the in 1988 and the prospects for 1989, set

in the conte he past ten years. I shall then deal

with monetary policy and the public sector finances.

Finally, I shall propose a number of measures to carry
forward the process of t’; reform.
e As usual, the f? ncial Statement and Budget

Report, together with a num6?§i§z>Press Releases filling
out the details of my propos ; will be available from
&

the Vote Office as soon as I have sat down.

ECONOMIC PERFORMANCE AND PROSPECTS <§g§?§§>

4.
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policy is conducted, and in the results that have been

achieved.

5 For the first time, financial policy has been set
firmly and explicitly in a medium-term context. We have

be uided by the basic philosophy that the Government

sho t a sound medium-term financial framework and

leave ivate sector free to operate with confidence

>

6. The Go éaéégt came to office with two central

within 1

objectives - to defeat inflation, and to breathe new
life into a moribund economy - and a clear idea of how
to achieve those objectives. Inflation is a disease of
money; and monetary §3§§§> is its cure. The role of
fiscaX¥ .policy’  "is te 9' g the public accounts into
balance and keep them theze d thus complete the
process of re-establishin sound money . Strong
sustainable growth 1is achieved, not through any
artificial stimulus, but by allowing markets to work
again and restoring the enterprise cult by removing

unnecessary restrictions and control olling back

the frontiers of the StatéZ}by reforming

and promoting all forms of capital owne

reforming and reducing taxation.

2
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Q;;i) / 1. The first and most urgent task we faced was to

damp down the inflationary fires that had raged in the
'70s, and wrought so much economic and social havoc.
/ And we succeeded. Between 1974 and 1979 inflation had

averaged more than 15 per cent. Over the past six years

i€ averaged 5 per cent - still not good enough, but
am improvement.

/ B On siness and industry recognised the
fundamenta nges that were taking place, they

responded to ‘th w economic climate with wvigour and
p C//n”

// confidence.
Output in the United Kingdom has grown faster than in
all the other main Eur nations during the '80s - a

marked contrast to thg> revious two decades, when we

were bottom of the league. A this growth has been

based on a dramatic and tained improvement in
<

productivity. For the economy as a whole our

/ productivity growth has been second only to that of

Adawr

Japan among all the major nations during e '80s. In

pPyodiacks v« Ky 34 % B
manufacturing it has exceeded even Jap
& - pr ot
/\.
9. In Britain today we have more people k than
/ ever before in our history; they are better ated

than ever before, and their 1living standar Cjékxe

T NOT TO BE COPIED
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have seen the longest period of strong and steady growth

since the War.

<§§%§%§2§§>improved beyond recognition. The seven years to 1988

£ 35 But it is not just our economic performance that
ha n transformed: so have our prospects for the
fut or over the past seven years, investment has
/ grown than twice as fast as consumption, creating

Total bus nvestment is now a higher proportion of

national income an ever before. And its quality has
improved immeasurably, too; as has the quality of

British management. We have seen a dramatic and 1long

overdue improvement i company profits. And a
(A natol 6% _ QQ :
t]Gf Ci ol remarkable growth in th otal number of bu31nesses,[50ﬁ:1

at the rate of more thaﬂo‘ housand a week.

<34:::P
X1. Provided we stand firm-in our resolve to get on

; &
It;wu \ \\\lL top of inflation, thc prospects befure us are excellent.

A And at least on this side of the House, we deLN£M suhalr““x-
w S te 4 \ L,'
N“"L’\:ﬁ‘* o IG: " | cas AXSUN Yot~ MA S Ta) Lot LA g Fan A ﬁrm

Lk,,A““ ¢ B S8 A year ago, in the aftermath e worldwide

fpbﬂr stock market crash, it looked as if there +1d\ be some

slowing down from the rapid growth of 189

that was not to be. <§§§§>
4
BUDGET SECRET NOT TO BE COPIED
BUDGET LIST ONLY




BUDGET SECRET
BUDGET LIST ONLY

BUDGET SECRET
BUDGET LIST ONLY

NOT TO BE COPIE’.

NOT TO BE COPIED



BUDGET SECRET NOT TO BE COPIED
BUDGET LIST ONLY

13 As the House knows, the state of the national
income statistics leaves much to be desired. But it now
appears that we had in 1988 a second successive year of
growth at 41/2 per cent, with unemployment falling by

over half a millioq)to well below the European average.

R

14. facturing output grew particularly rapidly, by
more per cent, to a level well above the previous
peak. <€§;i>

15 But to;;%ﬁégéndlng also grew by getting on for

7 per cent, mainly because of the boom in industrial

investment, in itself a welcome event, but also because
of continued strong grewth in consumer spending. This
last was financed t unprecedented degree by
borrowing, overwhelminglgl ortgage borrowing.

Q)
16. Inevitably the rapid g o h of total spending led

to renewed inflationary pressure. To some extent this

was diverted into a sharp rise in imports, and hence in

the deficit on the current account of balance of
payments. The published figures this at
£141/2 billion in 1988, although given billion
positive balancing item - another nameh?ggzﬁy Qrs and

omissions - the true figqure is almost certa

than this., But whatever the true figure,

o 5
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recorded in 1987/ after seven successive years of

<é§%§§§> undoubtedly large, and a sharp increase on the deficit

surplus.

i 17 Bpfl épven sound policies it can readily be
fi ced. Moreover, unlike previous current account
defi e have known in this country, it reflects not

/ excessiye vernment borrowing, but rather an upsurge of

private kﬁ§§§§ment unmatched by private savings. This

is somethi will in due course correct itself.
18. As the House knows, however, there has also been a
// rise in recorded inflation. Excluding the distorting

effect of mortgage i»ii est payments, the RPI rose by
OB

41/2 per cent last ye ch the same as the average

o

/ over the previous five rs. But this underlying rate

increased significantly thro e year, and now stands
¥

at 5 /2 per cent. o

/ 19. Moreover the increase in inflation appears to be a
worldwide trend. Taking the seven r industrial
nations as a whole, inflation is n its highest

oNe s

S ] level for sfne three years. @
CfA079‘553> ‘1s:>

20 In the UK, as in a number of other coun oS it
o

became clear that it was necessary to tighten

6
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N

policy sharply. That meant raising short-term interest

<§§§§§ rates, which I duly did, starting last June.

21, 53 am of course keenly conscious of the

difficulties many borrowers, particularly home owners,
are

x Ow experiencing. But however unwelcome high
may be
X int ates[ , they are infinitely preferable to
the d hat would be done by high inflation.

225, Theow increasing signs that the determined
action I hav E5§Q§ is having the desired effect. The
housing boom that played such a large part in the events
of last year has subsided. Monetary growth has slowed
down appreciably. And _xetail sales, too, seem to have
levelled off over thet four months, presaging a
gradual recovery in the S’ onal savings ratio.

CXZ;;D

23" The outlook for 198 for inflation to rise a
10

little further over the next few months, from 71/2 per

cent including mortgage interest payments to about 8 per

cent, before falling back in the secon half of the

year to 51/2 per cent in the fourth q and perhaps

41/2 per cent in the second quarter of 1 il

24, Some slow down in real growth is inevita§é§§§§> we
P

get inflation back onto a downward path - indeed
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almost certainly already begun to happen. Overall
growth is forecast to fall from the 41/2 per cent
recorded last year to 21/2 per cent this year, with
growth through the year at 2 per cent. Domestic demand
is forecast to slow down even more markedly. But within
which is holding up well, is once
recast to grow faster than consumption. The

ccount deficit 1is forecast to remain at the

25, But the 85;;§ion of just how "soft" or "hard" the
so-called landing will be is not in the hands of

Government alone. The Government's task is to reduce

inflation by acting, ough monetary policy, to bring
down the growth of nat income in money terms. The

task of business and ing‘ ry 1is to control its pay and

other costs. The more succ y it does so, the less
difficult in terms of o t and employment the

<
necessary adjustment will be.
26. But over the medium-term, it is ar from our
experience over the past ten years e policy we

are pursuing will bring inflation dow //539 steady

growth will resume. The best cont on the

Government can make to this is to carry

process of supply side reform, to help make the ég§§§y

BUDGE E
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Mc

measures to which I shall turn in the second part of my

G;§§%§ work better. That is the objective of the specific

speech.

Monetary policy

b 4 A <§§é§§ said at the outset, monetary policy plays and

must qg§§§} play the central role in the battle against

inflation@iigg is at the very heart of the medium-term

financial gy, the tenth edition of which I am
tod

publishing

28. I have described the monetary tightening that has
taken place over the pas ine months. This has already
;;\“- led to a sharp(é?celer- bn |in the rate of growth of the

o
/ target aggregate, narrow ney, or MO.

j
29, For 1989-90, the tar;;; range for MO will be

1-5 per cent, as envisaged in last year' MTFS. Although
it will start the year above the top of that range, its
/ very low growth over the past six mont below 3 per
cent at an annualised rate - sugge at it will
fairly soon come back within the range.

I two years, there 1is no target for the growth

BUDG

E
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30. The exchange rate is of particular importance in
the conduct of monetary policy.(iE:}lear commitment not
to accommodate increases in domestic costs by exchange
rate depreciation remains a key safeguard against
in(%é?%pn. In this context, we will continue to work
wit 7 partners to maintain the greater exchange
rate bility that has been a feature of the past

= year

31% Short-te€g§;bterest rates remain the essential
instrument of monetary policy. I repeat what I have

stated clearly on a number of previous occasions:

interest rates will s as high as is needed for as
long as is needed. Fore will be no letting up in

our determination to get top of inflation.
©

Public Sector finances »

32. I now turn to fiscal policy.

33. When we first took office th <§§§§§ic sector
horrowing requirement was over 5 per f GDP -

equivalent to £25 billion in today's terms.

10
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34. This we steadily reduced over the years as a
deliberate act o€ policy, until, by 1987-88, the PSBR
had been eliminated altogether and we started to repay

the public debt.

3 ccordingly, last year I budgeted for a further
Publ ector Debt Repayment, or PSDR, of some
£3 billion In the event, it 1looks 1like turning out

between d five times as large, at £14 billion, or
3 per cen DP. Even if there had been no
privatisation Oceeds at all, the public finances would

still be in surplus, to the tune of some £7 billion.

36. Nothing like th ever been achieved in the
past 40 years. Indev rnment debt as a proportion
of GDP is now lower than'géfiny time since the First
World War. And no oth® <::ﬁjor country enjoys a
comparable budget surplus. It has not been easy, even

though we have been assisted this year by the

exceptional buoyancy of the economy, which both boosted

tax receipts and reduced public expenqgggéé.

e 5 g Moreover, the substantial net repa

burden of debt servicing, both now and

generations. For the coming year, for example, the

[ BUDGET SECRET NOT TO BE COPIED
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repayments of the last two years/,meag\}hat net debt
interest costs will be lrwer by ngéf_—fiifé:é}llion a
year. This saving is being put to good use, allowing
extra spending on departmental programmes within our

overall public expenditure constraints.

38. <§§§§> dramatic improvement in the United Kingdom's
public @§§§>§es has also provided a welcome opportunity

to devo e attention to the structure of the debt
that remains¢ will continue to seek both to minimise
the cost of s cing the Government's domestic debt and
to improve its quality by relying less on the more

liquid borrowing instruments.

3197 We have also bel to restructure part of the

Government's foreign cﬁ%%?f;y debt, launching an
innovative and cost-effecg"(::>orogramme of Treasury
Bills denominated and payable %g ecu. The first sifies
og six monthly tenders for these bills has provedéyery

S oS oda e o %
successful, i i i ion plan to

~ - G

ééﬁEfﬁﬁit,at around the current level.<ggib
40. Meanwhile, I am today adding one m§§§§§?§}y to the

long list of financial controls which we havé s )t away

during our term of office. The last surviving

the post-War apparatus for the direction of cap1§g§§>by

12
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the State is the Control of Borrowing Order, which since
1946 has involved firsc the Treasury and then the Bank
of England in giving consents for equity and bond issues
in the capital markets. As from today it will no longer
be necessary for companies wishing to make capital

issues to obtain the Bank of England's consent to

g of such issues. The new issue queue will be
a thi . And, as soon as practicable, we

will : Order itself and repeal the 1946 Act

41. The sterling capital market has in recent times

been going through a period of considerable adjustment,

as the Government has changed from being a large issuer
to a large purchaser s own debt. The abolition of

the Control of Borrowg> Order will remove an

unnecessary and bureaucrati triction on issuers of

capital as they move into the ce formerly occupied by
o

the Government when it was a borrower.

42. This new freedom will be enhanc by a further,

important, set of deregulatory measure
capital market which are being promulyated today in
notices issued by the Bank of England. These easures

will open up the market for sterling paper

5 years' maturity by extending the range of inst Cﬁééss

A LY B Nl B §
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which can make such issues; and they will create a

unified regime for all these issues.

43. Taken together the changes I have described
constitute a major liberalisation of the arrangements
don's capital markets. They will give greater

fo
fle Yy to issuers and wider choice to investors.

44. Inz year's Budget Speech, I set out the
o<g§§§§lanced budget as the proper objective
€¥§>$n these terms:

principle

of fiscal poli

"A balanced budget is a valuable discipline for

the medium term. represents security for the
present and an stment for the future. Having
achieved it, I inte to stick to it. In other

words, henceforth ao@ PSBR will be the norm.
This provides a clear a Simple rule, with a good

historical pedigree."

45, It is a rule that ensures that, tional income
continues to rise, the ratio of public g;g%%ﬁg national
income continues to fall, and with it the of debt
interest. It ensures, too, that the Stat es no
n

claim either on the savings of the private se

o
flows of finance from overseas. To go furth C;;%@n

14 -
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ELLOR

S

Attached is my first (near) full draft, which I shall circulate to
the full BLO cast on Monday morning.

The main idea for this weekend is that you should have a chance to
see how the ge al balance of the thing is shaping up, and say
what you thi ds most work. You have two weekends of "real
speechwriting illed in later on.

tax section. We e able to do a lot more work on this, when
we've had the fir ussion of presentation, and when some of
the remaining decis ave been taken. 1In the meantime, for
example, the pension ion is really little more than notes
produced by FP. And ome tax etc. section at the end is
just square brackets p t On the macro section, the COBO/
deregulation piece is as<§e% nwritten, but I shall attack that
next.

I am conscious Eii?ﬁme of this is very patchy - particularly the
il

(Apologies, too, that the typing is a bit curious in places -
there wasn't time to run off a clean version.)

\ngg \ / W\
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THE ECONOMIC BACKGROUND : M\Y’ W

2 1988 has been another year of buoyant growth world

wide, exceeding expectations in each of the major
i?zégzéial countries, in most cases substantially so.
Wo ade in manufactures probably grew by [10] per
cent, utput in the G7 by an average of 4 per cent.

growth has again been above the G7

/jiépead of all our major European

competitors. I now judge that the figure for 88 as a

average,

whole will turn out to be around 4% per cent.

4. Overall output of 4% per cent means that in

this upswing we have noé> corded x years of sustained
growth. Within this o¥ve very vigorous growth
performance, the performance anufacturing has again
been particularly strong, with growth of getting on for

cund
7 per cent in 1988, with manufacturing/now 10 per cent

above its previous all time peak. <g§§8

S

5 The key to this sustained gif%yement in
manufacturing performance has been the maj i ovement
in productivity that has been secured this

Government. In the '80s, our manufacturing pro gééigty
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has grown faster than that of any other industrial
country - following years at the bottom of the league in

the '60s and '70s.

6. [We now know that] employment has risen
continuously since 1983, by a total of [over 2%]

million, to an all-time record high. Unemployment has

no n falling for 30 consecutive months, the longest
pe f continuous decline since the War, taking it
bel;$§t§i§$}ion.

2 AnotHe satisfactory feature of the recent

past, and good omen for the future, is the

strength of iéigstment, which looks to have grown by
some 14 per cent in 1988. Indeed, over the last
7 years, investment has_ grown twice as fast as
consumption. In theious 14 years consumption grew
faster on all but three<> asions.]f%he recorded figures
for investment growth shaow aller increase in 1988.
But it is perfectly cle from the well-known
discrepancies within the National Income accounts that

the estimates of expenditure, and of investment spending

in particular, are inconsistent wit all the other
evidence. The Treasury has, in consu with the
CSO, undertaken an exercise to produce a accounts

ives Eg 53
that preduees a more consistent picture ow the

economy developed between 1986 and 1988, and ’<é§§§§hose

2
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figures which form the basis for the forecast I shall be

giving today. Full details are published in the

Financial Statement and Budget ReFQrt

8. The strong growth of investment - and indeed the
strong growth of consumers expenditure too - is no doubt

in great part a reflection of confidence in the British

ec . But with domestic investment exceeding
do saving, some of the investment has had to be
finan m overseas. As a result the current account
now loo ave been in deficit by some £10 billion in
1988. Th a sizeable deficit, clearly, but it has

been financ ,/§§§hout difficulty, thanks to the
F e

Government's firm commitment to monetary discipline and

fiscal prudence,

"<:‘ dmriing 1188
9. At home, it -.‘@e clear/(that the growth of

domestic demand was

r than thought, and had come
to be too much of a good t There was evidence of
some resurgence of inflat Y pressures. I[ﬁad no

&
hesitation in acting to nip this in Lhe buq;} by

LEightening monetary policy. The first effects of higher

threngh
interest rates ~ began. s oyLat the end
of the year, for example, in the figu

MO growth,
retail sales, and house prices. <§i:b
10. However, in the short-term, the fact thaié; UK,
w0 B s 5
unlike almost all other EC nations; includes T e
7

3
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interest payments in its consumer price index, means
that the very action taken to combat inflation appears
to cause it to rise. Thus, annual inflation}as measured
by the retail price index, ended the year rather higher,
while the underlying rate of inflation remained fairly
steady in the second half of the year, at around 5 per

cent.
15&§§%§§&ing ahead to 1989, we are already seeing more

trol. MO has slowed markedly since last

summer, r ales have been broadly flat for the last
qgégbp housing market shows clear signs of
\(/(

cooling off. This is backed up by surveys of consumers'

six months,

and retailers' confidence.

12. But some of the t of higher interest rates is

only Jjust beginning §> ave an impact. For example,
those whose mortgages are adj d only once a year,
will only now be feeling e effects of last year's
increases in interest ratcs. So further slowing in

consumer spending is to be expected. This will bring
overall output growth down to a more dest rate of
[2%] per cent in 1989. <§§?§

—

@
V)
W/\TS K .» 13. This may seem disappointing by th ards we

\

W\

¥\

‘\
‘ l

. /
/
/
\ ///
y,

have come to expect in the last few years. B <§§§§§s a
respectable figure, by any standards, hist i;éi%pr

4
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international. And with investment likely to remain
high - a view confirmed by all the latest surveys of
investment intentions - the growth prospects beyond 1989

are good.

14. The underlying path of inflation will, of course,

continue to be obscured by the influence of mortgage

in t rates. First we will see a peak in annual RPI
in [at around x per cent] [next month] before it
falls to [y per cent] by the end of the year.

15. As <§§;i> always made clear, the current account

will take lo %%£S§9 adjust. Import growth should slow,

as consumer spending eases a little. And trade
performance should improve as new capacity comes on

stream. Although I e;zggi)the monthly deficits to be on

an improving trend th the year, I expect that the

deficit for the year<> a whole will be much the same

for that of 1988 [with Ore marked improvement
thereafter].

o

16. Turning to the world economy ..... [strong/steady

growth; US budget deficit; imbalances.éé§§>

17. 1In parallel, it is clearly desirabl the major
nations should continue the process of ational
cooperation, to guard against the risks <3§g§gewed
5
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turbulence in the international markets. I can assure

the House that the UK will continue to play its full

part in this co-operation.

The Medium Term

18. In an increasingly open world economy, no nation
‘s insulated from external shocks. What individual

can guarantee is that they will put the

rlggigngﬁymlc policies in place, and stick to them.

Provid y do this, they can survive the difficult
years, ans<§§§§} in the good ones.

N

v

19. This describes exactly what has been achiived in

the UK. This Governm?az has now been in for

(_/'\/\V\I\’VNK(
nearly a decade, [@uring all of\ which time economic
policy has been sted essenti ) : nged. Thisa
has brought outstandin@%ﬁi?g /

@)
20. At the very heart of t vernment's strategy has

O
been thc dctermination to bear down on inflation. For
ten years now, the medium term financial strategy has

provided a clear and discipli framework for

reductions in the growth of mone DE and hence
inflation. Between 1974 and 1979 i atign averaged
15 per cent [agg/waé/rlslng], between 198 1989 it W~

averaged/5 per cent <§§§§>
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21. This 1is the answer to those who doubted that the

MTFS would be successful.

,gﬁ% Or those who maintained that the Government's

inflation objectives could only be achieved at the
expense of lost output, or falling living standards, or

harsh public expenditure cuts.

2§§%§§%ﬁk from suffering, output in the UK has grown

fast in all other major EC countries during
the '80 marked contrast with the two previous
decades w UK was at the bottom of the league.

24. The knowledge that the overall financial framework
is prudent and sustainable has given business and
industry the confidence to expand. Tax reforms have
increased the incento enterprise, and supply side
reforms have removed tﬁ> disincentives and barriers.
Indeed, the supply response he economy has improved
out of all recognition in th S.

o

25. The cornerstone of this dramatic improvement in the

performance of British industry h}i§§§fn a large and

sustained improvement in productivit

ole economy
productivity has grown by 23/4 per c /Elgear since
1980 - [putting the UK, with Japan, ahead other

major industrialised countries in terms of p ivity

growth. ] <§é>>

~
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26. At the same time, more people are in work than ever
before in this country, and their real take home pay has
risen by almost a third since the Government took
office. And they enjoy better public services too. For
while the Government has been able to achieve its aim of
bringing the growth of public expenditure within that of

the onomy as a whole, so that its share of national

in as fallen, within that overall constraint more
has ent on priority areas, such as health ) law
and or d capital spending.

27. The liizjéign years, then, have been a time of

unprecedented improvement to the economic fundamentals

in the UK. When we*i%gme to ke  Britain was a
textbook example of relative economic decline. Now it
is out-performing thpetition)and the policies that
have brought success -C2§§2> reform, firm fiscal and

monetary policy and thecXZi:meination to improve the

supply side - are being emul the world over.

o

28. Unfortunately, it is taking rather longer for
conventional economic wisdom to catch with Britain's
economic renaissance. Ten years on, gggg?iggople still
think it cannot last, and are permanentl lookout

e
for bad times. And so they pick on the th <% at - in
another, unhealthier, age - would have se <§§§§§larm

bells ringing.
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29. This perhaps explains the great agitation in some
quarters about the fall in the personal savings ratio.
Once, a fall in personal savings might indeed have been
cause for concern - in the '70s, for example, when there
was precious little chance of a shortfall of saving from

households being offset by the corporate sector or -

sﬁéﬁiﬁyora unlikely - the Government itself.

"‘S-t is exactly what has happened under this

Gover with a dramatic recovery in company

company saving has risen to offset the

;%égépal savings. In addition, of course,

the Government itself has moved from deficit to surplus.

profitabil

decline in

So, 1in fact, total national saving has been rising in

recent years, and now : tands at [roughly the same
percentage of GDP as erited].

o
31. I expect the persona vings ratio to recover
during -1989. High intere rates will discourage

o

consumer borrowing and increase the incentives to save.

They are indeed the appropriate market route to dealing

with| any pressures caused bg]low persiiigifavings.

3% But—¥he other notable respect in wh “eemmentators

have failed to catch up with the transform of the
9
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British economy is in the significance they attribute to
a deficit on the current account of the balance of

payments.

33. There are clearly some circumstances in which a
current account deficit would be cause for concern: if
it were a consequence of a Budget deficit, if monetary

caigibions were too loose, or if the Government did not
a

<§§§§>confidence of markets.

34, i ition today could not be more different.

The curre unt deficit has arisen at a time when

q;§}3 far from being in deficit, is running
Bt

an unprecedented surplus. The external deficit is, in

the public

fact, the result of private sector behaviour.And in time

private sector behaviour'; will correct it.

35. But it will take t 7 as I have repeatedly made
clear. There are no quick es, and there is no need
for them. In the meantime, Government will stick to

&
its well-tried and proven policies.

Monetary policy Q!§§>

36. From this point of view, as from ev er,

essential that we remain prepared to .&
action is necessary - however unpalatable it may bs

- to

bear down on inflation. [Within MTFS] the centxal ole
10
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in bringing inflation down rightly belongs to monetary
policy, buttressed by a prudent fiscal stance. As I
have always made clear, short-term interest rates are
the essential instrument of monetary policy: this
Government will set interest rates at whatever level is
necessary to bear down on inflation, and will keep them

at that level for as long as is necessary.

3§E§§%§§§ Government 1is under no illusions about the

shor §§i§beffects of last year's rises in interest
rates wners and other borrowers. They will have
had to re other expenditure, in some cases quite
sharply, to mee creased interest charges.

38. But here again, we have to have an eye to the
medium-term. It is already difficult to remember the
days of runaway infla§g§§§> But those who can cast their
minds back know that t in of higher interest rates

for a time now is far pre §22§2 to the damage that was
e

done to working families, p ers, industry, and the

o
whole of the nalion's ecunumic and social fabric, by
years of rapidly rising prices. The Government is

determined that there shall be no ret?iggiy that.

39. Interest rates are indeed, 3§é§i3§emarkably

well-directed instrument to deal with t ticular
inflationary pressures we have seen reappea th

e
last year. First, they are well targeted on th 22§§&pg

11
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market, which has been the major force behind the strong

consumer credit growth [of the last year]. In this
respect, they are also very well targeted from a
regional point of view, as they will tend to focus the
adjustment on the South of England, where inflationary
pressures have arguably been strongest, as more people

in the South have mortgages in excess of £30,000, and so

d have the full effect of increased repayments
cu by tax relief.

40. M ortantly - and this point is not,
perhaps, derstood - they are also well targeted

as betwee cjgégseholds and companies. While the
household sector has moved from being a net 1lender to

being a substantial net borrower, the company sector's

finances are in far better shape than a few years ago,
so that it is fars vulnerable to increases in

short-term interest rat&: The company sector is also

well placed to benefit “of the fact that long-term
(>

interest rateiiremained ve table, and well below

<
short rates - an indication of the markets' contidence

that inflation will be brought down.

41. Now all the evidence is that the ning of the
monetary stance is taking effect in ex : he way we
predicted. [MO, retail sales, etc.] is, of
course, welcome. [But the process is bo take

time. I can assure the House that I shall éﬁékgep
12
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short-term interest rates at their present level for any
longer than is necessary: on the other hand, there will
be no question of relaxing the monetary stance before it

is appropriate to do so.]

42. Decisionson the appropriate monetary stance will
continue to take full account of the role of the
e e rate. The Government has made it clear that

in in domestic costs will not be accommodated

monetary expansion, or by exchange rate
deprecia

Vg

stronger -§i<?\ both the deuts)péﬁark and the dollar
t

'-/é;@@nning of pﬁé year, and I judged this
“ ¥
appreciation appropriate / in

g /ended 1988 slightly

than at
the light of the

inflationary pressureg/Athat ad emerged:ix [Overall

objective - stability/overriding need to bear down on
inflation.]

Ckg?Q
43. This determination to own on inflation is the
absolute key to the Governmézzjzyeconomic strategy. The

ultimate objective remains stable prices. No Government

could be proof against short-term fluctuations along Lhe

way. But Governments can guarantee t will to ensure
that they are only short-term. Thi ernment has
demonstrated that determination, by action to
bring the economy back onto the track set in the
MTFS. @

13
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44. Accordingly, I propose in that the target range for

MO growth in 1989-90 should be 1-5 per cent exactly as
envisaged in last year's MTFS. Measured on a
twelve month basis, MO will start the next financial
year above the top of this range, reflecting the high
growth figures in the spring and summer of 1988.
However, the growth of M0 over the last six months has

bizggaypreciably slower - equivalent to [X] at an annual

ra nd I am confident that the twelve month figures

will ithin the target range [within a few months].
PUBLIC SE NANCES
e

45. A prudent fiscal stance has always been an
essential buttress to a sound monetary policy, within
the MTFS. [Needs to be set in medium-term context. Not
a short-term demand ﬁég;ggment tool, but key element of

successful supply side Cies - pattern of taxes and

expenditure, impact on sup @e ete. ]

o
46. In our early years of office we made otecady
progress in reducing the burden ot Government borrowing.

Now the public finances have been comiizsiiy transformed

S

47. Last year I budgeted for this surplus

with the budget in surplus since 1987-

in 1988-89, the year now ending. 1In fact, w

rather better, for a variety of reasons. Fi iﬁggﬁpe
14
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success of the economy, particularly the now very marked
reductions in unemployment,_and-the-eontinued- suceess—of
theright-to buy programme, reduced the expected claims

on public expenditure, so that the outturn for the year

is 1likely to be some £[X] billion below the planning

total we provided for.

48. econd, privatisation proceeds are appreciably
hi han expected, at some £[X] billion for the year
as a - a welcome boost to the public finances, and
one th t many would have predicted a year ago, in
the after the stock market f lﬁ?}

PN

<///\

49. Finally, a more buoyant economy has led to tax

revenues significantly higher than expected. Taking all
these factors into account, I now expect that the final
outturn for the currear will be a Budget surplus of
£[(X] billion. 0(

o
50. In the last two yearsfzi;ZLn, we have seen the
largest period of ropaymcnt;<> of public debl for [how
long?]. This has permanently reduced the burden of debt
servicing, both now and for future gene ions. For the
coming year, for example, the debt ts of the

last two years mean that debt interest @if%>are lower
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by £[X] billion a year.
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51. We have already seen one beneficial effect of lowef

debt interest payments - namely that spending on
priority services can be increased, without jeopardising
the Government's overall objective for public
expenditure. In the Autumn Statement I was able to
announce that within an unchanged planning total we were
able to allocate significant extra resources to our
p?i§§§$y programmes. Those who saw a conflict between

ta

NHS in
significa <§§§§Sreases for other priorities, notably
capital spendin n the prisons programme, and in the

transport field for road maintenance and improvement,

of some £[X] billion. And there were

and spending on the health service have been
conf Eig;%iijith a record increase in resources for the

and for improved safety programmes.

52. But these selectcreases in spending are just

one of the possibili opened up by debt repayment.
Alternatively, and just a i rtantly, we can take
advantage of lower debt gii?ﬁest payments to reduce

: > g
taxes, or, indeed, to repay even morc debt, continuing

the virtuous circle.

53. [The dramatic improvement in K's public
finances has also provided a welcome unity to
devote more attention to the structure of t that
remains. Now that the Government has beco <§§§§>net
purchaser of debt, it has been possible t (;g%}gr
16
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buying-in policies so as to reduce future interest

costs, and to improve the quality of funding by relying

less on the more liquid borrowing instruments.

54. For example, it has been possible to increase the
proportion of indexed gilts in the remaining stock:
since the Government is determined to eliminate

i}iﬁiﬁjon, index-linked borrowing is particularly

ctive. The authorities have also been able to

desirable adjustment in the average life of
Governm : buying-in has concentrated on longer

maturity + SO that in future years even the debt

€%£§§> have a relatively 1lower interest
cost.]

55. The long-term benefits that can be achieved from a
period of public sect plus are clear. This is one
factor I have taken int Ccount in deciding the fiscal

stance for the coming <>§ii§2 Furthermore, this

Government's approach to pub

that remains

(

inances has always been
prudent and cautious, and this too is obviously the
right course. There are two particular reasons for

caution this year.

56. First, our present stronger than e;gégigéb position

clearly reflects some influences which a tially
cyclical. These will tend to unwind as t nomy

reverts to a more sustainable level of growth.

17
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57. Secondly, we cannot ignore the role played by
privatisation proceeds in our present fiscal strength.
[Although major privatisations still lie ahead, in the
longer-term the contribution of privatisation proceeds

must logically tail away eventually to zero.]

S8 has been a hallmark of this Government that it
ha ommitted resources to extra public expenditure
reduc

in the tax burden unless it was certain

that these uld be sustained. I have continued to be

debt repaym
that it is right to budget for a further healthy

surplus, of £[X] billion.

59. 1In last year's B&%§§§>I made it clear that the norm

for the medium-term w henceforth be a balanced

budget. For the coming ye KZiEZf have explained, we

can and should do better than t. But beyond 1989-90,
O
I expect to see the public sector debt repayment revert

[gradually/eventually] to zero. The illustrative path

for the medium-term is set out i the MTFS.
[Implications for tax burden/tax reforn(\\(gi;%0

18
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r%yl#\h 3 l\]UlDHNT X
Introduction |

I place first in my Budget measures to encourage
Wider share ownership. Over the 1last 10 years the
number of shareholders has risen from X to Y; and with

t?gigiycrease has come a greater sense of identification

<§§§%}sh industry. [Survey results]

2. Ex hree years ago I introduced the Personal

wi

Equity a radical new scheme to encourage

investment i <§£§§;sh equities. 1In the first two years

that the scheme has been in operation more than 350,000

plans have been taken out. This despite the stock
market crash. I now _have a number of improvements to
propose. @
o
& | 3. First, I propose to rai e limit on Tl amounts
| that can be invested in uni d investment trusts. It
\55 \ | will rise from £750 to £2,400. UniL and investment
\\IQWN - a
&Rfs trusts are a good introduction to the equity market for
AR Y
Q " smaller investors, and I want to encour them. This
O\ DY
TR | i
e QVQ%S increase will apply only to unit and\i tment trusts
RS R¥ C/\
‘(BW\JANA“ which invest mainly in UK equities. —
2
QS?XAJ;’ 4. Second, I propose to raise the overall

| from £3000 to £4,800.
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LJC.O (/A/’/ ’\
2 » Izéinteﬁa to make it possible for PEP holders who

e
apply for new share issues, to put their resulting
allocation straight into their PEP, provided this does

not breach the overall limit.

A Third, I propose to abolish a number of
re tions on PEPs, and to simplify them as much as
po

1. I<§i§§gp opose to to do away with the rule that
PEPs nmu eld for a full year; if investors choose
to cash in t e}égkgPs within a year of purchase, they

At
will, in future be able to do so without tax penalty. I

ALSO
¢ propose to abolish the rules governing the amount of an

investment that may be~held in cash. Instead, interest
on cash held in PEPs in future, be subject to
&

composite rate tax.

Q
8. Finally, I intend to\meve the PEP year from a

calendar to a fiscal year basis. It has become clear
that this would be more convenient for all concerned. I
therefore intend that the next PEP yeizégﬁjl start on 6

April. Anyone who has taken out a pl ady in 1989
will also be able to take one out in the P year.

@

9. Taken together, these changes will

simpler to administer and more attractive to

(S}
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investors. I am confident that the package will lead to

a considerable increase in PEP take-—up, and a

substantial widening and deepening in share ownership.

10. Our measures to encourage employee share schemes
have also had a major impact in widening share
ownership. The number of approved all - employee share
sc has risen from 30 in 1979 to almost 1600 today,

co i around 1% million employees, and involving

share Gif%y over £4 billion.

rl. ' This I have a number of further improvements

to the emplo 3§;;§9re legislation to propose.

iy L& - propose to raise the limits on the 1978

profit sharing scheme a on the 1980 SAYE option scheme
since 1982 The llm the annual value of shares
which can be given tax- ‘/g>to employees under the 1978
scheme, will rise from fro 0 or «.10% of ~"salary,
subject to an overall llmlt £5,000, to £2,000 or 10%
salary, subject to a limit of g%,OOO. [This will be of

particular benefit to lower paid employees. ]

13. I also intend to raise the maxim hly savings
limit for the all-employee SAYE scheme £100 to
pPropose
£150. [And I prepare to increase the ma iscount
from market value at which options can be gr from
10 per cent to 20 per cent.] <§§>>
3
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14. These changes should give a substantial further

boost to existing share schemes.

15. Employee share ownership plans - known as ESOPs -
are a new form of employee share ownership, which have

had much recent publicity. [Explain what's new about

: @ woye tlaeiy cevelCpnAaLing, 7
-, 1 propose\to introduce a new tax relief for
A

contributions to employer share trusts provided they
meet certain requirements, designed to ensure that their

shares are placed in ihe hands of employees within a

reasonable time. I ho at, as a result, more firms

will be encouraged to cog§§§g; establishing ESOPs.

o
[17. I have one further c e to propose which will
E<ops,
benefit conventional employee share schemes,}L.and
profit-related pay schemes alike I propose to
modify the so-called material inte@i;?b tests where

companies have established trusts ire their

shares for the benefit of their employees hese tests

are designed to exclude from tax relief rs who

already have a significant interest in the <§§§§§ny.

Sometimes, however, the present rules can (zgikge
4
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employees too. The changes I propose will ensure that

only those employees who have a significant material

interest in the company will be excluded in future. ]

Unit trusts

18. As I mentioned a moment ago, unit trusts have a

va e role to play in providing, for many people, the
fi troduction to direct investment and share
owne I therefore consider it desirable to remove
an anom ich means that the tax system bears unduly
harshly it trust investors, compared with other

forms of di 2;2%§yestment.

19. Normally a unit trust investor pays the same tax on
dividends and capital gains as someone who had invested
in the same shares orities independently. But if
the trust invests in §> s or other securities, and is

not an all-gilt trust, it (z;;?zpay corporation tax on
e

the income, so the saver p bearing tax at 35 per

cent, rather than 25 per cent.

el . I have therefore decided t as from
1 January 1990, the Corporation Tax unit trusts
should be cut from 35 per cent to 25 pe gifgy. [Unit

holders' CGT position will be unaffecte ill the

additional income tax paid by higher rate <§§§§¥ers.

5
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investors using this change as a tax shelter.]

Q;§§> And rules will be introduced to prevent corporate
C ”,7

<§§§§> 21. This reduction in the tax rate on unit trust w1ll
|
z:;g§>

ive disadvantage which UK mixed trusts

would otherwise have faced in the near future, when
rom other EC countries acquire the right to sell

e investment vehicles in the UK.

Stamp

in Hus conbext

i ha urther measure to propos%é
23. In my 1984 Budget, I was able to reduce the 2 per
cent stamp duty on sharestransactions to 1 per cent. I
halved it again toer cent in 1986. I have now

decided to abolish it a ether, with effect from 1

ese

April 1990 [to coinci <§§2§f the introduction of
n Stock Exc hange] This

Kpaperless transactions o
K
‘measures will remove a barrier to ownership, and

eliminate an aspect of the tax system which puts the

British financial services sector Qz§§>a disadvantage

compared with some of its competitors. <§§§§>
\gﬁ ’1 P .. T
a Nﬁl @ )5/

@,
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Tax reform

24. The measures I have just announced will further
strengthen the growing trend of wider and deeper share
ownership. They will remove a major disincentive to the
more direct forms of saving. And they build on the

targeted incentives that already exist to promote

ongﬁiyip.

25.

: their longer-term effect may be to redress
an imba hat arguably exists in the pattern of
savings i UK, which, in the last 30 years has

i%égiy dominated by institutional forms of

saving, such as life assurance and pensions.

become incre

Throughout our time in government, our approach to the

provision and taxatio of savings has had two common
threads. First, as as possible, we have been
concerned to ensure ﬁ> mum choice for individuals.
Second’ , we have tried o ure that choices are
distorted as little as possi y the tax system.

o

26. This is not an area where one can make great

changes overnight. Nonetheless w have made
considerable progress in improving cho d reforming
the tax system in step. Today, I have £K progress  to
announce. <i£:>
27. I turn first to pensions. §<;;§§>
7
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28. The Government record is one of widening pensions

choice and encouraging private provision. We have
reformed SERPS, improved the rights of pension scheme
members and, most important of all, introduced personal
pensions. These have been a great success with a

million taken out in the first 6 months of operation.

there is still scope for further widening of

e gulation of the tax system. I have a number

of chang -@ propose-
Fi§§B{§i>propose to make it easier for people
N

in personal pension schemes to manage their
own investments. Pension savings are highly
institutionalised with scheme members having
little invot in investment policy. This
measure will<> courage greater individual
involvement in pénsi lans [as IRAs have in
US] o

o

.I also propose a number of changes to simplify

and improve rules for occ§§§§§onal pension

schemes, in particular improve the

conditions on which people ke early

retirement o @@
A
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ﬁ§§i6 - And I inthd to simplify the rules for

Lo
<iii> additional voluntary contributions. [At

<é§§b present, if Aggé perform well, occupational
<§§§§i pensions may be reduced. In future any

surplus contributions will be returned to

employees subject to special tax charge. ]

And finally I propose to rectify the anomaly

<§§§§%S§ whereby 1limits for tax relief have come to

<§z$8etermine limits on pensions paid. With a tax

| \fx\K\\
NN
\
Q\ law effectively to constrain the size of the

pension an employer may choose to provide.

Accordingly, </\\;ropose that employers should

now be abo set up "top-up" schemes for

their employe§> with no 1limits on benefits
ISTRIAN N o

biy/any special ta ivileges.
<
&

Rationale for limits

30. With employers able to pay wha?igif)pensions they
like, it is clearly appropriate to put on amount
of relief. All other reliefs - BES, aifi> mortgage

@,

interest - QA€ wa]edr b a CZJLHAS,
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31, I *%erefore propose to build on my 1987 changes by

making final salary schemes subject to a cash limit on

pensions paid from tax approved schemes, based on

privileged pension of £40,000 a year or a tax free lump

;§§§§> earnings of £60,000 a year. This is consistent with a

sum of £90,000 a year. I intend that this earnings

limit should be indexed [ig//pricéél and that these

ch should apply to members joining new or existing
sc n or after Budget day.

[}é. 5 at unfettered relief for pensions savings
distorts choice:

8

- peogi; pay less tax if save through pension
funds than if invest directly in equities or
put money i building society [Allowed tax
relief on ééé%;bbutions. Returns untaxed in

hands of peﬁ> n funds, though tax paid on

pensions when r Qiziiif.
O

- savings financing pension lump sums escape tax

altogether. Not taxed on way in or out.

Anomalous by any standard. <§S§$
33. With 1988 reductions in top rate o§§§§§%i§ess need
for tax breaks for higher paid. Can affo

ave out
of taxed income, by investing directly in equi etc:]

10
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34. I also propose changes to the rules for personal

pensions, to enable them to equal the benefits of final
salary schemes. The self-employed are often unable to
contribute to personal pension schemes until late in
life, at which point they may fall foul of contributions
limits. I therefore propose to increase the

contribution limits for personal pension scheme members

Indeed it will pay some

FS schemes8 and take out

<

> & However 1 also propose to subject to an

overall cash limit Onﬁiiiiiifififff;fff
O

N/

Like the ffﬁ%§§>salary scheme 1limit, the

personal pension<gzijz§imit will be tied to

prices.

o

Conclusion

35. These proposals represent <?§§§2\

long-teryéeform of pensions system.

importLant

effects will take time to come through.PBeca
oF lucic S e Som
leve%L limiti/only a few thousand high paid iéé&%ss
b

2
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will be affected at firs;,rising to 50,000 by end of
century. But that is how it should be. There is no
question of undermining pension saving by a huge

upheaval.

B

36. The 1long term effect , though / likely to be
considerable. It will result in major turnround in the
b?ii?%F of savings in the course of 21st century.

37 é st few years have seen a large number of
pension . It is time they were allowed to settle
down ly, I do not plan any further changes in

this Parlia

</§ i

LIFE ASSURANCE

38. . T «now  :turni to axation of life assurance. 1In

July last year, the s enue issued a consultative

document on the taxation o?ziiif Assurance. It pointed

to some important defects in present tax regime and

&
outlined possible changes.

39. There has now been a veryggiﬁél process of

consultation and I have considered t

resentations
made very carefully. My conclusions are\ llows.

12
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applies to it. The policyholder's returns and the

shareholder's profits are not, as in a normal business,
taxed individually but jointly by taxing the funds held
by the Life Offices on their policyholders' and
shareholders' behalf. A

«//wﬂﬁ,u‘K

] N
417/ IpyM;g@ﬂgwggguliarityﬁdggthis system that relief is

K ST
givefi~\up front for expenses incurred on the

pol der's behalf. This has two distortive

effec Qif%}st it means that policyholders receive a tax

- front" relief on initial costs which would
not be avaj ) if they invested directly in shares.
And it disto
Fund and another. The system unduly favours the rapidly

expanding Life Office where tax can be deferred for many

[42. I have considered:> ry carefully whether this
problem is best resolve improving the existing
system; or by adopting a<i:;2pletely new basis of
taxation for the Life Office. <§ have concluded that the

defects can be dealt with within the present regime. ]

43. I shall be bringing forward in Q%%%%?&fance Bill

measures which will mean that in future, f for the

initial expenses associated with new poli

spread forward so that one-seventh only is av for
relief against tax in each of the first and i;égspt
13
BUDGET SECRET NOT TO BE COPIED

BUDGET LIST ONLY

BUDGET SECRET NOT TO BE COPIED



BUDGET SECRET
BUDGET LIST ONLY

BUDGET SECRET
BUDGET LIST ONLY

NOT TO BE COPIE@

NOT TO BE COPIED



&

(

~O
@@

BUDGET CONFIDENTIAL

BUDGET SECRET NOT TO BE COPIED
BUDGET LIST ONLY

six years. Taken on its own this would increase the tax
liability of life offices, indeed quite markedly in the
early years. But this effect will be eased by phasing
provisions to give the industry time to adjust to the

new regime, and by other measures which I have to

propose.
44, ut first I have one other proposal which will also
re the amount of relief available. At present
nothi ires life offices to keep their pensions and
life ce Dbusinesses separate. So some Life
Offices :géggb_ Caenset the unrelieved expenses on the
pensions s1 342;5 their business against the income and
realised gain;/of Life Funds. This means that their

pensions profits enjoy unduly favourable tax treatment.

The Finance Bill will ipelude provisions to end this
- anomaly.

<
45. [The Finance Bill Wi 1so include a number of
lesser measures, giving a tter specification of

charge, and bringing into charge miscellaneous items of

income which currently fall outside the tax net].

46. These measures would cover the égiggékgrt of the

proposals discussed in last year\gggjiysultative

document. The Finance Bill will provide f to be

introduced from 1 January 1990. But there <§§§§§her,
more technical items which require further con é;éi&onc

14
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<§i§;> Any legislative changes following thefconsultation will

be included in the 1990 Finance Bill.

<§S§§> 47. These measures give a fairer basis for the taxation
C§;>§ of the Life Companies. 1In isolation they would increase
the long-run tax burden by £[ Jm. However, here as

throughout the tax system, widening the tax base allows

ti@éﬁiﬁes to be reduced. This I propose to do.

48. ent, Life Funds pay tax at 35 per cent on

unfrank estment income and 30 per cent on realised

(% capital ga Of, their policyholders. ‘”ffbm\\;\April

\ \w“ W 1990, these -}Eggkyill be reduced to 25 per cent. Life
Yi Assurance Premium Duty will be abo s;me
date. g Together these

will be worth £ Jm to Life Assurance in a full year.

On top of this, the iﬂ%égiky, like all those who deal in

shares, will benefit fro e abolition of stamp duty to

the tune of X a year. <3<:::>

o
49. |[Net effect of thesc changes on the industry as a

whole. ]
[And a conclusion still needed for i tax reform
section] .v<§if®
15
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50. I now have a number of other)less daunting)reforms
to propose. Most of them represent simplifications and

deregulation.

51. The first is a piece of tidying up which follows
from the major reforms of income and capital gains tax

in my last Budget.

5§§§§§%§>reforms of capital gains tax have produced a

more neutral system. However they have

exacer existing anomaly, which I now propose to

remove. dover relief for gifts postpones tax on

22;%& by the giver until the recipient

disposes of the asset. When we still had capital

past gains

transfer tax on lifetime transfers, this relief was

necessary to avoid a doukle capital tax charge. But this

need no longer rem Moreover, now that a single
rate of capital gains t as been replaced by 2 rates
aligned with income tax mar 1l rates the gifts relief
is open to exploitation by h r rate taxpayers wishing

to avoid paying CGT at their ggrgina] rate. I thercforc
propose to abolish the general gifts relief. There are
some circumstances where tax deferra ontinues to be
justified for wider economic reasons, bly in the
case of gifts of business assets and gi /tﬁijharities.

For these cases, the relief will be retaié§%%2;2>
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I 53. Still on capital gains tax, I propose to change the

tax treatment of certain bonds so as to simplify the tax
rules and to prevent a loss of yield by the conversion

of income into capital gains.

54. First I propose to exempt from capital gains tax,

all sterling non-convertible corporate bonds. This
wi revent exploitation of indexation relief to
man e capital losses.

854 - B& I propose to put the tax rules for deep

ﬁ‘\fnto a simpler and more effective basis.

D

Where the re'-ég§§§ a bond can be mathematically split
into capital gains and income then those two elements

will be taxed separately. Where the return on a bond

cannot be so split then '; will be taxed as income.

56. These changes will y to gilts although existing
issues of deep discount gil®s 1 continue to be taxed
under the existing rules.i

<
57. Last year, by rebasing capital gains tax to 1982, I

completed the process of taking purely p r gains out

of tax. At the same time I reduced th t threshold
as it no longer needed to compensate fo§§g
indexation relief for pre-1982 gains\

remaining function RO oAE L 0 axed

gains from the tax. I judge that it still perfo

17
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<§ii;> function perfectly adequately and I therefore propose to

maintain it at its current level of £5000. Following

independent taxation in 1990, husbands and wives will of

<§§§§i course'benefit from a double exemption.

58. The taxation of close companies is another area

ripe for simplification. Again this has been made

piijiﬁie by last year's reform of personal tax.

59 . the current rules undistributed income and
gains o e companies are apportioned among its
sharehold order to determine tax payable. The

rules govern ‘gggﬁgs are an exceptionally complicated

N7
- area of the tax system, running to some 20 pages of

g legislation. I therefore propose to abolish
A\
r\J AV, apportionment rules fo close companies. In future
‘)\p f income and gains of a company will be subject to
§$> \ normal corporation tax<> es,subject onlyl\simple rules
( to prevent abuse. This re Qi;zjll represent a major
R\Qf/\ simplification of the tax a rs of a great many small
' 2 ; 0
businesses.
AT
\ 60. The next set of deregulation meas s I have to
‘0 e
propose will also benefitL_small ess sector.

TGhese measures relate to the operation

61. At present,traders are normally liable T on
their sales whether or not their customers Yy m.

18
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Bad debt relief can be claimed only where the debtor has

become insolvent. This takes far too long. I therefore
propose that from 1 August, all debts which are over
eighteen months o0ld will qualify for bad debt relief.
This will be of great help, from both an administrative

and financial point of view, to a great many businesses.

62§é§§>also propose simpler rules to govern registration

fo At present there are quarterly and annual
turno esholds, and businesses are required to look
ahead t ext twelve months to see if the 1limits

might be <§§%§gded. This complication is unnecessary.
Bu

%%ggkpay I propose a single rule for

determining registration based on turnover in the past

As from

twelve months.

63, Finally, 1 propoo simplify the VAT default

surcharge. At presentg.> is rises by stages . each
time, a business défaultg) ximum of 30 per cent.
Experience suggests that b;ziizjtime a business reaches
a surcharge rate of over 20 per(gsnt, it has moved from

the "won't pay" to "can't pay;( I propose to recognise

this by capping the default surcharge te at 20 per

19

cent.
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Schedule E 7*“

64. EinaII&, I propose one simplification&~in the
income tax field . At present, under Schedule E, tax
assessments are done on the basis not of earnings
received in a year, but instead on earnings for the
year - accruals rather than receipts. I propose to

c?z§§§>this, so that in future it is assessed on a

<§§§§Pasis.

re
65, Fgg;Sb vast majority of ordinary taxpayers this
will make ference at all. But it will greatly
simplify th Eggiéffairs of about half a million people.
It will also make the tax system simpler and cheaper to

administer. There will be no lasting loss of revenue,

but there is a transitional cost of £[X] in the  first
two years, offset théfégiihr.

0(
Corporation Tax <><:::>

66. I now turn to the taxatiog>of businesses generally.

67. It 1is now five years since I ?§§§§§ced the major

reform of business taxation which has \gi us one of
the lowest corporation tax rates [in éﬁg?%fséd?]. Our
neutral system of business taxation, combi <?§th low
rates, has set the scene for a dramatic imp ; t in
the performance of British firms. The reform oégfgsg al

20
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allowances has encouraged more efficient investment,
based on real returns rather than tax advantages. And
the removal of the bias against job creation has played
a key role in the UK's impressive employment growth. In

this healthier climate, company profitability has

recovered dramatically.

68 e system we have is clearly right, and is working
we ccordingly, I have no change to propose to the
main tion Tax rate for 1988-89.

69. Howt the moment, only a small minority of
companies pe is main rate of 35 per cent. The
remainder have no liability at all, or pay at reduced
rates, determined by the small companies' profits
limits. These 1limits have remained unchanged since
1983. I propose now rease them, so that the lower

limit, below which companies pay at 25 per cent, will

' increase from £100,000 t &izzzooo. Above that'level,
Y

companies pay at a graduall easing rate, until they
o
reach the main rate threshold of £500,000. I propose to

increase this, too, by 50 per cent, to £750,000.

(VV“LQYMﬁwak
70. [I have one other minor change to propose to

extend relief available for expendit ziififurred by

individuals or companies prior to thel encing
trading from the present 3 years befo <3§§§SQing
21
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commences to 5 years. This will benefit new companies

undertaking projects requiring long lead times. ]
Cars
71. I have to set the 1989-90 car and fuel benefit

scales for those with company cars. For years, the car

sc@charges have fallen significantly short of the

tr e of the benefit, and in successive Budgets I
have significant progress to redress this. I
intend tinue this, and increase the car scales by
a furthe r cent for 1989-90. I propose no change
to the fuel C}%

&

Profit Related Pay

72. Two years ago, Iduced in my Budget a tax

relief for Profit Relatg.> ay Schemes, designed both to

give workers a more direct(}s@of identification with
the firms that employ th and to promote a greater
degree nf pay flexibility. The current success of

British firms is built on improvements in both these

respects. @
73. The Profit Related Pay Scheme has%its role

in this process), is also
clear that mere firms are interested in @hing
schemes, but are not able to comply with all th %nt

22
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&g:§§> rules. I therefore propose to make three modifications
<iji> to the scheme in this year's Finance Bill. First as I

<é§§b have already announced, I intend to abolish the
<§§§§i requirement that PRP must equal at least 5 per cent of

pay.

74. Second, I propose to raise the limit on the amount

I propose to relax the rules banning
headqua ks and other central units from using the
profits @ whole company or group for their own

profit " gal bions, as I am persuaded that this too is

I\
é§;§51ctive. I am confident that these

modifications will ensure continued growth in the number

unnecessaril

of firms offering some element of profit related pay.

TAXES ON SPENDING ‘<:S;b

o

75. I now turn to taxes ing.

-76. First, VAT. I have already announced a package of
significant deregulatory measures. The FB will also
implement the changes necessary to com ith the ECJ's
judgement on certain of the UK's zéiiig es, notably
that on non-domestic construction. g§§§§> other

change I propose to make to the coverage

introduce a small number of extra reliefs for

23
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of which the most important is the exemption of their

fund-raising events‘subject to an upper limit.

77. The main thrust of Government encouragement to
charities, however, continues to be focused on the act
of giving. Accordingly, I propose to increase the

weekly limit for the PRG scheme fro X to Y.

G
N

78 <3 have a number of measures to propose which

will great lify the structure of vehicle excise

duty and mak <é%§§9re equitable.

79. There are at present X rates of VED. I propose to

reduce the number of ta lasses by over 70 - a major
simplification.

o
80. At the same time I prd to rectify anomalies in
the present structure of rat At the moment a bus or

o
a coach has to have sixty six scats belure it pays as

much V%Pég a family car. I propose to increase the

relevant rates to bring this group up éi;ﬁfaCk cost

81. There will also be increases in thé<§§%§%®f VED for
the heaviest of the rigid HGVs so as to put

on a
more equal basis with articulated HGVs. <3§g§§

24
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&7
82. I turn now to the duty on petrol. Last year I

<§§;§W§ increased the tax differential in favour of unleaded

i §§§§>§ petrol to nearlerllp ;ﬁigallon. This has undoubtedly
~
52‘&

e
o\

LN\

e
LY §§ helped to increasé»thé'take up of unleaded petrol.

NC

But the Government is committed to phasing out

83

le petrol, and progress is still too slow. Unleaded
pe@ié%%iE}ll accounts for only 4 per cent of total
sales O X per cent of cars can use it without any

d most of the remainder could be adjusted

little cost.

84. One of the problems 1is clearly ignorance of the
facts about unleaded petrol. Many people do not realise
that they can already - use it. And others who could
cheaply have their caverted hold back because they
fear - wrongly - that a conversion their cars could

no longer use leaded. F gzizjely, the myths about

unleaded petrol are beginnin be dispelled.

: : &
& AN | i 3
tfg 85. But I propose to do my part too, and to make sure
Ql §Q that the market signal is clear enou I therefore
\,gj propose to reduce the tax on unleade further by
\ ¢
,ﬁg something over 3p a gallon. If this red 'iiiébis passed
3 on to consumers - and I look to the oi nies to
make sure that this happens - the price of aded

petrol will generally be about 9p a gallon belo zgéEQPf

25
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4 star. This in itself should provide a strong

encouragement for 4 star users to have their cars

e, ht %,\

introducing a

converted.

f

\

86. However, I propose to go further by
surcharg;\ OEB 5p a gallon on 2 and 3 star petrol. This
will bring the price of these grades broadly into line

at of 4 star. Virtually all cars which use 2 and

3 an run on unleaded petrol without any
conve These motorists will now have a strong
incenti hange their habits. This in turn, will

provide cessary signal for more garages to stock

<;ég§§ssary by freeing up a pump that

formerly sold 2 star.

87. Taken together, these two duty changes will give us
the largest differentetween leaded and unleaded

petrol of any EC countr§> ith the exception of Denmark.

unleaded - i

I hope that we shall soon<>§ij§5 this performance in

terms of take-up of unlead Both these duty changes
o

will take effect from 6.00pm tonight.

88. I have no other changes in e duties to

ise
propose.
@

Y
O

[Income tax/rates, allowances, NICs] <§§i§>
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25 The tax treatment accorded to pension schemes is

PENSIONS - FST STYLE VERSION

I now turn to pensions.

particularly favourable; and the extent of this
privilege necessarily has to be circumscribed by Inland

Revenue rules.

3 However, at present, these rules do not limit the
amount of tax privilege in cash terms. Instead, they
limit the percentage of an employee's final salary that
his employer may pay him by way of a pension. Thus, the
higher an individuals salary, the more tax privilege he

gets on his pension.

4. Given that one man's tax relief 1is another man's

tax increasc,[’énd in the 1light of the reforms I

L] introduced last year,]it is hard to justify a state of
Shodenabl €

affairs in which a tax advantage of this order is

effectively available with no upper limit whatsoever. I

therefore propose to set a limit on the pensions which

may be paid from tax approved occupational schemes,

based on a final salary of £60,000 a year.




5 s I have deliberately set this ceiling at a level
which will 1leave the vast majority of employees
unaffected, and it will be subject to annual uprating in
line with inflation. It will still be possible for a
tax-approved occupational scheme to pay a pension of as
much as £40,000 a year, of which up to £90,000 may be

commuted for a tax-free lump sum.

6. [;etting a cash upper limit to the tax privilege in
this way will bring the tax treatment of pensions more
into 1line with that of other forms of saving. More
importantié]this change enables me to effect a major
liberalisation of the rules which currently restrict
pension provision.(:és I said a moment aggi] at present
the tax rules effectively limit the overall pension an
employer can pay his employee to two thirds of final
salary. This was always undesirable, and - with a cash
ceiling on the pensions that may attract tax relief - it
will now Dbe unnecessary. Accordingly, I propose to
remove the obstacles in the way of employers setting up
pension schemes to provide benefits above the tax
limits. Such "top up" schemes will carry no 1limit on
benefits whatsoever, but, equally, will have no tax
priviieges. Thus, employers will henceforth be free to
provide whatever pensions package they believe necessary

to recruit and reward their employees.

[ Timung of dhange] ?}(o?; ek ceq, -



The Chancellor announced a three-fold change to the tax
treatment of pensions. From now

@ there will be a new limit on pensions which may be paid
from a pension scheme enjoying tax relief, based on
earnings of £60,000 a year;

@ but employers will be given freedom to provide
pensions above that level so long as thay do so from a
scheme which does not benefit from tax relief.

@ better arrangements for personal pensions including
higher contribution limits for,over 35, abetter-wayof
X T e:rbnd greater freedom for

members to control the inveStment of their money.

The new arrangements will apply only to pension schemes
set up on or after Budget day or to new members joining
existing schemes after 1 June. They will apply to both public
and private sectors. The £60,000 limit will be raised annually
in line with inflation.

The rules on additional voluntary contributions to
pension schemes will also be simplified and improved.

Business taxes

The main and small companies’ rates of corporation tax
will be unchanged but the samed-profit limits will be raised:

® the 25 per cent rate will apply to firms with profits

under £150,000—up from £100,000; % O—O 0—0’0 )
{ )

@ the 35 per cent rate will apply to firms with profits over
illian—up from Smillion; 5

s @ between those rates, as now, intermediate rates will be
e payable.

\ . The annual limit above which companies have to register
0’“’0 / for VAT will be raised frem-£227486-to £23,600. The tax e
{0 / regime for close companies will be simplified. 7A€ (o« por« 2 Y
/\ b Lo e D CeriFack uni Fousks oo ll e ne il
, e From 5 e i A /m’v cent . 2
= o Charities
Charities will be relieved from VAT on fund raising
- events, sterilising equipment for medical use, and classified
advertising.

Cars leasez'{o the disabled will be relieved from car tax. K bou (7 hk FW

'\/ |écsih 3
S\(:(\ﬁ WBL ﬁ)'\ N The tax relief for payroll giving to charity will be doubled
v ol AW\\ fiom £240 1o £480 a year.

\\IVS\PX\N}C Other ' ww

supplies to business, ly on non-residential

construction, are to be following a judgement of

the European Court. There is no change in Vehicle Excise s

Duty for most vehicles but the duty on am}'lnon- /IA wees and €O ache
R articulated lorrics is increased to reflect track costs. The

? 5 [(T 4 » p capital gains tax threshold remains at £5,000 in 1989-90. Som €

P ' s emi-again,by-onctiwd. 1 A€
oty b , C‘A“”“” also ahnun((‘/ mlasureS 2048
o derequlate Fha 5/%//,;'0 ;7,,h/
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