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I think there is a case for changing the ,s!...54er of opening 

sections. 	Since this is the Chancellor'slfifth Budget and the 

tenth anniversary of 1979, I would have though 	y might start 

with the medium term record and restating the principle themes of 

the MTFS (ie broadly paragraphs 9-27). They would be followed by 

the section on the economy in 1988; again I would start with the 

world economy before coming to the British economy. 

2. 	Within the section on the British economy (ie paras 2-16 of 

your draft), the passage on the accounts adjustment comes just 

before the announcement of the figures for the current account 

deficit which is not the change we wish to highlight. I would put 

it right at the beginning with the passage on growth, perhaps on 

the following lines: 

"There is no doubt that 1988 has once again been a year of 

rapid growth in the UK as well. My best estimate is that 

output grow last year by about 41/2  per cent. Leaving aside 

North Sea oil which was badly effected by a number of 

accidents, growth was around 51/2  per cent. That brings 

overall growth of national output in a period since 1983 to 

some 20 per cent; 5 years of sustained growth averaging 33/4  

per cent. 



BUDGET CONFIDENTIAL • 
The figures for 1988 are unusually uncertain because of the 

growing inconsistencies in the National Income Accounts. 

During the course of the last year it has become clear in 

particular that the estimates of expenditure, and most 

notably investment spending, have been substantially under- 

recorded. 	It has been necessary, therefore, to look behind 

the published figures in order to make a coherent 

assessment of the current state of the economy and produce a 

sensible forecast for tie coming year. This assessment is 

inevitabl uncertain but) it represents our best estimate of 

what has h ened-i-n-the economy. 1f tt is set vtogether 

with the forecast in the Financial Statement and BudgeT, 

Report and the Treasury is also publishing a more detailed 

paper explaining the background and methodology. 

3. 	My other suggestions are: 

*MA' 	Paras 9 and 10 I would combine these and I would be 

41104 	Alt ') 	inclined t o omit the figure for the current account in 1988. 

,Para 14 The forecast does not show particularly good 

prospects for growth in 1990-91 so it may be better to refer 

to "the prospects for the 1990s". 

of. e cut-Ad 
Para 16 I would insert "and industry switches production to 

export markets" at the end of the third sentence. 

A41-11.0tct0te - 
rac.lt4 US 

' Vf hriad 

te% tx-f 
b-eSi 

c-ek 

vvktA, 	Paras 29-31 I would be inclined to drop this, or at least 

make it less scornful. 

Para 19 	I think the first sentence needs to go wider than 

external shocks. It is more a matter of the inherent 

limitations of economic management. No Government can 

pretend to drive the economy like a tram. 	What it can do 

is to put in place the right broad framework and then to 

react sensibly to events. 

Paras 25 I would use manufacturing productivity figures. 
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Paras 33-35 I would combine this with para 16. 

Another andidate for omission would be the material 

para 	and 54. 
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FROM: MISS C EVANS 
DATE: 28 February 1989 

MISS M P WALLACE 

BUDGET STATEMENT: TAX SECTION 

The Chief Secretary has seen the 27 February draft of the tax 

section of the Chancellor's Budget Statement and thinks it is 

coming on well. He had the following comments. 

Paragraph 6  

Add at end: "where I have a series of changes to propose.", to 

indicate that what follows is a good business package. 

Paragraph 17  

Delete "lastly on the business, front" (sounds an anticlimax, after 

such a short section". The/VAT measures are good, solid and 

popular changes we shoul introduce this paragraph more positively 

by saying "I turn now o VAT, where I have a number of proposals 

etc". 

Paragraph 23 

Add at end (to conclude by summarising the overall impact of the 

VAT package) 

" I believe these changes will be widely welcomed, both for 

the tax relief they offer and the simplicity they impart to 

the VAT regime". 
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Paragraphs 24 - 29  

The Chief Secretary thinks that paragraphs 24 to 29 sound too 

defensive and are open to misinterpretation. We do not need to 

defend the personal saving ratio and to do' so simply draws 

attention to the fact that this is not a Budget for savings. He 

would redraft these paragraphs as attached. 

Paragraph 37  

Expand to read "So the time has come to improve and simplify PEPS 

to give them a new lease of life". 

Paragraph 53  

The two penultimate sentences sound defensive, as if we are 

running away from radical reform. Redraft as follows: 

"In the light of these factors I have decided to reform the 

taxation of life assurance within the framework of the 

present regime. With this in mind I have a number of 

changes to propose, based for the most part on the general 
tax reform principle of seeking lower rates on a broader 

base." 

Paragraph 64  

Last sentence delete "And in the light of the income tax reforms I 

introduced last year". Add at the end of the sentence. "This is 

especially true following the income tax reforms I introduced last 
ti 

year. 

Paragraph 69  

Final sentence insert "anomalous" before penalty. 
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Paragraph 88  

As a tease you might insert after "average" "so far." 

Paragraph 92  

 

Add at end: "which should reduce the cos:: to the 

drivers' by [ 	]". 
] disabled 

MISS C EVANS 

Private Secretary 
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TAXES ON SAVINGS 

24 I now turn to reform of the taxation of saving. 

25 The sharp decline in the ratio of personal saving to 

personal income over the past two years in particular has led 

to even more discussion than usual of the merits of providing 
greater tax incentives for personal saving. 

26 Certainly it is desirable that, over the medium term, we 

generate as a nation a level of saving high enough to finance 

a high level of investment. 

27 But what matters in this context of course, is not 

personal savings alone, but corporate savings too, which are 

running at historically high levels, and even public sector 

savings, which are higher than they have been for some 

considerable time. 

28 Delete 

29 	In the saving field, as in all others, tax reform must 

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

that sense that I have introduced measures in previous 

Budgets and that I do so today. The Government's pclicy is 
clear. 	It is to strengthen and deepen popular capitalism in 

Britain, by encouraging in particular wider share ownership. 
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I attach my latest draft of the economic section of the speech, in 

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

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

grateful. 	I showed the Chancellor a preliminary vErsion of this 

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

improvement, so we should work on this basis. 

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

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

me to be: 

(i) 	where do we put the passage on statistics? I found it 
difficult to attach to the passage on growth in 19 

and for the moment have left it with investment. But 

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

The possibilities range from giving no rumber at all, 

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

moment, the draft merely mentions the adjusted figure, 

but I would be interested in views. 

Should we be trying to explain the economic background 

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

still notable by its absence at times. 

iv 	Do we need to say anything more about personal saving 

than in the present draft? My inclination is that we 

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

incorporated in the second section of the speech. But 

again, I would welcome views. 

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

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

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

monetary policy section. 

(VI) 	C 	S 	vet- 11,4 14 	 1-1-e 	 — PA--0,2.77 
3. 	I would appreciate comments as soon as possible, and at the 

latest by lunchtime on Thursday, 2 March. 

MOIRA WALLACE 

2 



chex.psimw/3 

The economic background 

I. 	It is now almost ten years since this Government 

1-6-0 V41-ctl C-hs-Y\i 	took office. 	And today I am publishing the tenth 

edition of the Medium Term Financial Strategy. It is an 

occasion for looking back and assessing achievements, as 

well as charting the course for the future. 
I 

2. 	Our first ten years in office have been a decade 
4% ilL.434 	 his. Ges,4 

.o.f.--eemp+et-e—t-refket-eEmat-i-efb-fer--the British economy. The 
A 

achievements of these years have been recognised both 

worldwide and - more importantly, [for this is the real 

test- in two overwhelming General Election victories. 
it  

- 	c14 okalle.4.1 	co ca..° " 0. e4 are 4-0t oeuit 	c14-14-  rk-D " 14.71!ilmk.7i  

1--"Aet 10441,4-. 0.4 
The economictigthjand prosperity( h 1  Britain 

has enjoyed in these ten years have occurred !despite  

Ealua---1.i•azy.....wetited. 'shocks from the 	wider 	world 

economy - first a world recession, then the collapse of 

Oil prices, and more recently the stock market fall. 

In an increasingly open world economy, no nation 

can be insulated from the impact of events like these. 

But what governments can guarantee is that they will put 

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

Provided they do this, they 	 Dthe difficult 

clq "n 	444titralsi 
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times, and ikstm.ri in the good ones. This is exactly what 

1-tro soews:t;cc- 
Pc6TT 

has happened in the UK. 

-11 From the very 
KYC kau-e 

beginning of our time in office/1.....the determination to 

bear down on inflation at the very heart of economic 

strategy. 	This we have pursued,aonsistently within the 

clear and disciplined nominal framewcrk of the 

medium-term financial strategy. 

Between 1974 and 1979 inflation averaged over 

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

cent. That is the clearest possible answer to those who 

doubt that inflation can be controlled by monetary 

policy. 
co G4-t-,_a 14,04-,e,0 # p„.p.r.4,,LEJ rt.-44,e 

7. 	The benefits of lower inflation and a clear and 

disciplined framework for the medium-term are felt 

throughout the economy. The knowledge that the overall 

financial framework is prudent and sustainable has given 

business and industry the confidence to expand. At the 

same time, tax reforms and lower tax rates have 

increased the incentives to enterprise, and atcuetural 

44,.."14t4 	 (nt-j J 	 INIL 

-e"11217 11Pot Lti-e Le-A- 	 . 

s"ica 
IAAAA‘..vs 
vv so 

ki-H14 rt.eriok 

36- - ku4.tt4 	ole, ktre 

pc .4 	s 
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We have seen the fruits of this in a dramatic 

improvement in the performanci of British industry. In 

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

7-711°rinvestment and output saw us at the bottom of the league 

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

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

manufacturing productivity has grown faster than in all 

other major industrialised countries, [as has 

investment.] And we have had Call---aentworcaciendktUt 

et? gJf 	eight years of steady, ustainable--)growth, averaging 
over 3 per cent a year) 	 64111WW40p4P-Aist Lottolk..4 

sezn 1010% 

This improvement in Britain's economic performance 

has been matched by very much improved living standards 

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

. • 

than ever before in this country./ They enjoy better 

c:

-- public services, as the success of the economy has 

allowed us to spend more on priority areas of health, 

law and order, and transport. 

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

average earnings take home pay is now almost a third 

higher than when we took of ice. An they have shared 

in 	1 	 si.- -persona1 wealth, with 

the expansion of owner occupation and share ownership. 

3 



We have seen the fruits of this in a dramatic 

improvement in the performance of British industry. In 

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

investment and output saw us at the bottom of the league 

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

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

manufacturing productivity has grown faster than in all 

other major industrialised countries, [as has 

investment.] And we have had an unprecedented 

eight years of steady, sustainable growth, averaging 

over 3 per cent a year. 

This improvement in Britain's economic performance 

has been matched by very much improved living standards 

for ordinary people. We now have more pecple in work 

than ever before in this country. ithey enjoy better 

public services, as the success of the economy has 

allowed us to spend more on priority areas of health, 

law and order, and transport. 

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

average earnings take home pay is now almost a third 

higher than when we took office. And Xhey have shared 
7 

in an unprecedented increase in personal wealth, with 

the expansion of owner occupation and share ownership. 
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The last ten years, then, 

extraordinary improvement to the economic fundamentals 

in the UK. 	When we came to _31ae, Britain was a 
Wei CA 

textbook case of relative economic decline. Now it is 
met 4 ch-  /RAJ-  4e)Ireota 

out-performing •the=sempet44seen, and the Folicies that 

have brought success - tax reform, firm fiscal and 

monetary policy and the determination to improve the 

supply side - are being emulated the world over. 

SLP-4-L) 
It is against this background that we cm consider 

developments over the past 12 months. Growth throughout 

the world was more buoyant last year than forecast a 

year ago, exceeding expectations in each cf the major 

industrial countries. 	Overall, output ir the G7 looks 

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

trade in manufactures probably grew by 10 per cent. 

34 	te..4143.catk-A.-- orp 

Lytle UK experienced, if anything, stronger growth 

than most of its G7 partnerLS The sustained upswing of 

the last 8 years continued with a second successive year 

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

has happened since the mid-sixties.] Manufacturing 

f7d6 
have beer a time of 

" kike-ret s yv‘pv0,41  at)P 7" PPG . 	4 
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output grew particularly rapidly, by [51/2  per cent in 

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

] per cent above its previous peak in 1974. 

15. 	Unemployment fell by more than half a million. 

[LFS Bull points.] 	Productivity growth continued to 

outpace our own past performance and that of other 

countries. 	Profitability rose to its highest level 

since the 1960s, and companies invested heavily to meet 

-Future demand. 

(

16. 	Investment growth clearly has been very strong 

indeed in 1988, probably well into double figures. 	But , 

the recorded figures for investment growth show a 

smaller increase. This is part of a wider problem with 

economic statistics generally. 	It is perfectly clear 

from the well known discrepancies within the national 

income accounts that the estimates for expenditure, and 

of investment spending in particular, are ' completely 

inconsistent with all the , other evidence. [Mention 

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

the most sensible view we can of what is really 

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

FJ-I s-7 	ck, s,s kl 10,3 
17. L;PIT a recent article the CSO have attempted to 

produce a more coherent set of accounts for 1985, 1986 

5 



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

this exercise to cover 1988. 	In order to provide a 

basis from which to understand developments this year, 

to compare them with the past, and to forecast next 

year, the Treasury has had to adjust the recorded 

figures to produce a more coherent picture of 1988. 

These adjustments draw on the results of the CSO 

reconciliation exercise and are described fully in the 

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

being published by the Treasury today. 

18. C9n the basis of this exercise] 	judge that 

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

that is consistent with all the evidence from 

independent surveys of investment intentions. 	So, for 

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

investment has grown faster than consumpticn - in stark 

contrast to [ 	best comparison]. 

Ndytatelui 6444.1441.ei> 91,744..i..4fre 
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14144A4"4„_ 	
This was not surprising. People have been prepared to 

t7t-X 	?3 finance their spending by borrowing more because they 

have confidence in the 	nment's.--h 
74iAb 

egtaaomy, and because with buoyant house prices tJle:ymaire.e. 
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The house price bubble we saw emerging last 

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

increase in spending on all the consumer durables 

associated with house moves. 

So the aggregate result of buoyant investment and 

consumer spending was that domestic demand grew at an 

unsustainable rate and inflationary pressures began to 

re-emerge. And with domestic investment outstripping 

domestic saving the difference was financed from 

overseas and the current account deficit widened in 

1988. 
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An essential feature of/the MTFS is that it points 

:IC 	to the appropriate policy action when things get off 

down, particularly in the South East, with lending for 

house purchase rising much less rapidly than in the 

middle of last year, and house prices stabilising in 

7 

track in one way or another. Accordingly, this increase 

in inflationary pressure has been countered by the only 

effective means: a tightening of monetary policy. Over 

the past lxj months there have been increasing signs 

that this firm action has begun to check the growth of 

spending by households, although4M*WWWAAAMAt.letWOOMr 

investment spendin 	The housing market has cooled 



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

sales in general has moderated, and sales of some 

consumer durables have fallen.] 	The growth of the 

narrow measure of the money supply, YO, has slowed 

appreciably. 

All the signs now are that consumer spending will 

grow more slowly in the year ahead as higher interest 

rates continue to have their effect. Indeed, 	part of 

the effect of higher interest rates has yet to have its 
-11_4  

impact. , Those mortgages that are adjusted onlY once a 
Ls 	 L 

year will only now rbe feeling the effects et last year's 

increases in interest rates. 

Equally, with the obvious increased attractiveness 

of saving at present interest rates the personal sector 

Ft +;.01.4kv. tv•al‘ 	saving ratio is likely to recover somewhat. 
roLicl —)t-tdatutarow14-- 
tvtotAt6  (4 VP 0-1.1A 11(41.‘1" 	 11-e_t4 	 J-41 

CAll this will show through in the RPI in time. 

But the underlying path of inflation in 1989 will 

continue to be obscured by the perverse inclusion of 

mortgage interest payments in the RPI. The latest rise 

in the mortgage rate will almost certainly lead to 

RPI inflation approaching 8 per cent for a while 

(altheugh'excluding mortgage interest payments the rate 

P.9 	 should remain below 6 per cent). 	But in time-I-both 

SO-11ANOLS 6c.,JA- 8 
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most areas and falling in some. [The growth of retail 

sales in general has moderated, anl sales of some 

consumer durables have fallen.] 	The growth of the 

narrow measure of the money supply, MO, has slowed 

appreciably. 

Pter*i' 
d‘r" 

All the signs now are that consumer spending will 

grow more slowly in the year ahead as higher interest- 

rates continue to have their effect. Indeed, 	part of 

the effect of higher interest rates has yet to have its 
6A itzeut 	j 

impact. Tee mortgages tjladt are adjusted 	once a 
iten/hIA Jt 114 	 ti,e4e, sr  , 	-Ate- Are 
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Equally, with the obvious increased attractiveness 

of saving at present interest rates the personal sector 

saving ratio is likely to recover somewhat. 

lit A kn 
All this will show through in thc RPI. in time. 

But the underlying path of inflation in 1989 will 

continue to be obscured by the perverse inclusion of 

mortgage interest payments in the RPI. The latest rise 

in the mortgage raLe will almost certainly lead to 

RPI inflation approaching 8 per cent for a while 

(although excluding mortgage interest payments the rate 

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

8 
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measures will fall] with RPI inflation /itself— coming 

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

and 411 per cent by the second quarter of 1S90. 

SL41.:61,,p 
j  '-"Fhe slowdown in consumer spending grcwthis likely 

71C:
,  

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

the coming year. But even with relatively slow growth 

Atct,t,1 	 through the year I stilg expect GDP in 1989 to be 

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

c 	disappointing by the standards we have come to expect in 

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

S e. 	with investment likely to remain high the medium-term 

la are growth prospects are good. 

The action I have taken to tighten mcnetary policy 

will in time improve the current account too. 	As the 

level of domestic saving responds to higher interest 

rates, our strong domestic investment will depend less 

Land lesson finance from overseas. But as I have always 

tZ'Vn kr-. V- c-ro 
' €J2, • p 

C I ext4 te , eN14-4.. 
ot—rx 	- 4+42 

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

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

last year which I now judge to have been some 

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

shows that there is no difficulty in financing a 

734: 	[teTpbrary] current account deficit of this size, 

9 
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provided the Government is determined - as we are - to 

maintain an appropriate monetary policy. 

• 

27. 	[In part the outcome will depend on developments 

in the rest of the world. The latest indicators suggest 

that activity in the major economies will remain strongo 

ugn 	incr 

ing inflation may lead to some slowing throu 	1989. 

So ar, actual inflation in most countries as increased- 

only little. It is clearly desir 	that monetary 

policy should be used effec ely to counter it. 	We 

must al -o look to see co nued co-operaticn on monetary 

and fisc 1 policy to help the process of reducing 

imbalances an. o maintain the much greater exchange 

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

UK will continue to play its full part in 
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MONETARY POLICY 

12 PC c1 /4,1"4% 
C 

a vv-al„...0-ik,(N1 

s since the summer show clearly that the Gov 	ent 

will take whatever action is necessary tc b 	down on 

inflatr n and to ensure that the next 10 y ars of the 

MTFS are s successful as its first dec 

 

2. 	The centra role in bringing down inflation belongs 

to monetary poli 	buttress by a prudent fiscal 

stance. As I hay: alre y made clear, short-term 

PEt‘d 
favii,tagt.fick„. 
cT 	ct,1,11-1 

interest rates are the 	ential instruments of monetary 

policy. 	[Interest 	will be kept at their present 

level until inflat an is clearly subsiding. 	Thereafter 

they will be kep at whatever evel is necessary to bear 

down on infla ion.] 

3. 	ultimate objective „XI able prices. t No 

Gover ent can be proof against short 
s 	 us 

1 g the way, but Governmentlitan guarant 
C 

nsure that they are only short term.  

fluctuations 

the will to 

nt 

".1 C 4. 	The determination to keep interest rates at the 

d 

appropriate level L7  however unpalatable that may be 
r- 

sometimes - is the key to bringing inflation down. And 

it does require determination,, for higher interest rates 

are always unwelcome to home owners and other borrowers. 



Interest rates are clearly the best&irec (rand 

t effective instrument to deal with inf ation in 

• 

But we have always made it clear that we will not 

accommodate inflationary pressures. To do so would mean 

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

untold damage done to working families, savers, and the 

at,e-rs 	whole of the nation's economic and social fabric. (The 
important thing is to avoid that 	1".?"e4.--t-ot Le k- 

OL.A.-46-41e,t • 

gene al, and particularly with 

seen r ppearing in the last year. 

ic.61.,fe4e 

6. First, hey)thave an import 

the pres ures we have 

aL.-4,4 115 tqsAfti4 
C e'  voweLatqc 

influence on the 

C-S 

housing mark t [where the rise in house prices has been 

a major force be ind the 

consumers' expend ture o er 

g growth in borrowing and 

the last year]. They are 

also well directed f 	a regional point of view, having 

greatest effect 	the south of England where 

inflationary press es ha e arguably been strongest. 

7. 	In additiofi - and this poi 't is not, perhaps, well 

understood i/- they also target those sectors of the 

economy wkiere restraint is needed. While the household 

sector has moved from being a ne lender to being a 

subst ntial net borrower, companies' 	nances are in 

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

C o_0101 2S al, 
\re a t 1./C_G-4-e a-LA/2A 	 ff+ 	Gr,r 
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far less vuln able to increases in s 	term interest 

rates. 	Companies are also w 	placed tc benefit from 

the fact that long 	nterest rates have remained 

very stable, 	well below sh t rates - an indication 

of the rkets' confidence that 	flation will be 

b 	ght down. 

Now all the evidence is that the tightening of the 

monetary stance is taking effect in the way we 

predicted. 	This is of course welcome. But the process 

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

shall not keep short-term interest rates at the present 

level for any longer than is necessary: cn the other 

hand there will be no question of relaxing the monetary 

stance before it is appropriate to do so. [Repetitive 

better here or earlier?] 

Decisions on interest rates will continue to be 

based on a comprehensive assessment of monetary 

conditions, 	in which particular weight is given to the 

behaviour of MO, which has a reliable and predictable 

relationship with money GDP. The target range for MO 

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

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

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

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

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

- and I am confident that the 12 month figures will 

before long come within the target range. 

Interest rate decisions will also continue to take 

full account of the role of the exchange rate. 	The 

Government's clear commitment not tc accommodate 

increases in domestic costs by exchange rate 

depreciation remains a key safeguard against rising 

prices. In particular we cannot afford to let a 

temporary increase in inflation lead to a lasting 

increase in the pay bill. 

Fiscal policy 

A prudent fiscal policy is also a central feature 

of the MTFS, buttressing a sound monetary policy. The 
11-4 

G 	primary focus as the medium term, and the impact oT.] 

taxation, expenditure and borrowing onr-the-simp47-side7 

on track. 	Th was the mist e of the 7Cs. It is much 

too inflexible for th 

implement and 

fiscal changes take time to 

diffi t to reverse. Furthermore, 

1-4.10Le CQAj ‘' kikkr , 	CL L. MAI 
14,..4.14. 1.-Itw crt--4-4-1 hel-vikrA,0 Lc ellA,p P-04 t ufftl,f 
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the ffects on t ort are very 

uncertai and unreliable, depe ng crucially on the 

reactions in f ncial 	ets and the response of 

private sector sp 	 Fiscal policy cbjectives are 

best set for e medium to l 	term and set to embrace 

expenditure measures 	ich improve the 

pe ormance of the economy. 

From our early years of office, we made steady 

progress in reducing the burden of Government borrowing. 

But now the public finances have been completely 

transformed, with the budget in surplus for the last two 

W years. Last year I budgeted for a small surplus * 

E 	

as- 
)44,ic 	evevt -C 	ba. 

and I --.' 

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

kte 14,44,11- 
This is a remarkable achievement, aft&—a-,Lsewerd-for- 

many years of hard work in reducing the deficit. No 
11411,4 

other major country.acqoalis a comparable Budget surplus. 

improvement 9s something to higher tax revenues, 

from a more,bUOYant economy, and In--Particular higher 

proflt. 	Also, the outturn for public expenditure is 

likely to be some-Et billion below the total we provide 

for, and -talvatisation proceec‘ are also apueclabl 

higheir han expected 

I-- 47 	 -"ti4e 
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should 

still be contemplating further debt repayment over the 

next few years. aad-can-ine-eeft-Etieft4--beind  ,etle tP 

a • - t. 

Zeti-i-ytis.  a position in which the state makes no claim on 

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

overseas. 

15. 	The massive repayment of public debt over the past 

2 years has permanently reduced the burden of debt 

servicing, both now and for future generations. For the 

7] coming year, for example, the debt repayments of the 

last 2 years mean that debt interest costs are lower by 

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

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

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

be acquired by the NLF, for cancellation. 

14. 	But we 

16. The dramatic improvement in the UK's public 

finances Las also provideld a welcome cpportunity to 

devote more attention to the structure of the [sterling] 

debt that remains. Now that the Government has become a 

net purchaser of debt, it has been possible to tailor 

buying-in policies so as to reduce future interest 

costs, and to improve the quality of funding by relying 

less on the more liquid borrowing instruments. 
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Similarly it has proved possible to restructure part of 

the Government's foreign currency debt, launching an 

innovative and cost-effective programme of Treasury 

bills denominated in ecu. The first experimental six 

monthly tenders for these bills have proved extremely 

successful, and I can announce today that the programme 

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

17. It w_Qu3:1 4;z:::zisrt to=a=lag 13,0s,g.L 

tolggdiate.ly. 	There are several reasons for caution. 

Our present strong position reflects soffe influences 

which are essentially cyclical. They are difficult to 

quantify, but they will tend to unwind as the economy 

reverts to a more sustainable rate of growth. 

 

18. 	Moreover, we must allow for the role played by 

privatisation proceeds in strengthening the public 

finances. 	These do not create room fcr sustainable 

increases in expenditure or reductions in taxation, and 

are much better used to repay debt. 

Pt-C/T 
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19. 	Most importantly, however in present c 
tAA--k I QC QtA.,--a crt-7.e. 	 ; 	afar,/., ec e 

(with continuing strength of domestic demanc 

rcumstancesf  
a- pr!, AJD,14 

It is vital . 

not to-take -any taking risks with the credibility of our 
f 	, 

policies. A prudent fiscal stance will help maintain 

confidence and provide a general support for monetary 

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

substantial budget surplus in the coming year. I have 

therefore budgeted for a PSDR of [E12 billion . 	Be ond 

1989-90, I expect to see 
et

act rir 
14tA44441  

/II (An 

illustrative path for the medium term is set out in the 

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

8 
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SPEECH: ECONOMIC SECTION 	
/". 	c-frr,r"I'-4- t:te, fA,sitcci c4...10.4)2t,k4 

This reads very well. I scribbled a few things on the chunk 

I read last night: take in spirit meant. I am happy to 

explain or expand whenever you like. 

The one general thing which struck me is that I think 

there is a bit too much statistics and reporting and not 

quite enough philosophy or reflection on the last ten years; 

and in the statistical/reporting stuff, there is a bit too 

much about macro-economic policy and real economic variables, 

and not quite enough about micro-policy and nominal 

variables. It may be that you are going to tack on a 

thematic introduction, or conclusion, or something - I don't 

know. In any case, if What follows looks like egg-sucking, 

just forget it. 

e/  Very briefly, I think the semi-buried thought is 

I something like this. For the last ten years, the Government 

has worked consistently to establish two big things. First, 

sound money. That means being prepared to use interest rates 

as often and as much as it takes to keep on top of inflation; 

completely transforming the public sector's financial 

position; and being prepared, when necessary, to defer other 

important objectives, such as a reduction in the tax burden. 

It means accepting that inflation is a monetary phenomenon 
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which can only be tackled through macro-economic policy, and 

not through price codes, pay codes, other sorts of non-price 

administrative rationing, or other micro-economic 

distortions. 	And, most importantly, it means accepting the 

corollary that macro-economic policy has to be addressed to 

the defeat of inflation and not the promotion of employment; 

and that it can only reliably influence nominal variables, 

and not real ones. 

Second, free markets. This means giving management back 

to the managers, unions back to their members, and the 

benefits of ownership to ordinary people. It means accepting 

that economic efficiency can only be promoted by getting the 

Government off people's backs, and giving them their head. 

And, again, it means accepting the corollary that the only 

real way to get more jobs is through micro-economic policy, 

and not the short-term manipulation of demand, or any kind of 

fiscal levitation. 

This is all so familiar that we take it completely for 

granted; and most of the points appear somewhere in the 

speech. 	But putting it together, this has in many ways been 

the biggest change in economic policy over the last ten years 

or so. I think the Budget speech is a place to give what the 

press would call a ringing defence, or reaffirmation, of this 

view of the world, especially as the Chancellor personally is 

so closely identified with it. 

It leads, if you like, into another point which is there 

in the draft, but could be worth bringing out still more 

explicitly. Simplifying drastically, if - and it is a very 

big if - the Government delivers these two big things, sound 

money and free markets, it is not the business of the 

Chancellor of the Exchequer to tell people how much they 

should save, whether they should buy goods at home or abroad, 

how they should finance their spending, and so on. 
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7. 	Needless to say, none of this is in speech form, and I 

have not spent any time polishing or refining it at all. But 

I thought it might be slightly more help to dictate it than 

just to scribble the code shorthand "Mais/IEA". 

e 
ROBERT CULPIN 
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cc Chancellor 
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Mr Tyrie 
Mr Call 

BUDGET STATEMENT 

As requested I have given you my copy of the speech marked with 

my drafting comments. Below are some additional points. 

Paragraphs 6-23. As the business taxation section 

has a good message, it seems a pity not to emphasise 

this either at the beginning or at the end, with a 

sentence such as: 

"These measures taken together represent a 

considerable reduction and simplification of the 

burden of business taxation, particularly for small 

businesses." 

Paragraphs 24-30. At the beginning of the taxes on 

saving section there are three ideas: that savings 

include corporate savings and public sector savings as 

well as personal savings; that gross savings have 1-1P,P,11 

relatively stable; and that tax reform should not be 

used in response to short-term changes. This makes the 

beginning of this section seem complicated and I think 

it would be better without paragraph 28. 

Paragraph 63. 	I think the first sentence of this 

paragraph is unclear. It is also rather negative and I 

think it is best omitted as the following sentence 

follows well from the end of paragraph 62. 
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Paragraphs 109-110. I agree that it is a bull 

point to say that the final pledge of the 1979 Manifesto 

is to be fulfilled. My concern is that it will 

encourage the rereading of that Manifesto by the 

Opposition and commentators. Although so much of it has 

been achieved, it does have some unfortunate sentences 

in it, for example "The prospect of very high mortgage 

interest rates deters some people from buying their 

homes and the reality can cause acute difficulties to 

those who have done so. 	Mortgage rates have risen 

steeply because the Government's financial mismanage- 

ment. 	Our plans for cutting Government spending and 

borrowing will lower them." The rate in that year was 

11.75 or lower. 

Paragraph 114. 	Is the "duck test" well enough 

known to be used in this context? 

JUDITH CHAPLIN 
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SPEECH 	 . 

I attach two ersions of NICs. 	I am happy to try other 
approaches if you would like me to. 

We shall need to work in a reference to the Secretary of 

State for Social Services. 

Strictly speaking, we need to remember that there are a 

million married women optants for whom the step at the LEL 

will continue to be 3.85 per cent of earnings, or £1.65 in 
1989-90. 	If they would be better off with 2 per cent and 

9 per cent, they are free to transfer. 

ROBERT CULPIN 
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BUDGET SECRET 

SHORT VERSION 

NATIONAL INSURANCE CONTRIBUTIONS 

I have one further measure to propose. 

It has long been a feature of the National Insurance 

system that, once people earn more than the lower 

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

to pay National Insurance contributions at the same rate 

on the whole of their earnings. 	There are now three 

different rates - 5 per cent, 7 per cent and 9 per cent. 

This produces a rather jagged pattern of contribution 

rates; and it has the unfortunate effect that, at a few 

points on the income scale, people can be worse off if 

they earn more. Their extra earnings take them from a 

lower rate band to a higher one, and they therefore lose 

more in National Insurance contributions than they gain 

in extra pay. These few points have come to be known, 

somewhat inelegantly, as the National Insurance steps. 

I propose a simple reform. 	For everyone who pays 

employee National Insurance contributions, I propose to 

reduce to only 2 per cent the rate of contributions on 

earnings up to and including the lower earnings limit. 

On earnings above that limit, there will be a single 

• 
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rate of 9 per cent, up to the/upper earnings limit, 

which has already been set for 1989-90\ „at £325,--‘  

This will abolish altogether the steps which at present 

exist at earnings of £75 and £115. I believe it right 

to keep the small step which has always existed at the 

lower earnings limit, where people first come into the 

National Insurance system, because that is the entry 

ticket to the full array of contributory benefits. As 

such, it is an essential feature of the contributory 

principle. 	But my proposals will reduce this step very 

considerably, to only 86 pence in 1989-90. 

This reform will reduce the burden of National Insurance 

contributions across the board. For the lowest paid, 

that burden is now heavier than the burden of income 

tax. 	This is the most effective measure I can take to 

lighten it. For everyone on half average earnings or 

more, the reform will leave them £3 a week more of their 

own money; and most of the benefit will go to those 

below average earnings. 

propose to make a consequential reducLion, in 

accordance with the existing formula, in the Class 2 

National Insurance contributions for the self-employed, 

from £4.25 a week to £2.95. 

[There will be no change in the contributions paid by 

employers.] 

2 



BUDGET SECRET 

41, 
 

kl,„e oLINk-C 3 
These measures will take effect from [1 October]. The 

cost will be around 	El billion in 	1989-90 	and 

£2,900 million in 1990-91. 

3 
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BUDGET SECRET 

LONGER VERSION 

NATIONAL INSURANCE CONTRIBUTIONS 

I have one further measure to propose. 

It has long been a feature of the National 

Insurance system that, once people earn more than 

the lower earnings limit, which in 1989-90 will be 

£43, they have to pay National Insurance 

contributions at the same rate on the whole of 

their earnings. 	This creates what has come to be 

known as a step at the lower earnings limit. 

When I became Chancellor, that step was 9 per cent 

of earnings - the starting rate of National 

Insurance contributions. If I had left it 

unchanged, anyone earning £43 a week in 1989-90 

would have to pay very nearly £4 a week in National 

Insurance contributions. 

I started the process of reform in my 1985 Budget, 

by reducing the starting rate of contributions from 

9 per cent to 5 per cent. This means that the step 

in 1989-90 will be just over £2, instead of nearly 

£4. 	I also introduced an intermediate band of 

7 per cent [, so that the full contribution rate of 

• 
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9 per cent will only be reached in 1989-90 at 

earnings of £115 a week]. 

"r I I had, however, to contain the cost; and the only 
‘4PLaNt. +14-4,t3S 

way I could sensibly do this was to retain the CWS.HTeAra. 
4 	

long-standing rule that people pay the same rate of 

contributions on the whole of their earnings. This 

has the unfortunate side-effect that, at a few 

points on the income scale, people can be worse off 

if they earn more. Their extra earnings take them 

from a lower rate band to a higher one, and they 

therefore lose more in National Insurance 

contributions than they gain in extra pay. 

I now propose to carry my reforms further. For 

everyone who pays employee National Insurance 

contributions, I propose to reduce to only 2 per 

cent the rate of contributions on earnings up to 

and including the lower earnings limit. On 

earnings above that limit, there will be a single 

rate of 9 per cent, up to the upper earnings limit, 

which has already been set for 1989-90 at £325. 

This will abolish altogether the steps which at 

present exist at earnings of £75 and £115. I 

believe it right to keep some small step at the 

lower earnings limit, where people first come into 

the National Insurance system, because that remains 

the entry ticket to the full array of contributory 
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benefits. It is essential to the contributory 

r

principle. 	But my proposals will make a(±urtheroi 

substantial reduction in this step, [o that it will 

be onli786 pence(When the reform takes effect-:( 

• 
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The reform will reduce the burden of National 
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H
Insurance contributionsLacross the board. For the 

lowest paid, that burden is now heavier than the 

burden of income tax. This is the most effective 

measure I can take to lighten it. For everyone on 

half average earnings or more, the reform will 

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

most of the benefit will go to those below average 

earnings. 

I propose to make a consequential reduction, in 

accordance with the existing formula, in the 

Class 2 National Insurance contributions for the 

self-employed, from £4.25 a week to £2.95. 

[The contributions paid by emplo )will be 

unaffected.] 

These measures will take effect from [1 October]. 

The cost will be around El billion in 1989-90 and 

£2,900 million in 1990-91. 

exPv•-4 
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BUDGET SECRET 

CHANCELLOR 

FROM: ROBERT CULPIN 
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cc: 	Miss Wallace 

SPEECH 

I attach two versions of NICs. 	I am happy to try other 

approaches if you would like me to. 

We shall need to work in a reference to the Secretary of 

State for Social Services. 

Strictly speaking, we need to remember that there are a 

million married women optants for whom the step at the LEL 

will continue to be 3.85 per cent of earnings, or £1.65 in 

1989-90. 	If they would be better off with 2 per cent and 

9 per cent, they are free to transfer. 

 

ROBERT CULPIN 
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BUDGET SECRET 

SHORT VERSION 

NATIONAL INSURANCE CONTRIBUTIONS 

I have one further measure to propose. 

It has long been a feature of the National Insurance 

system that, once people earn more than the lower 

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

to pay National Insurance contributions at the, same rate -:tA r  /1-' 	114 Le /rut  
on the whole of their earnings', T ere are mow  three 

64,A) 	C.  (Ply "0 k P. 411-)  ''.:..''-1.—.) 
different rates - 5 per  ceiTer7  per cengand 9 per cwit--- 
111 	/IA 4,1410J 141/3 4,1204- / PIA441400, 

&Air 	.., iti re- ' k?'• .1   V1A---N. i 
Wilds pro uce a rather jagged paLLern of conLribuLion 

PIAZ) 
rates; and *(has the unfortunate effect that, at a few 

points on the income scale, people can be worse off if 

they earn more. Their extra earnings take them from a 

lower rate band to a higher one, and they therefore lose 

more in National Insurance contributions than they gain 

in extra pay. These few points have come to be known, 

somewhat inelegantly, as the National Insurance steps. 

-41 	tZ 	
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,g(TFoTpose a simple reform. For everyone who pa3-73) ecommau  

employee National Insurance contributions, I propose to 

reduce to only 2 per cent the rate of contributions on 

earnings up to and including the lower earnings limit. 

On earnings above that limit, there will be a single 
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BUDGET SECRET • rate of 9 per cent, up to the upper earnings limit, 

which has already been set for 1989-90 at £325  a trowtc. 

This will abolish altogether the steps which at present 
.0--1/_) La &T4 

exist at earnings 	£75 and £115 	I believe it right 
49  > fAc  

to keep the Quommid step which has always existed at the 

lower earnings limit, where people first come into the 

National Insurance system, because that is the entry 

ticket to the full array of contributory benefits. As 

such, it is an essential feature of the contributory 

principle. 	But my proposals will reduce this step very 

considerably, to only 86 pence in 1989-90. 

-1004  

8t1  
This refOrm wi reduce the burden ofAg-ational Insurance 

contributions across the board. For the lowest paid, 

that burden is now heavier than the burden of income 

tax. 	This is the most effective measure I can take to 

lighten it. For everyone on half average earnings or 

more, the reform will leave them £3 a week more of their 

own money; and most of the benefit will go to those 

below average earnings. 

--I-----grupuser—te---make- a consequentia-1---re4ist 	In 

Aaccmxiance-w-i-th the  existing formula, 	ift—the class 2. 

,Uational 	Insurance contributions for the self-employed-, 

from £4.25 a week to £2.95.- 

	IN111•••••• 
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-111/1 
	 u.tAi 

These measures will take effect from 41 October 	The 

cost cost will be around 	El billion in 	1989-90 	and 

£2,900 million in 1990-91.  -14A /14(5.46„y 	 1„,(144 

444  a42 

GiAisi\_t) 	/b /Ar, p. 
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BUDGET SECRET 

LONGER VERSION 

NATIONAL INSURANCE CONTRIBUTIONS 

I have one further measure to propose. 

It has long been a feature of the National 

Insurance system that, once people earn more than 

the lower earnings limit, which in 1989-90 will be 

£43, they have to pay National Insurance 

contributions at the same rate on the whole of 

their earnings. 	This creates what has come to be 

known as a step at the lower earnings limit. 

When I became Chancellor, that step was 9 per cent 

of 	earnings - the 	starting rate of National 

Insurance contributions. If I had left it 

unchanged, anyone earning £43 a week in 1989-90 

would have to pay very nearly £4 a week in National 

Insurance contributions. 

I started the process of reform in my 1985 Budget, 

by reducing the starting rate of contributions from 

9 per cent to 5 per cent. This means that the step 

in 1989-90 will be just over £2, instead of nearly 

£4. 	I also introduced an intermediate band of 

7 per cent [, so that the full contribution rate of 

• 
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9 per cent will only be reached in 1989-90 at 

earnings of £115 a week]. 

I had, however, to contain the cost; and the only 

way I could sensibly do this was to retain the 

long-standing rule that people pay the same rate of 

contributions on the whole of their earnings. This 

has the unfortunate side-effect that, at a few 

points on the income scale, people can be worse off 

if they earn more. Their extra earnings take them 

from a lower rate band to a higher one, and they 

therefore lose more in National Insurance 

contributions than they gain in extra pay. 

I now propose to carry my reforms further. For 

everyone who pays employee National Insurance 

contributions, I propose to reduce to only 2 per 

cent the rate of contributions on earnings up to 

and including the lower earnings limit. On 

earnings above that limit, there will be a single 

rate of 9 per cent, up to the upper earnings limit, 

which has already been set for 1989-90 at £325. 

This will abolish altogether the steps which at 

present exist at earnings of £75 and £115. I 

believe it right to keep some small step at the 

lower earnings limit, where people first come into 

the National Insurance system, because that remains 

the entry ticket to the full array of contributory 
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benefits. It is essential to the contributory 

principle. 	But my proposals will make a further 

substantial reduction in this step, so that it will 

be only 86 pence when the reform takes effect. 

The reform will reduce the burden of National 

Insurance contributions across the board. For the 

lowest paid, that burden is now heavier than the 

burden of income tax. This is the most effective 

measure I can take to lighten it. For everyone on 

half average earnings or more, the reform will 

leave them E3 a week more of their own money; and 

most of the benefit will go to those below average 

earnings. 

(I— I propose to make a consequential reduction, in 

accordance with the existing formula, in the 

Class 2 National Insurance contributions for the 

self-employed, from £4.25 a week to £2.95. 

[The contributions paid by employee will be 

unaffected.] 

These measures will take effect from [1 October]. 

The cost will be around El billion in 1989-90 and 

£2,900 million in 1990-91. 

3 
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BUDGET STATEMENT: TAX SECTION 

FROM: 	J P MCINTYRE 
DATE: 	1 March 1989 

PS/Chief Secretary 
PS/Paymaster General 
PS/Economic Secretary 
PS/Financial Secretary 
Sir P Middleton 
Sir T Burns 
Mr Anson 
Dame A Mueller 
Mr Wicks 
Mr Hardcastle 
Mr Byatt 
Mr Monck 
Mr Scholar 
Mr Sedgwick 
Mr Riley 
Mr A C S Allan 
Mr Gieve 
Mr Gilhooly 
Mr Matthews 
Mr Pickford 
Mr Macpherson 
Miss Hay 
Miss Simpson 
Mrs Chaplin 
Mr Tyrie 
Mr Call 

Sir A Battishill IR 
PS/IR 

Mr Unwin C&E 
PS/C&E 

You asked for comments on the draft attached to your minute to PS/ 

FST of 28 February. I attach a marked-up version of the draft. 

Two of the suggested changes are explained below. 

Para 108  

2. 	To acknowledge the pensioners' earnings rule as "notorious" 

would risk provoking people to press for aboLition of other 

earnings rules or relaxation of the rules for means-tested 

benefits. 	These benefits (Income Support etc) are withdrawn as 

income rises in much the same way as the pension is reduced under 

the earnings rule. 



Para 111  

3. 	Mr Bolton's minutes of 24 and 28 February explained that it 

was not possible to quantify (in revenue terms) the behavioural 

effects of abolishing the earnings rule. In any case, the supply 

side effects will cut both ways. Some additional elderly people 

may choose to work but they may to some extent displace younger 

people in the workforce. Some elderly people who already choose 

to work beyond state retirement age may be encouraged to work 

longer hours, but others may feel that they can afford to work 

less now that they can also receive their pension in full. 

J P MCINTYRE 

At the risk of being a kill-joy, I would advise against para. 
114: 

I am not sure that enough of the audience are familiar 
with the collected sayings of Mr. Darman! 

The abolition only extends to the pensioners' earnings 
rule, so that even if one accepted it as a tax on 
the "duck" test, it would not be the abolition of 
a whole tax. 

It is unwise to stir up the perception of this kind 
of rule as a "tax". 	That will only further encourage 
people to regard as a "tax" (and press the Chancellor 
to relieve) all the other earnings rules and - more 
important - the cut off of means-tested benefits, 
parental contributions, legal aid, etc., etc. 	But 
these are methods of targetting benefits, i.e. 
expenditure measures and not taxes. 	In other contexts, 
the Chancellor has disputed the argument that the 
poverty trap is a high marginal "tax" which he could 
or should reduce jnst like the higher rates of personal 
income tax. 

I have attempted a redraft on the copy below, but these points 
together really go to the heart of the paragraph and I would 
advise omitting it. 

J. ANSON 
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TAXATION OF INCOME 

Nor do I propose any change this year to either 

the basic or higher rate of income tax. 

I propose to raise all the main thresholds and 

allowances by the statutory indexation factor of 6.8 per 

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

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

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

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

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

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

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

person, and for a married couple by £360 to £5,565. 

I have a number of measures to help the elderly. 

I propose that the higher age allowances, which are 

currently tor those over 80, should be extended to cover 

all those aged 75 and over. This will take an 

additional 	[15,000] elderly pensioners out of tax 

altogether. 

The income limit for the age allowance will rise 

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

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

• 
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allowance is withdrawn above this income limit. But I 

propose that in future it should be withdrawn at the 

rate of El for each £2 of income, instead of the present 

withdrawal rate of £2 in every £3. This will mean that 

the marginal tax rate for those in this income band will 

be reduced to well below 40 per cent. 

The Finance Bill will also include the provisions 

to establish the new tax relief for the pensioners' 

health insurance premiums, which I announced to the 

House in January, and which will take effect from April 

next year. 

Vr.s:0,1u-s 
Under the 	toriouo earnings rule, any pensioner 

who decides to continue to work after reaching the 
Fvk %,crk 

otatutory rotiromont age has his or her pension docked 

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

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

El earned over £79 a week. 

109. The Manifesto on which we were first elected in 
citi:SccLA.role 

1979 acknowledged that it was wrong to ponalioc 
vecot 

pchsioncro who wished to work beyond retirement age in 
pi..ase 	Tit-s 

this way, and pledged that we would tpolioh)thc earnings 

rule. 
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Of all the pledges in our 1979 Manifesto, that is 

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

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

Social Services and I have agreed that the Rpnpioners' 

Ull 
earnings rule should be abolished as from „I'October. 

The necessary legislation will be included in the Social 

Security Bill currently before the House. 

The cost to public expenditure will be 
1 "LS 

£.f-X4. million in 1989-90, which will be entirely met from 

the 'Reserved. But the true cost of this measure will be 
exiev.4 

considerably less than thisqgiven tho additie.fta--4neeme 

tam and empeyerc' Nationel Incurancc Contributiono that 
leckell 1,o Avs  

will 	flow from theiiincrease in the numberii of elderly at 
aket 	 Actolitl'oviAl -a* t-Rtitime. 

work oncc thic harsh dioinccntivc has been removed. 

Those who wish to defer taking their pension will, 

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

continue to earn a higher pension in return. 

I am sure the whole House will welcome this long 

overdue reform. 

 
Lsz_ 	tki, 	 ' ca,-rtaCIVI  rtA,L.k. 

in vogue  acrocs the Atlantic, the peftcleners4--earninls 
CA. t-c.AK ("0 	 bZu-t f/L; 	 1,0 0-rk 

rule would qualify as a tax, and I would now be able to- 
yo 	 aiLL 	r 

cek.i.g Cis cv, 	 j A.Nto 	 rk.A. 

33 



DG 4 SF:CriEr 

claim to have abolished a seventh tax. But my innate 

modesty and natural reticence inhibits me from doing so. 

34 
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Mr Isaac 	) 
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BUDGET STATEMENT: TAX SECTION 

You asked for comments on the latest draft. 	I also attach my 

suggestions for passages on unit trusts and Keith. 

Business Taxation 

para 7: I would replace the last sentence with "Between the two 

limits, the effectLve rate of tax will vary between 25 and 

35 per cent". 

para 9: amend the last sentence to read "These changes will reduce 

the corporation tax burden for X companies currently above 

the small profits limit". 

para 10: for a definition of close companies, "generally those that 

are unquoted and ccntrolled by a small number of people. 

para 11: I am unhappy with the implied idea that the close company 

apportionment rules are a "burden" on businesses in the 

same way as (say) rates are. 	They only bite if the 

company is both profitable and does not distribute. I 

1 
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would prefer the flavour to be more along the lines of "a 

simplification of the tax system". 

para 16: You could make a passing reference at the end to the 

consultative document on swaps, which is a specific issue 

within the foreign exchange field. 

Taxes on Savings 

para 27: insert after "but" in the second line "the totality of 

savings within the economy. 	In other words, we must 

include 	" and then as before. 

para 28: clarify the point by amending the piece after "has" in the 

third line to "not occurred because gross saving has 

fallen. Rather, it is the result of the sharp increase in 

personal borrowing. And the...." and then as before. 

para 31: I think we need the point that this has happened despite 

the stock market crash in 1987. 

para 35: say when this happened (calendar year 1987?) 

para 39: replace "preponderately invested" with "invest wholly or 

mainly". 

para 41 I think we need the flavour of two separate points here. 

Firsts  with PEPs as they are, the longer you stay in, the 

more tax relief you get. But with front-end relief, you 

have an incentive to take your tax relief and run. 

Secondly, to mitigate that incentive you would need a mass 

of complex legislation to protect the exit charge and to 

try to prevent round tripping and loanbacks. 

 

para 44: these are SAYE share option schemes. 

para 45: redraft as follows:- 
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"Third, a number of my Hon. Friends have been concerned 

that current tax law may be inhibiting the development of 

employee share ownership plans, otherwise known as ESOPs. 

These are trusts set up for the benefit of a company's 

employees, which invest in the company's shares and t '- I 

distribute them to the workforce. It is already possible 

to establish an ESOP; indeed, a number exist in the UK. 

But I propose to make it clear that for companies that 

make payments to enable an ESOP to purchase shares in the 

company, those payments will qualify for corporation tax 

relief, provided that the ESOP meets certain requirements 

designed to ensure that the shares become directly owned 

by the employees within a reasonable time. 	This relief 

will override the existing reliance on case law which is 

proving restrictive. I hope that it will encourage more 

British companies, particularly in the unquoted sector, to 

consider setting up ESOPs." 

para 49: I think you should mention the material interest changes. 

para 52: replace "sui generis" with "unique". 

para 54: it is life profits which get unduly favourable tax 

treatment, not pensions profits! You could also mention 

the other pensions measures. 

para 55: on the yield of the package, I would stick to "broadly 

neutral". 

para 58: I would put the rate cut and the abolition of LAPD before 

the restriction of acquisition expenses (ie before para 

56). 

para 62: is this statement true? What about double tax relief 

through BES Link Schemes? 

para 63-67 	I would mention decoupling after you have announced 

the details of the cap. 
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para 83: this is very vague. I would either be more specific, or 

drop it. 

ty NORMAN LA/40NT 
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UNIT TRUSTS  

  

On unit trusts, there are two ways of presenting this measure:-

a) as a response to European competition: 

$.04-,rldf 

"Later this year, UK unit trusts will be able to compete 

freely in Europe and will face competition from EC 

investment schemes here. At present, trusts investing in 

gilts or bonds face a tax disadvantage. They pay 

corporation tax at 35% on their income but can pass on a 

credit of only'251_to their investor. So I have decided 

that from 1 January 1990, as for life assurance companies, 

the corporation tax rate on unit tr4sts that come within 

the EC rules will be cut to-25%. Their investors will 

then get full credit for all the tax the trusts pay. I am 

also removing an unfair advantage which offshore umbrella 

funds enjoy over unit trusts: from today, switches 

between the individual parts of these umbrella funds will 

be liable to tax." 

b) as a measure designed to remove unit trusts' disadvantages 

relative to direct investment in non-equity securities, in 

which case it might be better to draft it as; 

"At present UK unit trusts investing in gilts or bonds, 

and investors in such trusts, face a tax disadvantage. 

These trusts pay corporation tax at 35% on their income 

but can pass on a crediL of only 25% to their investors. 

I have decided that from 1 January 1990, as for life 

assurance companies, the corporation tax rate on 

authorised unit trusts recognised under the UCITS 

Directive will be cut to 25%. Their investors will then 

get full credit for all the tax the trusts pay. I am also 

removing an unfair advantage which offshore umbrella funds 

5 
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enjoy over unit trusts: from today, switches between the 

individual parts of these umbrella funds will be liable to 

tax. Together these measures will put UK unit trusts on a 

fairer footing to compete with their foreign 

counterparts." 

I definitely prefer the first option. It accurately reflects the 

reason for the changes. And you must make it clear that the rate 

cut applies only to UCITS trusts, otherwise people might think it 

applies to all collective investment vehicles. Moreover, if you 

present it as a general measure, all those not affected (such as 

futures and options funds) will press for the same treatment. 

We will of course be considering the tax position of non-UCITS 

collective investment vehicles over the coming year. 
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ANNEX 2 

KEITH 

Finally, on Keith, I would insert a short paragraph after the 

section on taxpayer confidentiality. Again this could be drafted 

in 2 wayse depending on how detailed you want to be. 

EITHER: 

"I shall also be bringing up to date the powers of the Inland 

Revenue to enforce the collection of tax and the safeguards 

available to taxpayers. This will very largely complete the 

task I began in 1985 of implementing the recommendations in 

the first two volumes of Lord Keith's Report on the 

Enforcement Powers of the Revenue Departments, those relating 

to Income and Corporation Tax, Capital Gains Tax and VAT. 

should like to take this opportunity not only to repeat my 

thanks to Lord Keith and his team for their comprehensive and 

rigorous reports, but also to thank the very large number of 

individuals and organisations who have taken part in the wide 

measure of consultation which we have subsequently 

undertaken." 

OR: 

"I shall also be bringing forward in the Finance Bill measures 

to implement the remainder of the recommendations of the first 

two volumes of the Keith Report on compliance. 	These will 

simplify the system of interest and other penalties for tax 

offences, and cover the information powers of the Revenue. 

This will very largely complete the task I began in 1985. I 

should like to take this opportunity not only to repeat my 

thanks to Lord Keith and his team for their comprehensive and 

rigorous reports, but also to thank the very large number of 

individuals and organisations who have taken part in the wide 

7 
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0 measure of consultation which we have subsequently 

undertaken." 

I prefer the second option. It is more specificI but it sounds less 

sinister. 
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cc Chancellor 
Chief Secretary 
Financial Secretary 
Paymaster General 
Economic Secretary 
Mr Tyrie 
Mr Call 

BUDGET STATEMENT 

As requested I have given you my copy of the speech marked with 

my drafting comments. Below are some additional points. 

1. 	Paragraphs 6-23. As the business taxation section 

has a good message, it seems a pity not to emphasise 

this either at the beginning or at the end, with a 

sentence such as: 

"These measures taken together represent a 

considerable reduction and simplification of the 

burden of business taxation, particularly for small 

businesses." 

Paragraphs 24-30. At the beginning of the taxes on 

saving section there are three ideas: that savings 

include corporate savings and public sector savings as 

well as personal savings; that gross savings have been 

relatively stable; and that tax reform should not be 

used in response to short-term changes. This makes the 

beginning of this section seem complicated and I think 

it would be better without paragraph 28. 

Paragraph 63. 	I think the first sentence of this 

paragraph is unclear. It is also rather negative and I 

think it is best omitted as the following sentence 

follows well from the end of paragraph 62. 
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Paragraphs 109-110. I agree that it is a bull 

point to say that the final pledge of the 1979 Manifesto 

is to be fulfilled. My concern is that it will 

encourage the rereading of that Manifesto by the 

Opposition and commentators. Although so much of it has 

been achieved, it does have some unfortunate sentences 

in it, for example "The prospect of very high mortgage 

interest rates deters some people from buying their 

homes and the reality can cause acute difficulties to 

those who have done so. 	Mortgage rates have risen 

steeply because the Government's financial mismanage- 

ment. 	Our plans for cutting Government spending and 

borrowing will lower them." The rate in that year was 

11.75 or lower. 

Paragraph 114. 	Is the "duck test" well enough 

known to be used in this context? 

JUDITH CHAPLIN 
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BUDGET SPEECH: TAX SECTION 

Thank you for copying your submissions of 27 and 28 February and 
the Chancellor's redrafts of the Speech. The extra copies you 
supplied have facilitated handling for which I am very grateful. 

I am returning to you copy 31 of your note of 27 February and 
copy 36 of your note of 28 February. On each, our textual 
suggestions have been annotated in red and explanatory comment; where 
necessary, in blue. I am also enclosing a redraft of the section on 
stamp duty and a copy of a note from Mr Isaac, to which I shall 
return. 

I should like to pass on the following comments in addition to 
those noted on the draft. 

Paragraphs 8, 9 and 58: These are giving a fairly clear signal, well 
before the Income Tax section, that there is going to be no change in 
the basic rate. Is the Chancellor content to do that? 

Paragraph 41: Mr Isaac's note (copy attached) is, I think, 
self-explanatory. On his second point - international experience 
some research here into US and French legislation on, respectively, 
Loi Monory (or its successor) and IRAs suggests that, if pressed, we 
might find it difficult to justify the assertion that front-end 
reliefs have to be "festooned with a complex web of restrictions". 
The redraft, and Mr Isaac's alternative formulaticn, with the 
reference to "all experience shows that" both avoid this difficulty. 

Paragraph 53: The question here is whether the Chancellor wants to 
rule out the possibility of more radical reform in lc9O. I 
understand that at a recent meeting, the Financial Secretary 
expressed the view that Option A for investment linked business 
should remain on the table for 1990. 



Paragraph 94: The Chancellor has asked the Paymaster-General to look 
at this paragraph. One point he might wish to consider is whether 
the invitation to charities to mount an information campaign might 
invite the rejoinder that the Government should contribute towards 
the cost. 

4. 	I am copying this letter (without the enclosures) to the Revenue 
recipients of your submissions and to Steve McManus. 

C S McNIC01. 
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FROM: A J ISAAC 
DATE: 1.3. 

cc Mr Corlett • 
Mr Kuczys 

MR MCNC(4 

BUDGET SPEECH: PARAGRAPH 41: PEPS 

You have had from Mr Corlett and Mr Kuczys a revised draft to 
paragraph 41. 

It might be worth offering to the Treasury, perhaps in addition, 
a slightly expanded version of this passage, together with a word 
of explanation. 

The explanation is that there are two rather different points 
compressed in the present draft, and a risk that the Chancellor's 
audience might find itself confused accordingly: 

First, most of those pressing for front-end relief want no 
exit charge, or at least no exit charge if the investment is 
retained for some minimum period. In effect, most people in 
the lobby are pressing for an Exchequer subsidy. The 
Chancellor has said he sees no justification fDr this. 

Second, if nevertheless there is a fully equivalent exit 
charge (so that "the degree of relief is in principle the 
same in both cases"), then you need a "complex web of 
restrictions to prevent abuse". 	(And of course you need 
precisely the same restrictions, even if you are seeking 
a tax subsidy, but insist on an exit charge if funds are 
withdrawn before the end of the minimum holding period). 

Finally, on a pcint of detail, the present draft bases the need 
for a "complex web of restrictions" on international experience. 
We are looking to see what further material we can gather on this 
aspect on the United States and French schemes. Meanwhile, of 
course, there are very relevant domestic UK precedents in 
pensions and the business expansion scheme. 

I have tried to capture some of these thoughts in the attached 
revised draft of the fourth sentence of paragraph 41. 
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"In particular, I have not been persuaded by those who have 
suggested a so called "front end" relief for PEPS. It is of 
the essence of the PEP scheme that there is complete tax 
exemption; there is no tax when money is invested in a PEP 
and no tax when money is withdrawn. The alternative 
front-ended' approach - which could in principle give the 
same degree of relief - would be to give tax relief when 
money is invested in PEP and charge tax when money is 
withdrawn. I see no justification fnr going further than 
that; and even on that basis all experience 
shows that any scheme of front end relief would need to be 
festooned with a complex web of restrictions to prevent 
abuse. I prefer the simpler approach and I am 
confident 	 

A J G ISAAC 
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BUDGET CONFIDENTIAL 

FROM: MRS JUDITH CHAPLIN 

2nd March 1989 

MISS WALLACE 
cc Chancellor 

Chief Secretary 
Financial Secretary 
Paymaster General 
Economic Secretary 
Mr Gieve 
Mr Tyrie 
Mr Call 

BUDGET STATEMENT 

As agreed I have sent you my comments in manuscript on the draft 

speech. Below are some additional comments: 

The last sentence of the first paragraph sounds 

valedictory; is that what the Chancellor wants? 

Paragraph 12. I think this paragraph needs to say that 

people forget too easily the situation of 1979. I wonder, too, 

whether it is worth getting in the thought that as they have 

become more used to economic success a relatively minor step 
V.br 	 backwards releases all the gloom and doom prophecies yet again. 
bAct-km.cd, 

Paragraph 16. I think the statistics paragraphs fit in 

quite well where you have them, although they could go earlier 

as John Gieve suggests. I think they need to include somewhere 

the thought that policy is not determined solely by the 

statistics, nor invalidated by inaccurate ones. 

Paragraph 21. It seems to me there are two problems from 

paragraph 21 on. The first is that paragraphs 21-27 are written 

in normal English, whereas much of the monetary policy section 

is written in official English. 	Second, much of the speech 

between these two paragraphs 21-27 is on monetary policy and 

therefore the section headed Monetary Policy is often 

repetitive. 

I think it important to give the reasons why demand - 

particularly borrowing - has increased (paragraphs 19 and 20). 
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It would presumably be best to follow this with why interest 

rates are the appropriate weapon, why they are well targeted 

and, because they are well targeted, that they will be unpopular 

but that rising inflation would be worse. The reasons why 

companies are not as affected and that the policy is now showing 

signs of working. 	These points are in the monetary policy 

section (paragraphs 1-9) as well as partially in the earlier 

section, from about paragraph 21. Would it not be better to 

start the monetary policy section there, and merge these two 

parts? 	I have put the paragraphs numbers where they overlap 

next to the paragraphs in the Monetary Policy Section. However, 

it would mean that the future path of inflation and GDP would be 

under the Monetary Section. 

Fiscal policy, paragraph 11. At the moment this reads as 

though fine-tuning by fiscal policy is a good thing and only not 

done because it doesn't work quickly enough. 	I think this 

paragraph needs to contain the points that fiscal policy is part 

of the overall policy - to counter the "only one instrument" 

argument - that there has been tight fiscal policy throughout 

the last year and, in the event, even tighter than planned, and 

that the role of fiscal policy is essentially medium term and 

related to improving the supply side. 

Paragraph 14. This states the objective of a balanced 

budget, whereas the actual figures for the PSDR in future years 

are at the end of this section. 	I think I would take out 

r? paragraph 14 and state the objective of a balanced budget at the 

end of the section. 

The tax section needs the thought that changes and 

reductions should be sustainable. 

JUDITH CHAPLIN 
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FROM: MISS C EVANS 
DATE: 2 March 1989 

MISS WALLACE 
cc:PS/Financial Secretary 
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MISS WALLACE 

BUDGET STATEMENT: TAX SECTION 

The Chief Secretary's amendments are as follows: 

Paragraph 105: delete 2nd and 3rd sentences. 	Insert: 	in 

1987 I introduced a new higher age allowance for those over 

50. I now propose to extend this to all those aged 75 and 

over. As a consequence of all those over 75 will not be 

liable to tax" 

Paragraph 107: should include the cost of the tax relief for 

pensioners' health insurance premiums. 

Paragraph 108: 	add at start: "I have one further change to 

make which will benefit many pensioners. Under the present 

earnings rule ..." (If notorious why wait 10 years?) 

Paragraph 114: The Chief Secretary didn't recognise the duck 

test. He does like Mr Anson's redraft. 

MISS C EVANS 

Private Secretary 
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BUDGET CONFIDENTIAL • 	FROM: MRS JUDITH CHAPLIN 

2nd March 1989 

MISS WALLACE 
cc Chancellor 

Chief Secretary 
Financial Secretary 
Paymaster General 
Economic Secretary 
Mr Gieve 
Mr Tyrie 
Mr Call 

BUDGET STATEMENT 

As agreed I have sent you my comments in manuscript on the draft 

speech. Below are some additional comments: 

1. The last sentence of the first paragraph sounds 

valedictory; is that what the Chancellor wants? 

2., Paragraph 12. I think this paragraph needs to say that 

people forget too easily the situation of 1979. I wonder, too, 

whether it is worth getting in the thought that as they have 

become more used to economic success a relatively minor step 

backwards releases all the gloom and doom prophecies yet again. 

Paragraph 16. I think the statistics paragraphs fit in 

quite well where you have them, although they could go earlier 

as John Gieve suggests. I think they need to include somewhere 

the thought that policy is not determined solely by the 

statistics, nor invalidated by inaccurate ones. 

Paragraph 21. It seems to me there are two problems from 

paragraph 21 on. The first is that paragraphs 21-27 are written 

in normal English, whereas much of the monetary policy section 
is written in official English. 	Second, much of the speech 

between these two paragraphs 21-27 is on monetary policy and 

therefore the section headed Monetary Policy is often 

repetitive. 

I think it important to give the reasons why demand - 

particularly borrowing - has increased (paragraphs 19 and 20). 



BUDGET CONFIDENTIAL • 	It would presumably be best to follow this with why interest 
rates are the appropriate weapon, why they are well targeted 

and, because they are well targeted, that they will be unpopular 

but that rising inflation would be worse. The reasons why 

companies are not as affected and that the policy is now showing 
signs of working. 	These points are in the monetary policy 

section (paragraphs 1-9) as well as partially in the earlier 

section, from about paragraph 21. Would it not be better to 

start the monetary policy section there, and merge these two 

parts? I have put the paragraphs numbers where they overlap 

next to the paragraphs in the Monetary Policy Section. However, 

it would mean that the future path of inflation and GDP would be 

under the Monetary Section. 

Fiscal policy, paragraph 11. At the moment this reads as 

though fine-tuning by fiscal policy is a good thing and only not 

done because it doesn't work quickly enough. 	I think this 
paragraph needs to contain the points that fiscal policy is part 

of the overall policy - to counter the "only one instrument" 

argument - that there has been tight fiscal policy throughout 

the last year and, in the event, even tighter than planned, and 

that the role of fiscal policy is essentially medium term and 

related to improving the supply side. 

Paragraph 14. This states the objective of a balanced 

budget, whereas the actual figures for the PSDR in future years 

are at the end of this section. 	I think I would take out 

paragraph 14 and state the objective of a balanced budget at the 

end of the section. 

The tax section needs the thought that changes and 

reductions should be sustainable. 

Jc 
JUDITH CHAPLIN 
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COPY NO. 1  OF 

From :DLCPeretz 
Date : 2 March 1989 

MISS WALLACE 
	 cc Sir T Burns 

Mr Scholar 
Mr Riley 

BUDGET STATEMENT : ECONOMIC SECTION 

A few comments on your draft of 28 February. 

First, a general point. There seems to be rather a lot of 

overlap between the paragraphs that follow page 10, and those in 

the earlier section. The result is two "goes" at describing the 

effectiveness of last year's tightening of monetary policy : first 

in the "economic background" section, and then in the "monetary 

policy" section. That said, I am not at all sure how this can be 

avoided without changing the structure yet again. 

On smaller points :- 

in paragraph 21, do we really want to say that the 

tightening of monetary policy is "the only effective 

means" of countering inflationary pressure? This does 

not, quite, square with the more traditional sentence at 

the beginning of paragraph 2 of the second section, or 

with paragraph 11. 

in the last sentence of paragraph 22 it is mortgage 

payments that are adjusted, not mortgages. Perhaps the 

sentence might start "Mortgagors whose monthly payments 

are adjusted ...". 

rov\ 

second part, paragraph 2. 	The section in 	square 

brackets would, I think, come better at the end of 

paragraph 8 - replacing the sentences that are there. 

Alternatively, it could come in the earlier section (for 

example in paragraph 26). 
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second part, paragraphs 9 and 10. To bring this into 

line with the MTFS, I suggest inserting the words ", and 

to the exchange rate" at the end of the first sentence 

of paragraph 9; 	and deleting the first sentence of 

paragraph 10. 

second part, paragraphs 15 and 16. In para 15 I suggest 

"will permanently reduce" in the first sentence; "net 

debt interest costs" in the second sentence. 	Para 16, 

first sentence : delete "[sterling]". 

D L C PERETZ 
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oF TI4, 	FROM: MISS M P WALLACE 

I Z 
	 DATE: 3 MARCH 1989 

CHANCELLOR 

BUDGET SPEECH: ECONOMIC SECTION 

For this one, I have broken with tradition, and am nct giving you 

a clean text that has been agreed with the rest cf the office. 

This for all sorts of obvious reasons. Not least, that everyone 

wanted to work on their own ideas until pretty much the last 

minute today. But also, frankly, you are obviously going to write 

this one from scratch, and we all agreed that there was more point 

in giving you different bits of paper reflecting different 

people's opinions. 

2. 	So, in the folder behind you have: 

(i) 
	

An updated version of what Terry/Peter gave you last 

week. The structure is now, I think, even better. 	The 

big problem - and 

simultaneously - is 

work. You have to 

everyone has come to this conclusion 

that a tripartite structure doesn't 

say so much about monetary policy in 

the economic background bit, in order nct to appear 

cavalier about inflation, that if you do a separate 

monetary policy section, you can only repeat yourself. 

So the mandarins havP abolished the mcnetary policy 

section, and amalgamated it into the background. 

ii) 	I have also included another version of what I gave you 

myself last week, meant to be a "Lawsonised" rewrite of 

Peter/Terry. Here again, an obvious imprcvement would 

be to amalgamate the economic background and monetary 

policy bits. Alex had indicated on his ccpy how that 

might_ be done. 	And I have recorded various comments 

from other people too, to give you an idea of how the 

office reacts. 



(iii) 	I have also scribbled various thoughts on the new 

mandarin draft. I am afraid I don't feel I have much to 

contribute on fiscal policy, which Terry himself 

comments is rather "ragged". 	This is clearly the 

tricky bit, and I am afraid everyone is waiting for your 

lead. Alex has done you a note of his thoughts on it. 

-4-6-h4... ()deNc. A.A.S10 -kCA 	 . 

So, my thoughts are mainly confined to the 

background/monetary policy section. As I say, I have scribbled 

over one copy of the mandarin text, but there are a few general 

thoughts I might as well throw in for what they are worth. 

As always, the most important thing to get right is the 

kick-off. I am sure the tone of what I produced may not be quite 

right ("over triumphalist"). But I do think it is far better to 

begin with something positive that sets the tone, cheers up the 

troops, and puts the whole thing in perspective. If you begin 

with a rehearsal of the Government's achievements, that allows you 

to make the (crucial) points that if supply-side arteries are 

unblocked then successes are achieved, and problems cvercome. You 

can then move on to say why all this has happened - medium term 

framework, determination, etc. If you do it the other way round, 

you kick-off with the MTFS, and up pops the "defeat of inflation" 

in your second paragraph, which is not the most comfcrtable point 

to carry off as everyone is settling into their seats 

I think Judith and Robert - see notes in this folder - are 

also getting at something similar. Robert's note (in which he 

explains for my benefit speech writing, economic policy, and 

everything) was probably meant for the novice speech writer rather 

than the Chancellor, but it gives you an idea of what he has in 

416. 
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As far as content is concerned, I have one or two lingering 

reservations about the Peter/Terry draft. Obviously, it needs to 

lose some of the more Cabinet paperish concepts - domestic demand, 

stock building etc. 	But if it is Kosher to put some more 

"difficult" material in the Budget Speech, then I agree with 

Robert that the analysis of the economic background should be 

carried through much more fully in terms of the nominal framework. 

At the moment, money GDP does seem to appear and disappear as 

convenient. 

The point Robert makes about beefing up the emphasis on 

micro/supply side policy is also important I think. 	The whole 

thing is a bit fixated on inflation. I might also add in support 

a thought the Chief Secretary mentioned to me, to the effect that 

we must get across an impression of the complete transformation of 

the supply side, which will still be there, when we have finished 

pausing for breath. 

Another point on which I am afraid I am still agnostic, is 

the question of where the stats adjustment should he explained. 

It's tricky wherever you do it. But I am still attracted to the 

idea of taking the bull by the horns and attaching it to 

investment. Otherwise, we still have to festoon the investment 

paragraphs "so far as we can tell" - and that is supposed to be 

one of our really strong points. 

The current account is also clearly a problem. John Gieve's 

idea of mentioning no numbers at all, and simply saying that you 

think 1989 will be about the same as 1988 is attractive. If you 

do mention both numbers, again I wonder if it is worth being a 

little bolder - perhaps something along the lines of "no matter 

what the number is, the analysis is the same, and the policy is 

3 



the same". My reasoning is that the greatest risk is that you 

seem to be taking credit for producing a lower number. 	Still on 

the current account, I also wonder whether we can describe it more 

in terms of investment/saving, rather than all this talk about 

imports, capacity constraints etc. 

10. Finally, there are one or two points in the Peter/Terry draft 

where I think we would be accused of having our cake and eating 

it. For example, this might not be a year to lecture the US about 

its trade deficit. (In any case, the passage on the world economy 

needs shortening). 	I also think we run that risk if we make too 

much of financial market deregulation as the reason for the 

borrowing boom - since once of the high points of our speech is 

the bonfire of controls! 	(A Scholar draftlof that is also 

enclosed, position to be decided). The problem he/e is not that 

there is a contradiction, but rather that there is no time to 

explain why not. 

MO IRA WALLACE 
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FROM: 	J P MCINTYRE 
DATE: 	3 March 1989 

PS/CHANCELLOR (Miss Wallace) 

BUDGET STATEMENT: TAX SECTION 

cc PS/Chief Secretary 
PS/Financial Secretary 
PS/Paymaster General 
PS/Economic Secretary 
Sir P Middleton 
Sir T Burns 
Mr Anson 
Mr Scholar 
Mr Culpin 
Mr Gieve 
PS/IR 
PS/C&E 

rots 

I have the following comments on the draft circulated with your 

minute of 2 March, which I have discussed with Mr Anson. 

In paragraph 3 on the first page, I suggest a new second 

sentence on the following lines: 

"This was a considerable improvement on the previous 

position, when low paid employees with earnings above the 

lower earnings limit had to pay the full 9 per cent rate." 

The next sentence would then read: 

"However, it had the unfortunate effect that, at three points 

on the income scale..." 

On the second page, you might add to the end of the first 

full paragraph: 

"Those paid less than the lower earnings limit will continue 

to have no liability for contributions". 

In the next paragraph on the same page, "for employees" might 

be inserted after "exist" in the second line. 



, 	On the third page, "or the self employed" might be added to 
the end of the first paragraph. 

7. 	In the next paragraph, the cost in the second year, rounded 

to the nearest £100 million, is now £2800 million. 

J P MCINTYRE 
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* 	COPY NO I OF 7 COPIES 

FROM M C SCHOLAR 
DATE 3 MARCH 1989 

CHANCELLOR OF THE EXCHEQUER cc Chief Secretary 
Financial Secretary 
Paymaster General 
Economic Secretary 
Sir Peter Middleton 
Sir Terence Burns 
Mr Anson 
Mr Culpin 
Mr Gieve 
Mr McIntyre 
Mrs Chaplin 
Mr Tyrie 
Mr Call 

PS/IR 

NICs - BUDGET SPEECH 

One thing about the passage circulated today concerns me: 	it 

opens you too much to the criticism that you are acknowledging 

that what you did in 1985 was wrong. 

2. 	I suggest the attached alternative opening section, which 

draws on an earlier version by Mr Culpin. 

Mcs 

M C SCHOLAR 
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• • 	NATIONAL INSURANCE CONTRIBUTIONS 
I have one further measure to propose. 

It has long been a feature of the National Insurance 

system that, once people earn more than the lower 

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

have to pay National Insurance contributions at the 

same rate on the whole of their earnings. 	This 

creates what has come to be known as a step at the 

lower earnings limit. 

I started the process of reform in my 1985 Budget, 

by reducing the starting rate of contributions from 
WM- awk, 

9 per cent to 5 per cent) 	
I cut the cost of 

employing the young and unskilled, among whom 

unemployment was then high and rising; and I 

reduced substantially the burden of national 

insurance contributions on the very low paid. 

I had, however, to contain the cost; and the only 

way I could sensibly do this was to create two lower 

rates, 5 per cent and 7 per cent, and to retain the 

long-standing rule that people pay the same rate of 

contkibutions on the whole of their earnings. 

side-effect that, 

points on the income scale, people can be worse off 

"": 
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if they earn more. Their extra earnings take them 

from a lower rate band to a higher one, and they 

therefore lose more in National Insurance 

contributions than they gain in extra pay. 

In agreement with my rhf the Secretary of State for 

Social Services I now propose a simple reform 

[continues as in your draft]. 

• • 
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COPY NO 3 OF 7 COPIES 

FROM M C SCHOLAR 
DATE 3 MARCH 1989 

CHANCELLOR OF THE EXCHEQUER cc Chief Secretary 
Financial Secretary 
Paymaster General 
Economic Secretary 
Sir Peter Middleton 
Sir Terence Burns 
Mr Anson 
Mr Culpin 
Mr Gieve 
Mr McIntyre 
Mrs Chaplin 
Mr Tyrie 
Mr Call 

PS/IR 

NICs - BUDGET SPEECH 

One thing about the passage circulated today concerns me: 	it 
opens you too much to the criticism that you are acknowledging 
that what you did in 1985 was wrong. 

2. 	I suggest the attached alternative opening section, which 

draws on an earlier version by Mr Culpin. 

tics 

M C SCHOLAR 
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NATIONAL INSURANCE CONTRIBUTIONS 

I have one further measure to propose. 

It has long been a feature of the National Insurance 

system that, once people earn more than the lower 

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

have to pay National Insurance contributions at the 

same rate on the whole of their earnings. 	This 

creates what has come to be known as a step at the 

lower earnings limit. 

I started the process of reform in my 1985 Budget, 

by reducing the starting rate of contributions from 

9 per cent to 5 per cent. 	I cut the cost of 

employing the young and unskilled, among whom 

unemployment was then high and rising; and I 

reduced substantially the burden of national 

insurance contributions on the very low paid. 

rates, 5 per cent and 7 per cent, and ta retain.,;Ithe 

long-standing rule that penple pay the sam Ldte of 

contributions on the whole of their earnings. 	This 

3.4de-effee-t.-tiTert, at a few 
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if they earn more. Their extra earnings take them 

from a lower rate band to a higher one, and they 

therefore lose more in National Insurance 

contributions than they gain in extra pay. 

In agreement with my rhf the Secretary of State for 

Social Services Services I now propose  &—s-impletrefo 

[continues as in your draft]. 
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FROM M C SCHOLAR 
DATE 3 MARrli 1 989 

CHANCELLOR OF THE EXCHEQUER cc Chief Secretary 
Financial Secretary 
Paymaster General 
Economic Secretary 
Sir Peter Middleton 
Sir Terence Burns 
Mr Wicks 
Mr Hardcastle 
Mr Culpin 

ca. ;Mr Odling-Smee 
Mr Peretz 
Mr Riley 
Mr Ilett 
Miss O'Mara 
Mr Gieve 
Miss Wallace 
Mrs Chaplin 
Mr Tyrie 
Mr Call 

PS/IR 

BUDGET STATEMENT: COBO AND STERLING CAPITAL MARKET DEREGULATION 

I attach a draft section for the speech, as you requested. 

I suggest that it comes at the beginning of the monetary 

policy section, following the order of the FSBR. 

I do not think you need to mention local authorities; nor do 

I think that the reference to repeal of the 1946 Borrowing 

(Control and Guarantees) Act should cause problems with QL 

colleagues. 

f 

M C SCHOLAR 
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This Government has now been in power for almost 10 years. 	And 

today I am publishing the tenth edition of the Medium Term 

Financial Strategy. It is an occasion for looking back and 

assessing achievements as well as charting the course for the 

future. 

CONFIDENTIAL 

The Government came into office with two central objectives: 

to defeat inflation and to breathe life into a moribund economy. 

It had a clear strategy to achieve this. Monetary policy was to 

be used to bring inflation down. Supply side policies were to 

remove restrictions, to free the economy and to stimulate energy 

and effort - so as to create wealth and increase the rate of 

non-inflationary growth. Fiscal policy was designed to bring the 

nation's accounts into balance, and within that to reform and 

reduce taxation while containing public expenditure and setting 

clear priorities. 

An economy cannot be transformed overnight. These policies 

can only work if consistently applied in the medium term. 	The 

results can only be fully realised in the longer term. The Medium 

Term Financial Strategy expressed our intentions in unequivocal 

terms. 	For almost a decade it has provided a clear and 

disciplined framework for business and industry which has seized 

the opportunity and completely changed its attitude. British 

companies are determined to survive in fiercely competitive world 

markets, and are equipped to do so. The improved abiliLy of the 

economy to supply goods and services has been the key to the 

improvements in living standards we have been able to achieve. 

The results have been impressive by any standards. In an 

increasingly open world economy, no nation can be insulated from 

the impact of events whiuh Lake place beyond our shores. Events 

do not take the smooth path shown in economic models. 	What 

Governments have to do is to put the right economic policies in 

place, and stick to them. Provided they do that, they can survive 

the difficult times, and excel in the good ones. 

1 



CONFIDENTIAL 

This is what we have done and it has brought outstanding 

success. 

Between 1974 and 1979 inflation averaged 15 per cent. 	Since 

1983 it has averaged 5 per cent. This is the answer to those who 

doubted that inflation could be controlled by the pursuit of a 

steady, disciplined monetary policy. 

This success against inflation has not been achieved at the 

expense of the growth of output. We are now well into an 

unprecedented eighth year of steady, sustainable growth averaging 

in excess of 3 per cent a year. Output in the UK has grown faster 

than all other major EC countries during the '80s - a marked 

contrast with the two previous decades when the UK was at the 

bottom of the league. 

The cornerstone of this dramatic improvement in performance 

has been a large and sustained improvement in productivity which 

for the economy as a whole has been ahead of all other major 

industrialised countries with the exception of Japan (and for 

manufacturing has exceeded even Japan). 

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 

Gove_clutient has kept the growth of public expenditure within that 

of the economy as a whole, so that its share of national income 

has fallen, that has not prevented a substantial increase in 

expenditure in real terms and the increase has been directed to 

priority services, such as health, law and order, and capital 

spending. 

Of course as national income has grown so have consumers' 

expenditure and living standards - but this has not been just 

candy floss. 	Over the last 7 years, investment has grown almost 

• 
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twice as fast as consumption. In the previous 14 years 

consumption grew faster on all but three occasions. And it is not 

only at home that we have built up income-producing assets. 	The 

UK now has one of the largest net stocks of overseas assets in the 

world. 

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

improvement to the economic fundamentals in the UK. When we came 

to power, Britain was a textbook example of relative economic 

decline. 	Now it is out-performing the competition, and the 

policies that have brought success - tax reform, firm fiscal and 

monetary policy and the determination to improve the supply side - 

are being emulated the world over. 

It is against this background that we can consider 

developments over the past 12 months. 1988 was a year of rapid 

growth throughout the world, largely because of a rapid growth of 

business investment. Output in the major industrial countries may 

have risen by an average of 4 per cent and world trade in 

manufactures by 10 per cent. Growth exceeded expectations in each 

of the major countries; in most cases substantially so. 	Even 

those European economies that have been sluggish in recent years 

are now experiencing faster growth. Partly as a result of the 

strength of activity commodity prices have risen. Consumer price 

inflation has also edged up a little in a number of 

countries - emphasised by the remarkably uniform experience of 

faster than expected price increases in January. In response to 

the emerging signs of inflationary pressure monetary policy has 

been Lightened in many countries. 

Once again the UK economy also grew more rapidly than most of 

the other major economies, continuing our remarkable record of 

sustained growth. 	However it was a much more uneven year. 

Unemployment has fallen by more than half a million and is now 

lower than in most other major economies in Europe. Profitability 

rose to its highest levels since the 1960s. Productivity growth 

continued to outpace our own past performance and that of other 

countries. 	Companies are in a strong position and have been 

investing heavily to meet future demand. 

• 
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A detailed assessment of the UK economy is clouded however by 

the large and growing inconsistencies that have appeared in our 

macroeconomic statistics. While two of our measures of national 

output have shown rapid growth, the third has been affected by 

under-recording of expenditure and has been showing a different 

picture, suggesting indeed that the output actually fell in the 

second half of the year. We are taking steps to improve the 

collection of statistics and the national accounts, but that is 

bound to be a lengthy process. In the meantime we have had to 

form the best view we can of what is really happening in the 

economy. 

In order to provide a basis from which to understand 

developments this year, to compare them with the past, and to 

forecast next year the Treasury has had to make adjustments to 

the recorded figures to produce more coherent figures for 1988. 

These adjustments draw on the results of the CSO work and are 

described in the Red Book. While this exercise is essential to 

make sense of the past it cannot disguise the high degree of 

uncertainty. 	There is even greater uncertainty about the 

prospects for next year. 

It looks as if we have now had a second successive year 

with GDP growth at about 41/2  per cent, the first time this has 

happened since the mid-sixties. Manufacturing output has grown 

particularly rapidly, by 51/2  per cent in 1987 and over 7 per cent 

in 1988. Manufacturing output is now 7 per cent above its 

previous peak in the first half of 1974. Within those totals 

domestic demand grew by some 7 per cent last year, mainly because 

of the strength of investment and stockbuilding, but also 

reflecting continued rapid growth in consumer spending. 

Taking account both of the recorded figures and survcy 

evidence, it seems likely that the growth of total fixed 

investment will have been well into double figures last year - the 

largest increase for almost 25 years. 

• 
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In some respects however we have had too much of a good 

thing. Monetary growth has been too rapid. Domestic demand has 

grown faster than even the economy's improved capacity to supply, 

leading to inflationary pressures, which have appeared both 

directly in the pick-up of the underlying rate of inflation and 

indirectly in a sharp growth of imports and hence a widening 

current account deficit. 

Consumers have seen their real incomes rise significantly and 

have felt more confident about the future; as a result they have 

been prepared to finance their spending by borrowing more. Part 

of the borrowing boom has been due to the housing market. A 

significant house price bubble emerged last year and with it a 

rapid turnover in housing. It is likely this had a significant 

effect on consumption in general and spending on durables in 

particular. 

As in the past this increase in inflationary pressure has 

been countered by a tightening of monetary policy. That is why we 

have the MTFS. It points to the need for policy action when 

things get off track in one way or another. Interest rates have 

been raised and we will stay high until inflation is clearly 

subsiding. 

There are now increasing signs that this determined action 

has begun to be effective. Measured on a 12 month basis MO growth 

will start the year above the top of this range, reflecting rapid 

growth in the spring and summer of 1988. However, the growth of 

NO has slowed appreciably, and over the last six months the 

annualised growth has been very low. I am confident that the 12 

month figures will before long come within the target range. 

The growth of spending by households has been checked. The 

housing market has cooled down particularly in the South East, 

with both house prices and lending for house purchase rising much 

less rapidly than in the middle of last year, and showing signs of 

falling in some areas. And part of the effect of higher interest 

rates has yet to have its impact because monthly payments on many 

• 
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mortgages are adjusted only once a year generally in the first 

four months of the year. So for some the full effect of last 

year's increases will not be felt until next month. 

Retail sales have levelled off in the last 3 months, and 

sales of some consumer durables in particular have fallen. 

Indicators of consumer confidence suggest that expenditure growth 

in the year ahead will be modest. 	The personal sector savings 

ratio should as a result begin to recover. 

Meanwhile, company sector saving remains high and the signs 

are that the very strong investment performance of the last two 

years will continue in 1989, though growth will probably be at a 

less heady pace. The rate of return on capital is at its highest 

level for over twenty years, and the extra investment that this is 

generating will help to underpin the supply side improvements of 

recent years. 

There should be no surprise at this result. The deregulation 

of financial markets has given households and companies the 

freedom to adjust their borrowing to suit their own preferences 

and for a while this has led to a faster growth of total credit. 

But at the same time, changes in interest rates have become a 

more powerful weapon in the fight against inflation. They now 

impact on a much higher level of borrowing, and the effects are no 

longer muffled by direct controls. 

As well as being a powerful instrument, interest rates are 

also well-directed in current circumstances. They are having an 

important influence in cooling the housing market, which has been 

a major force behind the strong growth in borrowing and consumers' 

expenditure over the past year. The greatest effect is in the 

south of England where inflationary pressures have arguably been 

strongest. And they are having a bigger impact on households, who 

are now substantial net borrowers, than on companies who generally 

are now in far better financial shape than a few years ago. 

• 
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It is the household sector that is most vulnerable to 

increases in short term interest rates. 	The company sector is 

well placed to benefit from the fact that long term interest rates 

have remained remarkably stable, and well below short rates - an 

indication of the markets' confidence that inflation will be 

brought down. 

I am very conscious of the effects of last year's rise in 

interest rates on individual home owners and other borrowers. But 

however unwelcome high interest rates are now they are far 

preferable to the damage that is done by high rates of inflation. 

Even with a further strong growth of investment this year the 

slowdown in consumer spending growth is likely to lead to a fall 

in the growth of total domestic demand from 7 per cent in 1988 to 

3 per cent in 1989. Growth through the year is forecast to be 

lower still at 2 per cent. As a result it is likely that growth 

of output too will be well below trend over the coming year. But 

even with relatively slow growth through the year GDP in 1989 

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

disappointing by the standards we have come to expect in the last 

few years. 	But it is a respectable figure, and with investment 

likely to remain high the medium-term growth prospects are good. 

As is well known, in the short term higher interest rates 

exaggerate the published inflation rate because of the perverse 

inclusion of mortgage interest payments. 

The latest rise in the mortgage rate will almost certainly 

lead to inflation as recorded by the RPI approaching 8 per cent 

for a while (although excluding mortgage interest payments the 

rate should remain below 6 per cent). But as the effects of the 

rises in mortgage rates during last year begin to drop out, 

inflation itself should fall back, maybe reaching 51/2  per cent by 

the fourth quarter of this year and 4h per cent by the second 

quarter of 1990. 	Some temporary slowdown in growth is probably 

inevitable as we get inflation back on a downward path and we are 

utterly determined to do that. 	How painful and marked the 

* 

7 



CONFIDENTIAL 

slowdown has to be is very much in the hands of management through 

industry. 	It is up to them to ensure that the temporary rise in 

inflation during the first half of this year does not lead to an 

unwarranted rise in pay and other costs. A failure by industry to 

control its costs will make the slowdown more painful and can only 

be at the expense of future employment prospects. 

34. Much has been written about the decline of personal sector 

saving. In fact this has been offset by higher company saving, 

and the total private sector saving ratio has changed relatively 

little. But with private sector investment in the economy growing 

rapidly there has inevitably been a large deterioration in the 

current account. The extent of this is uncertain and during last 

year the move into deficit may be exaggerated to some extent by 

the published figures. The preliminary estimate published for 

• 
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greater 
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recorded 

£16 billion, but the "balancing item" in the balance of 

- which consists of unrecorded flows to the UK was even 

than the recorded deficit. 	Indeed at 4 per cent of 

output it was at unprecedented levels. 	The Treasury 

to produce more coherent accounts suggests that the 

current account deficit may overstate the position by 

[E3-4 billion]. 

35. Nevertheless, the current account deficit remains a large 

one. The slowdown in domestic demand will lead to its reduction, 

but this is unlikely to occur quickly. The continued strong 

growth of investment could keep imports of capital goods high for 

the time being, and it may take a little while for the adverse 

effects on trade performance of very high capacity utilisation in 

some industries to unwind. Even though the deficit is likely to 

fall through the coming year, the outturn for 1989 as a whole 

might be much the same as that for 1988. Experience over the past 

year shows that there is no difficulty in financing a temporary 

current account deficit of this size so long as the Government is 

determined to maintain an appropriate monetary policy. 

8 



CONFIDENTIAL 

In part the outcome will depend upon developments in the rest 

of the world. The latest indicators suggest that activity in the 

major economies remains strong, though increases in short-term 

interest rates to counter rising inflation may lead to some slow 

down through 1989. GNP growth may fall from 4 per cent in 1988 to 

a still healthy 3 per cent this year. 

One threat to this prospect is that the persistence of 

sizeable current account imbalances between the largest economies 

could lead to renewed turmoil in financial markets. Domestic 

demand growth in the US needs to slow, and the US Government needs 

to reduce its Budget deficit; at the same time, the surplus 

countries - Germany and Japan - need to remove the obstacles which 

restrict the growth of their domestic markets. 

Monetary policy in the world economy, as in Britain, must 

remain the first bulwark against inflation. We must also look for 

continued international co-operation on exchange rates and policy 

to promote external stability and extend further the long period 

of expansion in the world economy now in its seventh year. I can 

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

in this co-operation. 

Throughout the history of the MTFS the primary focus of 

fiscal policy has been the Public Sector Borrowing Requirement 

or as it has now become the Public Sector Debt Repayment. 

When we came to office the PSBR was almost 6 per cent of 

GDP - and had been virtually 10 per cent of GDP in 1976-76. 	This 

borrowing requirement was steadily reduced during the years of the 

MTFS and in 1987-88 we moved to repaying debt. 

In last year's Budget I announced major tax reforms, 

including cuts in both the basic and higher rates of income tax. 

Yet despite this I budgeted for a Public Sector Debt Repayment 

last year of some £3 billion, or 3/4  per cent of GDP. In the event, 

the public finances have turned out considerably stronger. 	The 

forecast I gave in the Autumn Statement was for a PSDR of 

• 
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£10 billion, or 2 per cent of GDP. 	Our 	latest estimate 

comfortably exceeds even this - a debt repayment of some 

£14 billion. 

No other major country enjoys a comparable surplus on its 

budget. 	The improvement owes something to the buoyancy of the 

economy. Tax revenues have been significantly higher than expected 

and public expenditure is likely to be some Ex billion below the 

planning total we provided for. In addition we have had somewhat 

higher privatisation proceeds than originally planned. Even so 

this is a remarkable achievement following years of hard work in 

reducing the deficit by myself and my colleagues. 

The massive repayment of public debt over the past 2 years 

has permanently reduced the burden of debt servicing, both now and 

for future generations. 	For the coming year, for example, the 

debt repayments of the last 2 years mean that debt interest costs 

are lower by Ex billion a year. Indeed, debt reduction on this 

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

a new power, not needed before, to enable gilts to be acquired by 

the NLF, for cancellation. 

The dramatic improvement in the United Kingdom's public 

finances has also provided a welcome opportunity to devote more 

attention to the structure of the debt that remains. Now that the 

Government has become a net purchaser of debt, it has been 

possible to tailor buy-in policies so as to reduce future interest 

costs, and to improve the quality of funding by relying less on 

the more liquid borrowing instruments. 

Similarly it has proved possible to restructure part of the 

Government's foreign currency debt, launching an innovative and 

cost-effective programme of Treasury Bills denominated in ecu. 

The first experimental six-monthly tenders for these bills have 

proved extremely successful, and I can announce today that the 

programme will be continuing, at a level of around ecu 21/2  billion. 
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Last year I set out the principle of a balanced budget over 

the medium term. This is a position in which the State makes no 

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

overseas. 

There are bound to be fluctuations from year to year but it 

has always been a characteristic of our fiscal policy that it 

should be concerned with the medium term. 	Fiscal policy 

objectives are best set for the medium to long term and set to 

embrace tax and expenditure measures which improve the performance 

of the economy. 

We have sought to resist those siren voices who would use 

fiscal policy in the vain attempt to manage demand. 	This would 

place a burden on fiscal policy it cannot meet. And we have 

sought to avoid unnecessary changes to tax rates; reductions have 

only been made when it was prudent to do so and we could be 

confident they could be sustained. 

This medium-term focus and requirement to avoid unnecessary 

fluctuations in tax rates points to a cautious approach to policy 

this year despite the size of the debt repayment. There are many 

uncertainties about recent developments and where we are in the 

cycle. The return to a sustainable growth rate is likely to lead 

to some reversal of the favourable cyclical effects on public 

finances which we have recently experienced. 	But we cannot be 

sure of the size or timing of these effects. Given the prospect 

for a declining share of public expenditure in GDP we may well be 

in a position to reduce taxes. But given the uncertainties I have 

already mentioned I have decided to play safe and make no change 

in the overall tax burden. This means that I will be planning for 

another sizeable PSDR in the coming financial year; indeed one of 

the same size as I expect to achieve this year - £14 billion. 

Beyond 1989-90 I expect to see the public sector debt repayment 

revert gradually towards zero. 

Even so, despite the unchanged PSDR this year, the natural 

tendency for the non-oil tax burden to rise as a result of fiscal 

drag means there is some scope to make adjustments to individual 

tax rates. 

• 
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ALEX'S REVISED INTRO olnak 

I am today publishing the 

Government's medium-term financial strategy. Setting 

economic strategy in a medium-term framewcrk has been 

one of the central features of this Government's 

approach. It is one that has served us well and will 

continue to serve us well. It means - crucially - that 

we do not bend to every puff of wind that comes along: 

we resist the blandishments of those who urge reflation 

or deflation in automatic response to every new number 

that fashion dictates should assume special 

significance. Of course, if there are clear signs that 

the economy is being blown off course - most importantly 

if there are signs of a build-up of inflationary 

pressures - then we act, and act promptly. But that is 

within a general philosophy that the Government should 

set a sound medium-term framework and leave it to the 

private sector to operate with confidence within it. 

The Government came to office with two central 

objectives: to defeat inflation and to breath life into 

a moribund economy. It had a clear strategy to achieve 

this. Monetary policy was to be used to bring inflation 

down. Supply side policies were to be used to remove 

restrictions, to free the economy and to stimulate 

frYlwAo 
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energy and effort - so as to create wealth and provide 

the conditions for non-inflationary grcwth. Fiscal 

policy was designed to bring the nation's Eccounts into 

balance, and within that to reform and reduce taxation 

while containing overall public expenditure and 

switching resources into priority programmes. 

An economy cannot be transformed overnight. And 

it is often impossible to move forward on all fronts at 

once. 	In the early years of this Governirent our first 

great task was to stamp out the inflationary fires that 

had raged in the '70s, and had done such erormous damage 

to the British economy. Between 1974 and 1979 inflation 

averaged 15 per cent. By 1983 we had broucht it down to 

5 per cent, and that is what it has averaged since. 

[This is the answer to those who doubted that inflation 

could be controlled by the pursuit of a steady, 

disciplined monetary policy.] 

It was not surprising that, in those early years, 

while the inflationary psychology was beinc broken, less 

progress would be made on improving the supply 

performance of the economy. 	But once business and 

industry had realised the dramatic changes being made to 

the economic climate, they responded witt vigour and 

enthusiasm. 	As a result we are now well into an 
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unprecedented eighth year of steady, sustainable growth 

averaging over 3 per cent a year. Output in the United 

Kingdom has grown faster than in all the other major 

European countries during the '80s - a marked contrast 

with the two previous decades when the UK was at the 

bottom of the league. 

5. 	Once again, it is not surprising that, during a 

period of particularly rapid growth, little further 

progress has yet been made in reducing inflation, though 
on 	 eariAler 

it is x marked contrast to 	 pericds of rapid 

growth that underlying inflation has remained remarkably 

steady. It has moved up recently, and that is why I 

have tightened monetary policy to bring it down again, 

something I shall be discussing in more detail later. 

But it is evidence of the transformation cf the British 

economy and of British economic policy that we have had 

a period of sustained rapid growth, with a dramatic and 

welcome fall in unemployment, without the surge to 

double digit inflation which killed off even short-lived 

upturns in the seventies. 

t.srvakt.v.0 
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THE ECONOMIC BACKGROUND 
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This Government has now been in power for almost 10//years. 	And 

"today I am publishing the tenth edition of the Medium Term 
Financial Strategy. It is an occasion for looking back and 

assessing achievements as well as charting the course for the 

future. 

The Government came into office with two central objectives: 

to defeat inflation and to breathe life into a moribund economy. 

It had a clear strategy to achieve this. Monetary policy was to 

be used to bring inflation down. Supply side policies were to 

remove restrictions, to free the economy and to A!,.t.):vilate energy 
tev4,44A-Let 

and effort - so as to create wealth and increase the rate of 

non-inflationary growth. Fiscal policy was designed to bring the 

nation's accounts into balance, and within that to reform and 

reduce taxation while containing public expenditure and setting 

clear priorities. 

An economy cannot be transformed overnight. These policies 

can only work if consistently applied in the medium term. 	The 

results can only be fully realised in the longer term. The Medium 

Term Financial Strategy expressed our intentions in unequivocal 

terms. 	For almost a decade it has provided a clear and 

disciplined framework for business and industry which has seized 

the opportunity and completely changed its attitude. British 

companies are determined to survive in fiercely competitive world 

markets, and are' equipped to do so. The improved ability of the 

economy to supply goods and services has been the key to the 

improvements in living standards we have been able to achieve. 

The results have been impressive by any standards. In an 

increasingly open world economy, no nation can be insulated from 

the impact of events which take place beyond ow: shores. Events 

do not take the smooth path shown in economic models. What 

Governments have to do is to put the right economic policies in 

place, /and stick to them. Provided they do that, they can survive 

the crficult times, and excel in the good ones. 
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• 	5. 	This is what we have done and it has j> ought outstanding 
success. 

Between 1974 and 1979 inflation averaged 15 per cent. 	Since 

1983 it has averaged 5 per cent. This is the answer to those who 

doubted that inflation could be controlled by the pursuit of a 

steady, disciplined monetary,policy. 

This success against inflation has not been achieved at the 

expense of the growg1 of output. We are now well into an 

unprecedented eig1th year of steady, sustainable growth averaging 

in excess of 3/Per cent a year. Output in the UK has grown faster 

than all 	her major EC countries during the '80s - a marked 

contrast ith the two previous decades when the UK was at the 

bottom ,f the league. 

The cornerstone of this dramatic improvement in performance 

has been a large and sustained improvement in productivity which 

for the economy as a whole has been ahead of all other major 

industrialised countries with the exception of Japan (and for 

manufacturing has exceeded even Japan). 

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 kept the growth of public expenditure within that 

of the economy as a whole, so that its share of national income 

has fallen, that has not prevented a substantial increase in 

expenditure in real terms and the increase has been directed to 

priority services, such as health, law and order, and capital 

spending. 

Of course as national income has grown so have consumers' 

expenditure and living standards - but this has not been just 

candy floss. 	Over the last 7 years, investment has grown almost 
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• twice as fast as consumption. In the previous 14 years 
consumption grew faster on all but three occasions. And it is not 

only at home that we have built up income-producing assets 	The 

UK now has one of the largest net stocks of overseas assets in the 

world. 

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

improvement to the economic fundamentals in the UK. When we came 

to power, Britain was a textbook example of relative economic 

decline. 	Now it is out-performing the competition, and the 

policies that have brought success - tax reform, firm fiscal and 

monetary policy and the determination to improve the supply side - 

are being emulated the world over. 

It is against this background that we can consider 

developments over the past 12 months. 1988 was a year of rapid 

growth throughout the world, largely because of a rapid growth of 

business investment. Output in the major industrial countries may 

have risen by an average of 4 per cent and world trade in 

manufactures by 10 per cent. Growth exceeded expectations in each 

of the major countries; in most cases substantially so. 	Even 

those European economies that have been sluggish 

are now experiencing faster growth. [P_artly as a 

strength of activity commodity prices have risen. 

inflation has also edged up a little in 

countries - emphasised by the remarkably 

in recent years 

result of the 

Consumer price 

a number of 

uniform experience of 

C1 

faster than expected price increases in January. In response to 

the emerging signs of inflationary pressure monetary policy has 

been tightened in many countries. 1 

14. Once again the UK economy also grew more rapidly than most of 

III
the other major economies, continuing our remarkable record of 

sustained growtr.1 However it was a much more uneven year. _— 
Unemployment has fallen  by  more than half a million and is now 

lower than in most other major economies in Europe. Profitability 

rose to its highest levels since the 1960s. Productivity growth 

continued to outpace our own past performance and that of other 

countries. 	Companies are in a strong position and have been 

investing heavily to meet future demand. 
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A detailed assessment of the UK economy is clouded however by 

the large and growing inconsistencies that have appeared in our 

macroeconomic statistics. While two of our measures of national 

output have shown rapid growth, the third has been affected by 

under-recording of expenditure and has been showing a different 

picture, suggesting indeed that the output actually fell in the 

second half of the year. We are taking steps to improve the 

collection of statistics and the national accounts, but that is 

bound to be a lengthy process. In the meantime we have had to 

form the best view we can of what is really happening in the 

economy. 

In order to provide a basis from which to understand 

developments this year, to compare the with the past, and to 

forecast next year the Treasury hasOad to make2 adjustments to 

the recorded figures to produce more coherent figures for 1988. 

These adjustments draw on the results of the CSO work and are 

described in the Red Book. elile this exercise is essential to 

make sense of the past it cannot disguise the high degree of 

uncertainty. 	There is even greater uncertainty about the 

prospects for next year. 

It looks as if we have now had a second successive year 

with GDP growth at about 41/2  per cent, the first time this has 

happened since the mid-sixties. Manufacturing output has grown 

particularly rapidly, by 51/2  per cent in 1987 and over 7 per cent 

in 1988. Manufacturing output is now 7 per cent above its 

previous peak in the first half of 1974. Within those totals 

domestic demand grew by some 7 per cent last year, mainly because 

of the strength of investment and stockbuilding, but also 

reflecting continued rapid growth in consumer spending. 

Taking account both of the recorded figures and survey 

evidence, it seems likely that the growth of total fixed 

investment will have been well into double figures last year - the 

largest increase for almost 25 years. 

• 
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110 	19. 	In some respects however we have had too much of a good 
thing. Monetary growth has been too rapid. Domestic demand has 

grown faster than even the economy's improved capacity to supply, 

leading to inflationary pressures, which have appeared both 

directly in (pie pick-up of the underlying rate of inflation and 

indirectly in a sharp growth of imports and hence a widening 

current account deficit. 

Consumers have seen their real incomes rise significantly and 

have felt more confident about the future; as a result they have 

been prepared to finance their spending by borrowing more. Part 

of the borrowing boom has been due to the housing market. 	A 
significant house price bubble emerged last year and with it a 

rapid turnover in housing. It is likely this had a significant 

effect on consumption in general and spending on durables in 

particular. 

As in the past this increase in inflationary pressure has 

been countered by a tightening of monetary policy. That is why we 

have the MTFS. It points to the need for policy action when 

things get off track in one way or another. Interest rates have 

been raised and we will stay high until inflation is clearly 

subsiding. 

There are now increasing signs that this determined action 

alastlegun tb losjeffective. Measured on a 12 month basis MO growth 

will start the year above the top of this range, reflecting rapid 

growth in the spring and summer of 1988. However, the growth of 

MO has slowed appreciably, and over the last six months the 

annualised growth has been very low. I am confident that the 12 

asti month figures will before long come within the arget range. 

It"  
Nt 

23. The growth of spending by households has been checked. The  i 7 	
housing market has cooled down particularly in the South East, 

with both house prices and lending for house purchase rising much 

less rapidly than in the middle of last year, and showing signs of 

falling in some areas. And part of the effect of higher interest 

rates has yet to have its impact because monthly payments on many 
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mortgages are adjusted only once a year generally in the first 

four months of the year. So for some the full effect of last 

year's increases will not be felt until next month. 

Retail sales have levelled off in the last 3 months, and 

sales of some consumer durables in particular have fallen. 

Indicators of consumer confidence suggest that expenditure growth 

in the year ahead will be modest. 	The personal sector savings 
ratio should as a result begin to recover. 

Meanwhile, company sector saving remains high and the signs 

are that the very strong investment performance of the last two 

years will continue in 1989, though growth will probably be at a 

less heady pace. The rate of return on capital is at its highest 

level for over twenty years, and the extra investment that this is 

generating will help to underpin the supply side improvements of 

recent years. 

There should be no surprise at this result. The deregulation 

of financial markets has given households and companies the 

freedom to adjust their borrowing to suit their own preferences 

and for a while this has led to a faster growth of total credit. 

But at the same time, changes in interest rates have become a 

more powerful weapon in the fight against inflation. They now 

impact on a much higher level of borrowing, and the effects are no 

longer muffled by direct controls. 

28. As well as being a powerful instrument interest rates are 

also well-directed in current circumstances. L They are having an 

important influence in cooling the housing market, which has been 

a major force behind the strong growth in borrowing and consumers' 

expenditure over the past year. The greatest effect is in the 

south of Enyldnd where inflationary pressures have arguably been 

strongesfl And they are having a bigger impact on households, who 

are now substantial net borrowers, than on companies who generally 

are now in far better financial shape than a few years ago.--)  
--- 
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rt. is the household sector th 	is most vulnerable to 

increases in short term interest rates. ).\ihe company sector is 

well placed to benefit from the fact that long term interest rates 

have remained remarkably stable, and well below short rates - an 

indication of the markets' confidence that inflation will be 

brought down. 

I am very conscious of the effects of last year's rise in 

interest rates on individual home owners and other borrowers. But 

however unwelcome high interest rates are now they are far 

preferable to the damage that is done by high rates of inflation. 

Even with a further strong growth of investment this year the 

slowdown in consumer spending growth is likely to lead to a fall 

in the growth of total domestic demand from 7 per cent in 1988 to 

3 per cent in 1989. Growth through the year is forecast to be 

lower still at 2 per cent. As a result it is likely that growth 

of output too will be well below trend over the coming year. But 

even with relatively slow growth through the year GDP in 1989 

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

disappointing by the standards we have come to expect in the last 

few years. 	But it is a respectable figure, and with investment 

likely to remain high the medium-term growth prospects are good. 

As is well known, in the short term higher interest rates 

exaggerate the published inflation rate because of the perverse 

inclusion of mortgage interest payments. 

The latest rise in the mortgage rate will almost certainly 

lead to inflation as recorded by the RPI approaching 8 per cent 

for a while (although excluding mortgage interest payments the 

rate should remain below 6 per cent). But as the effects of the 

rises in mortgage rates during last year begin to drop out, 

inflation itseit should fall back, maybe reaching 51/2  per cent by 

the fourth quarter of this year and 41/2  per cent by the second 

quarter of 1990. 	Some temporary slowdown in growth is probably 

inevitable as we get inflation back on a downward path and we are 

utterly determined to do that. 	How painful and marked the 
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slowdown has to be is very much in the hands of management through 

industry. 	It is up to them to ensure that the temporary rise in 

inflation during the first half of this year does not lead to an 

unwarranted rise in pay and other costs. A failure by industry to 

control its costs will make the slowdown more painful and can only 

be at the expense of future employment prospects. 

Much has been written about the decline of personal sector 

saving. In fact this has been offset by higher company saving, 

and the total private sector saving ratio has changed relatively 

little. But with private sector investment in the economy growing 

rapidly there has inevitably been a large deterioration in the 

current account. The extent of this is uncertain and during last 

year the move into deficit may be exaggerated to some extent by 

the published figures. The preliminary estimate published for 

1988 is £16 billion, but the "balancing item" in the balance of 

payments - which consists of unrecorded flows to the UK was even 

greater than the recorded deficit. 	Indeed at 4 per cent of 

national output it was at unprecedented level S. 	The Treasury 

exercise to produce more coherent accounts suggests that the 

recorded current account deficit may overstate the position by 

[£3-4 billion]. 

Nevertheless, the current account deficit remains a large 

one. The slowdown in domestic demand will lead to its reduction, 

but this is unlikely to occur quickly. The continued strong 

growth of investment could keep imports of capital goods high for 

the time being, and it may take a little while for the adverse 

effects on trade performance of very high capacity utilisation in 

some industries to unwind. Even though the deficit is likely to 

fall through the coming year, the outturn for 1989 as a whole 

might be much the same as that for 1988. Experience over the past 

year shows that there is no difficulty in financing a temporary 

current account deficit of this size so long as the Government is 

determined to maintain an appropriate monetary policy. 
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In part the outcome will depend upon developments in the rest 

of the world. The latest indicators suggest that activity in the 

major economies remains strong, though increases in short-term 

interest rates to counter rising inflation may lead to some slow 

down through 1989. GNP growth may fall from 4 per cent in 1988 to 

a still healthy 3 per cent this year. 

One threat to this prospect is that the persistence of 

sizeable current account imbalances between the largest economies 

could lead to renewed turmoil in financial markets. Domestic 

demand growth in the US needs to slow, and the US Government needs 

to reduce its Budget deficit; at the same time, the surplus 

countries - Germany and Japan - need to remove the obstacles which 

restrict the growth of their domestic markets. 

Monetary policy in the world economy, as in Britain, must 

remain the first bulwark against inflation. We must also look for 

continued international co-operation on exchange rates and policy 

to promote external stability and extend further the long period 

of expansion in the world economy now in its seventh year. I can 

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

in this co-operation. 

Throughout the history of the MTFS the primary focus of 

fiscal policy has been the Public Sector Borrowing Requirement 

or as it has now become the Public Sector Debt Repayment. 

When we came to office the PSBR was almost 6 per cent of 

GDP - and had been virtually 10 per cent of GDP in 1976-76. 	This 
borrowing requirement was steadily reduced during the years of the 

MTFS and in 1987-88 we moved to repaying debt. 

In last year's Budget I announced major tax reforms, 

Including cuts in both the basic and higher rates of income tax. 

Yet despite this I budgeted for a Public Sector Debt Repayment 

last year of some £3 billion, or per cent of GDP. In the event, 

the public finances have turned out considerably stronger. 	The 
forecast I gave in the Autumn Statement was for a PSDR of 
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£10 billion, or 2 per cent of GDP. 	Our 	latest 	estimate 
comfortably exceeds even this - a debt repayment of some 
£14 billion. 

No other major country enjoys a comparable surplus on its 

budget. The improvement owes something to the buoyancy of the 

economy. Tax revenues have been significantly higher than expected 

and public expenditure is likely to be some Ex billion below the 

planning total we provided for. In addition we have had somewhat 

higher privatisation proceeds than originally planned. Even so 

this is a remarkable achievement ollowing years of hard work in 

reducing the deficit by myself and my co1league9 

The massive repayment of public debt over the past 2 years 

has permanently reduced the burden of debt servicing, both now and 

for future generations. 	For the coming year, for example, the 

debt repayments of the last 2 years mean that debt interest costs 

are lower by Ex billion a year. Indeed, debt reduction on this 

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

a new power, not needed before, to enable gilts to be acquired by 

the NLF, for cancellation. 

The dramatic improvement in the United Kingdom's public 

finances has also provided a welcome opportunity to devote more 

attention to the structure of the debt that remains. Now that the 

Government has become a net purchaser of debt, it has been 

possible to tailor buy-in policies so as to reduce future interest 

costs, and to improve the qualay of funding by relying less on 

the more liquid borrowing instruments. 

Similarly it has proved possible to restructure part of the 

Government's foreign currency debt, launching an innovative and 

cost-effective programme of Treasury Bills denominated in ecu. 

The first experimental six-monthly tenders for these bills have 

proved extremely successful, and I can announce today that the 

programme will be continuing, at a level of around ecu 21/2  billion. 
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410  46. Last year I set out the principle of a balanced budget over 
the medium term. This is a position in which the State makes no 

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

There are bound to be fluctuations from year to year but it 

has always been a characteristic of our fiscal policy that it 
should be concerned with the medium term. 	Fiscal policy 
objectives are best set for the medium to long term and set to 

embrace tax and expenditure measures which improve the performance 
of the economy. 

We have sought to resist those siren voices who would use 
fiscal policy in the vain attempt to manage demand. 	This would 
place a burden on fiscal policy it cannot meet. And we have 

sought to avoid unnecessary changes to tax rates; reductions have 

only been made when it was prudent to do so and we could be 
confident they could be sustained. 

This medium-term focus and requirement to avoid unnecessary 

fluctuations in tax rates points to a cautious approach to policy 

this year despite the size of the debt repayment. There are many 

uncertainties about recent developments and where we are in the 

cycle. The return to a sustainable growth rate is likely to lead 

to some reversal of the favourable cyclical effects on public 
finances which we have recently experienced. 	But we cannot be 
sure of the size or timing of these effects. Given the prospect 

for a declining share of public expenditure in GDP we may well be 

in a position to recilIce taxes. But given the uncertainties I have 

already mentioned I have decided to play safe and make no change 

in the overall tax burden. This means that I will be planning for 

another sizeable PSDR in the coming financial year; indeed one of 

the same size as I expect to achieve this year - £14 billion. 

Beyond 1989-90 I expect to see the public sector debt repayment 
revert giddually towards zero. 

Even so, despite the unchanged PSDR this year, the natural 

tendency for the non-oil tax burden to rise as a result of fiscal 

drag means there is some scope to make adjustments to individual 
tax rates. 
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THE ECONOMIC BACKGROUND 

This Government has now been in power fcr almost 10 

years. 	And today I am publishing the terth edition of 

the Medium Term Financial Strategy. It is an occasion 

for looking back and assessing achievemerts as well as 

charting the course for the future. 

The Government came into office with two central 

objectives: to defeat inflation and to breathe life into 

a moribund economy. It had a clear stratecy to achieve 

this. Monetary policy was to be used to bring inflation 

down. Supply side policies were to remove restrictions, 

to free the economy and to stimulate energy and effort - 

so as to create wealth and increase the rate of 

non-inflationary growth. Fiscal policy was designed to 

bring the nation's accounts into balance, and within 

that to reform and reduce taxation while containing 

public expenditure and setting clear priorities. 

An economy cannot be transformed overnight. 	These 

policies can only work if consistently aprlied in the - 

medium term. The results can only be fully realised in 

the longer term. 	The Medium Term Finarcial Strategy 

expressed our intentions in unequivocal terms. 	For 

almost a decade it has provided a clear ard disciplined 



framework for business and industry which has seized the 

opportunity and completely changed its attitude. 

British companies are determined to survive in fiercely 

competitive world markets, and are equipped to do so. 

The improved ability of the economy to supply goods and 

services has been the key to the improvements in living 

standards we have been able to achieve. 

The results have been impressive by ary standards. 

In an increasingly open world economy, no nation can be 

insulated from the impact of events which take place 

beyond our shores. Events do not take -Ile smooth path 

shown in economic models. What Governments have to do 
- 
is to put the right economic policies in place, and 

stick to them. Provided they do that, they can survive 

the difficult times, and excel in the good ones. 

This is what we have done and it has brought 

outstanding success. 

6. 	Between 1974 and 1979 inflation averaged 15 per 

cent. 	Since 1983 it has averaged 5 per cent. This is _ 

the answer to those who doubted thAt inflation could be 

controlled by the pursuit of a steady, disciplined 

monetary policy. 
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This success against inflation has not been 

achieved at the expense of the growth of output. We are 

now well into an unprecedented eighth year of steady, 

sustainable growth averaging in excess of 3 per cent a 

year. Output in the UK has grown faster than all other 

major EC countries during the '80s - a marked contrast 

with the two previous decades when the UK was at the 

bottom of the league. 

The cornerstone of this dramatic improvement in 

performance has been a large and sustained improvement 

in productivity which for the economy as a whole has 

been ahead of all other major industrialised countries 

with the exception of Japan (and for manufacturing has 

exceeded even Japan). 

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 kept the grcwth of public 

expenditure within that of the economy as a whole, so 

that its share of national income has fallen, that has 

not prevented a substantial increase in expenditure in 

real terms and the increase has been directed to 

• 
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priority services, such as health, law and order, and 

capital spending. 

11. Of course as national income has grown so have 

consumers' expenditure and living standards - but this 

has not been just candy floss. Over the last 7 years, _ 

investment has grown almost twice ES fast as 

consumption. 	In the previous 14 years corsumption grew 

faster on all but three occasions. And it is not only 

at home that we have built up income-producing assets. 

The UK now has one of the largest net stoc],s of overseas 

assets in the world. 

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

extraordinary improvement to the economic fundamentals 

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

textbook example of relative economic decline. 	Now it 

is out-performing the competition, and the policies that 

have brought success 	tax reform, firm-  fiscal and 

monetary policy and the determination to improve the 

supply side - are being emulated thP world ovcr. 

It is against this background that we can consider 

developments over the past 12 months. 1988 was a year 

of rapid growth throughout the world, largely because of 

a rapid growth of business investment. Output in the 

• 

4 



major industrial countries may have risen hy an average 

of 4 per cent and world trade in marufactures by 

10 per cent. Growth exceeded expectations in each of 

the major countries; in most cases subEtantially so. 

Even those European economies that have beEn sluggish in 

recent years are now experiencing faster gxowth. Partly 

as a result of the strength of activity cormodity prices 

have risen. Consumer price inflation has also edged up 

litt*in a number of countries - emphasised by the 

remarkably uniform experience of faster than expected 

price increases in January. In response tc the emerging 

signs of inflationary pressure monetary pclicy has been 

tightened in many countries. 

14. Once again the UK economy also grew more rapidly 

than most of the other major economies, continuing our 

remarkable record of sustained growth. However it was a 

much more uneven year. Unemployment has fallen by more 

than half a million and is nowaower than in most other 

major economies in Europe. Profitability rose to its 

highest levels since the 1960s. 	Productivity gLowth 

continued to outpace our own past perfornance and that 

of other countries. Companies are in a strong posiLion 

and have been investing heavily to meet future demand. 
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A detailed assessment of the UK econcmy is clouded 

however by the large and growing inconsistencies that 

have appeared in our macroeconomic statistics. While 

two of our measures of national output have shown rapid 

growth, the third has been affected by urder-recording 

of expenditure and has been showing a different picture, 

suggesting indeed that the output actually fell in the 

second half of the year. We are taking steps to improve 

the collection of statistics and the naticnal accounts, 

but that is bound to be a lengthy process. 	In the 

meantime we have had to form the best view we can of 

what is really happening in the economy. 

In order to provide a basis from which to 

understand developments this year, to compare them with 

the past, and to forecast next year the Treasury has had 

to make adjustments to the recorded figures to produce 

more coherent figures for 1988. These adjustments draw 

on the results of the CSO work and are deE,,;Libed in the 

Red Book. While this exercise is essential to make 

sense of the past it cannot disguise the high degree of 

uncertainty. There is even greater uncertainty about 

the prospects for next year.  

It looks as if we have now had a second 

successive year with GDP growth at about 41/2  percent, 

• 
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the first time this has happened since-themmed=m44M*4ftar. 

Manufacturing output has grown particularly rapidly, by 

51/2  per cent 	in 1987 and over 7 per cent in 1988. 

Manufacturing output is now 7 per cert above its 

previous peak in the first half of 1974. Within those 

totals domestic demand grew by some 7 r9r cent last 

year, mainly because of the strength of investment and 

stockbuilding, but also reflecting continued rapid 

growth in consumer spending. 

Taking account both of the recorded figures and 

survey evidence, it seems likely that tYe growth of 

total fixed investment will have been well into double 

figures last year - the largest increase for almost 

25 years. 

In some respects however we have had too much of a 

good thing. Monetary growth has been too rapid. 

Domestic demand has grown fasLer than even the economy's 

improved capacity to supply, leading to inflationary 

pressures, which have appeared both directly in the 

pick-up of the underlying rate of inflation and 
_ 

indirectly in a sharp growth of impnrts and hence a 

widening current account deficit. 
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20. Consumers have seen their real incomes rise 

significantly and have felt more confident about the 

future; as a result they have been prepared to finance 

their spending by borrowing more. Part of the borrowing 

boom has been due to the housing market. A significant 

house price bubble emerged last year and with it a rapid 

turnover in housing. It is likely this had a 

significant effect on consumption in general and 

spending on durables in particular. 

21. As in the past this increase in inflationary 

pressure has been countered by a tightenirg of monetary 
_ 

policy. That is why we have the MTFS. It points to the 

need for policy action when things get off track in one 
-Th  

way or another Interest rates have been raised and we 

will stay high until inflation is clearly subsiding. 

There are now increasing signs that this determined 

action has begun to be effective. 	Measured on a 12 

month basis MO growth will start the year above the top 

of this range, reflecting rapid growth in the spring and 

summer of 1988. 	However, the growth of MO has slowed 

appreniably, and over the last six months the annualised 

growth has been very low. I am confident that the 12 

month figures will before long come withir the target 

range. 
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The growth of spending by househclds has been 

checked. The housing market has cooled down — - 
particularly particularly in the South East, with both house prices 

and lending for house purchase rising much less rapidly 

than in the middle of last year, and shcwing signs of 

falling in some areas. And part of the effect of higher 

interest rates has yet to have its impact because 

monthly payments on many 

mortgages are adjusted only once a year generally in the 

first four months of the year. So for some the full 

effect of last year's increases will not be felt until 

next month. 

Retail sales have levelled off in the last 3 

months, and sales of some consumer durables in 

particular have fallen. 	Indicators of consumer 

confidence suggest that expenditure growth in the year 

ahead will be modesL. The personal sector savings ratio 

should as a result begin to recover. 

Meanwhile, company sector saving remains high and 

the signs are that the very strong investmeaL 

performance of the last two years will continue in 1989, 

though growth will probably be at a less heady pace. 

The rate of return on capital is at its highest level 

• 
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for over twenty years, and the extra irvestment that 

this is generating will help to underpin the supply side 

improvements of recent years. 

There should be no surprise at this result. The 

deregulation of financial markets has given households 

and companies the freedom to adjust their borrowing to 

suit their own preferences and for a while this has led 

to a faster growth of total credit. 

But at the same time, changes in interest rates 

have become a more powerful weapon in the fight against 

inflation. 	They now impact on a much higher level of 

borrowing, and the effects are no longer muffled by 

direct controls. 

As well as being a powerful instrument, interest 

rates are also well-directed in current circumstances. 

They are having an important influence in cooling the 

housing market, which has been a major force behind the 

strong growth in borrowing and consumers expenditure 

over the past year. The greatest effect is in the south 

of England where inflationary pressure6 hdve arguably 

been strongest. And they are having a bigger impact on 

households, who are now substantial net bcrrowers, than 

• 

10 



on companies who generally are now ir far better 

financial shape than a few years ago. 

It is the household sector that is mcst vulnerable 

to increases in short term interest rates. The company 

sector is well placed to benefit from the fact that long 

term interest rates 

have remained remarkably stable, and well below short 

rates 	an indication of the markets' ccnfidence that 

inflation will be brought down. 

I am very conscious of the effects of last year's 

rise in interest rates on individual hcme owners and 

other borrowers. But however unwelcome high interest 

rates are now they are far preferable to the damage that 

is done by high rates of inflation. 

Even with a further strong growth cf investment 

this year the slowdown in consumer spending growth is 

likely to lead to a fall in the growth of total domestic 

demand from 7 per cent in 1988 to 3 per cent in 1989. 

Growth through the year is forecast to be lower still at 

2 per cent. 	As a result, it is likely that growth ot 

output too will be well below trend over the coming 

year. But even with relatively slow growth through the 
•••••••••••...,...7.,-1•200 

year GDP in 1989 could still be 211 per cent higher than 

• 
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1988. 	This may seem disappointing by the standards we 

have come to expect in the last few years. But it is a 

respectable figure, and with investment likely to remain 

high the medium-term growth prospects are cood. 

As is well known, in the short term higher interest 

rates exaggerate the published inflation rate because of 

the perverse inclusion of mortgage interest payments. 

The latest rise in the mortgage rate will almost 

certainly lead to inflation as recordcd by the RPI 

approaching 8 per cent for a while (although excluding 

mortgage interest payments the rate should remain below 

6 per cent). 	But as the effects of the rises in 

mortgage rates during last year begin to drop out,\ 

inflation itself should fall back, maybe reaching 51/2  per - 	 - 

cent by the fourth quarter of this year and 41/2  per cent 

by the second quarter of 1990. Some temporary slowdown 

in growth is probably inevitable as we get inflation 

back on a downward path and we are utterly determined to 

do that. How painful and marked the 

slowdown has to be is very much in the hands of 

management through indusLry. It is up to them Lu ensure 

that the temporary rise in inflation during the first 

half of this year does not lead to an unwarranted rise 

in pay and other costs. A failure by industry to 
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control its costs will make the slowdown more painful 

and can only be at the expense of future employment 

prospects. 

Much has been written about the declire of personal 

sector saving. 	In fact this has been offset by higher 

company saving, and the total private sector saving 

ratio has changed relatively little. But with private 

sector investment in the economy growing rapidly there 

has inevitably been a large deterioration in the 

current account. The extent of this is uncertain and 

during last year the move into deficit may be 

exaggerated to some extent by the published figures. 

The preliminary estimate published for 1988 is £16  

billion, but the "balancing item" in the balance of 

payments - which consists of unrecorded flows to the UK 

was even greater than the recorded deficit. Indeed at 4 

per cent of national output it was at unprecedented 

levels.iThe Treasury exercise to produce ffore coherent 
L_ 

accounts suggests that the recorded current account 

deficit may overstate the position by (£3-4 billion].;  

Nevertheless, the current dccnnnt deficit remains a 

large one. The slowdown in domestic demand will lead to 

its reduction, but this is unlikely to occur quickly. 

The continued strong growth of investment could keep 
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imports of capital goods high for the time being, and it 

may take a little while for the adverse effects on trade 

performance of very high capacity utilisation in some 

industries to unwind. Even though the deficit is likely 

to fall through the coming year, the outturn for 1989 as 

a whole might be much the same as that for 1988. 

Experience over the past year shows that there is no 

difficulty in financing a temporary current account 

deficit of this size so long as the Government is 

determined to maintain an appropriate monetary policy. 

In part the outcome will depend upor developments 

in the rest of the world. The latest indicators suggest 

that activity in the major economies remains strong, 

though increases in short-term interest rates to counter 

rising inflation may lead to some slow down through 

1989. GNP growth may fall from 4 per cent in 1988 to a 

still healthy 3 per cent this year. 

One threat to this prospect is that tl- e persistence 

of sizeable current account imbalances between the 

largest economies could 1PA1 to renewed turmoil in 

financial markets. Domestic demand growth in the US 

needs to slow, and the US Government needs to reduce its 

Budget deficit; at the same time, the surplus 
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countries - Germany and Japan - need tc remove the 

obstacles which restrict the growth of their domestic 

markets. 

Monetary policy in the world eccnomy, as in 

Britain, must remain the first bulwark against 

inflation. We must also look fcr continued 

international co-operation on exchange rates and policy 

to promote external stability and exterd further the 

long period of expansion in the world econcmy now in its 

seventh year. 	I can assure the House that the UK will 

continue to play its full part in this co-cperation. 

Throughout the history of the MTFS the primary 

focus of fiscal policy has been the Public Sector 

Borrowing Requirement - or as it has now become the 

Public Sector Debt Repayment. 

When we came to office the PSBR was almost 6 per 

cent of GDP - and had been virtually 10 per cent of GDP 

in 1976-76. 	This borrowing requirement was steadily 

reduced during the years of the MTFS and in 1987-88 we 

moved to repaying debt. 

In last year's Budget I announced major tax 

reforms, including cuts in both the basic and higher 
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rates of income tax. Yet despite this I hudgeted for a 

Public Sector Debt Repayment last year of some £3 

billion, or 3/4  per cent of GDP. In the event, the public 

finances have turned out considerably stronger. 	The 

forecast I gave in the Autumn Statement was for a PSDR 

of 

£10 billion, or 2 per cent of GDP. Our latest estimate 

comfortably exceeds even this - a debt repayment of some 

£14 billion. 

No other major country enjoys a comparable surplus 

on its budget. The improvement owes souething to the 

buoyancy of the economy. Tax revenues have been 

significantly higher than expected and public 

expenditure is likely to be some £x billicn below the 

planning total we provided for. In additicn we have had 

somewhat higher privatisation proceeds then originally 

planned. 	Even so this is a remarkab2e achievement 

following years of hard work in reducing the deficit by 

myself and my colleagues. 

The massive repayment of public debt over the past 

2 years has permanently reduced the burden of debt 

servicing, both now and for future generations. For the 

coming year, for example, the debt repayments of the 

last 2 years mean that debt interest costs are lower by 
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Ex billion a year. Indeed, debt reduction on this scale 

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

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

be acquired by the NLF, for cancellation. 

The dramatic improvement in the United Kingdom's 

public finances has also provided a welcom opportunity 

to devote more attention to the structure of the debt 

that remains. Now that the Government has become a net 

purchaser of debt, it has been possible to tailor buy-in 

policies so as to reduce future interest ccsts, and to 

improve the quality of funding by relying less on the 

more liquid borrowing instruments. 

Similarly it has proved possible tc restructure 

part of the Government's foreign currency debt, 

launching an innovative and cost-effective programme of 

Treasury Bills denominated in ecu. The first 

experimental six-monthly tenders for thesc bills have 

provPd extremely successful, and I can ennuunce today 

that the programme will be continuing, at a level of 

around ecu 21/2  billion. 

Last year I set out the principle of a balanced 

budget over the medium term. This is a position in 

• 
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which the State makes no claim on the nation's saving, 

or on flows of finance from overseas. 

There are bound to be fluctuations from year to 

year but it has always been a characteristic of our 

fiscal policy that it should be concerred with the 

medium term. Fiscal policy objectives are best set for 

the medium to long term and set to embrace tax and 

expenditure measures which improve the performance of 

the economy. 

We have sought to resist those siren voices who 

would use fiscal policy in the vain attempt to manage 

demand. This would place a burden on fiscal policy it 

cannot meet. And we have sought to avoid unnecessary 

changes to tax rates; reductions have only been made 

when it was prudent to do so and we coulc be confident 

they could be sustained. 

This medium-term focus and requirement to avoid 

unnecessary fluctuations in tax rates points to a 

cautious approach to policy this year despite the size 

of the debt repayment. There are many uncertainties 

about recent developments and where we are in the cycle. 

The return to a sustainable growth rate is likely to 

lead to some reversal of the favourable cyclical effects 
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on public finances which we have recently experienced. 

But we cannot be sure of the size or timing of these 

effects. 	Given the prospect for a declining share of 

public expenditure in GDP we may well be it a position 

to reduce taxes. 	But given the uncertainties I have 

already mentioned I have decided to play safe and make 

no change in the overall tax burden. This means that I 

will be planning for another sizeable PSDR in the coming 

financial year; indeed one of the same size as I expect 

to achieve this year - £14 billion. Beyond 1989-90 	I 

expect to see the public sector debt repayment revert 

gradually towards zero. 

50. Even so, despite the unchanged PSDR this year, the 

natural tendency for the non-oil tax burden to rise as a 

result of fiscal drag means there is some scope to make 

adjustments to individual tax rates. 
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This Government has now been in power fcr almost 10 

years. 	And today I am publishing the tenth edition of 

the Medium Term Financial Strategy.  Gt  is an occasion 
for looking back and assessing achievements as well as 

charting the course for the future. 
1.1 

2. 	The Government came into office with two central 
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objectives: to defeat inflation and to breathe life into 

a moribund economy. It had clear stratecy to achieve 

this. Monetary polic was to be used to bring inflation 

down. Supply side policies ere o remove restrictions, 

to free the economy and to stimulate energy and effort - 

so as to create wealth and increase the rate of 

non-inflationary growth. Fiscal policy was designed to 

bring the nation's accounts 

public expenditure and 

into balance, and within 
owekoi 
while contairLng 

setting clear priorities. 

that to reform and reduce taxation 
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3. 	An economy cannot be transformed overnight. 	These 
.- 

policies can only work if consistently applied in the - 

medium term. The results can only be fully realised in 

the longer term. 	The Medium Term FLnarcial Strategy 

expressed our intentions in unequivocal terms. 	For 

almost a decade it has provided a clear and disciplined 
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framework for business and industry which has seized the 

opportunity and completely changed its attitude. 

British companies are determined to survive in fiercely 

competitive world markets, and are equipped to do so. 

The improved ability of the economy to supply goods and 

services has been the key to the improvements in living 

standards we have been able to achieve. 

The results have been impressive by ary standards. 

L:7 In an increasingly open world economy, no nation can be 
insulated from the impact of events which take place 

A-174-oe-el. 
beyond our shores:3 Events do not take the smooth path 

4 
shown in economic models -What Governments have to do 

is to put the right economic policies in place, and 

stick to them. Provided they do that, they can survive 

the difficult times, and excel in the good ones. 

This is what we have done and it has brought 

outstanding success. 

Between 1974 and 1979 inflation averaged 15 per 

cent. 	Since 1983 it has averaged 5 per cent. This is 

the answer to those who doubted thAt inflation could be 

controlled by the pursuit of a steady, disciplined 

monetary policy. 

f • 
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7. This success against inflation has not been 

achieved at the expense of the growth of output. We are 

now well into an unprecedented eighth year of steady, 

sustainable growth averaging in excess of 3 per cent a 

year. Output in the UK has grown faster than all other 

major EC countries during the '80s - a marked contrast 

with the two previous decades when the UK was at the 

bottom of the league. 

0 
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The cornerstone of this dramatic improvement in 

performance has been a large and sustaineC improvement 

in productivity which for the economy es a whole has 

been ahead of all other major industrialised countries 

with the exception of Japan (and for manufacturing has 

exceeded even Japan). 

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 GovernmPnt took office. 
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And t 	enjoy better public services too. 	For 

while the Government has kept the grcwth of public 

expenditure within that of the economy as a whole, so 

that its share of national income has fallen, that has 

not prevented a substantial increase in expenditure in 

real terms and the increase has been directed to 
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priority services, such as health, law and order, and 

capital spending. 

11. Of course as national income has grown so have 

consumers' expenditure and living standard* but this 

_. 
has not been just candy floss 	Over the last 7 years, 

investment has grown almost twice as fast as 

consumption. 	In the previous 14 years corsumption grew 

faster on all but three occasions. And it is not only 

at home that we have built up income-producing assets. 

The UK UK now has one of the largest net stocl,s of overseas 

assets in the world. 

• 

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

extraordinary improvement to the economic fundamentals 

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

textbook example of relative economic decline. 	Now it 

is out-performing the competition, and the policies that 

have brought success - tax reform, firff fiscal and 

monetary policy and the dcterminaLion to improve the 

supply side - are being emulated the world over. 

It is against this background that we can considPr 

developments over the past 12 months. 1S88 was a year 

of rapid growth throughout the world, largely because of 

a rapid growth of business investment. Output in the 

ev‘kle\t-  La. krohert. 	 cid 
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major industrial countries may have risen by an average 

of 4 per cent and world trade in marufactures by 

10 per cent. Growth exceeded expectations in each of 

the major countries; in most cases substantially so. 

C. Even those European economies that have been sluggish in 
recent years are now experiencing faster gxowtha_Partly 

as a result of the strength of activity cormodity prices 

have risej Consumer price inflation has also edged up 

a little in a number of countries - emphasised by the 

remarkably uniform experience of faster than expected 

price increases in January. In response tc the emerging 

signs of inflationary pressure monetary pclicy has been 

tightened in many countries. 

• 

14. Once again the UK economy also grew more rapidly 

than most of the other major economies, continuing our 

remarkable record of sustained growth. Dovever it was a 

11,,,,ef. L01,4 	much mor4 uneven ear. Unemployment has fallen by more 
0-0 kl f'D V4 re-44% 

tN4 	 than half a million and is now lower than in most other 

CO-VAla VV-01141 	major economies in Europe. Profitability rose to its 
LI" 	ca.44,  

661kot-4-.5 	highest levels since the 1960s. 	Productivity growth 

continued to outpace our own past perforffance and that 
obum_ev,A-re,lee 

h\A:s • 	 of other countries. Companies are in a strong position 

-Tao  (vCApekié11fM. and have been investing heavily to meet future demand. 
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A detailed assessment of the UK econcmy is clouded 

however by the large and growing inconsistencies that 

have appeared in our macroeconomic statistics. While 

two of our measures of national output have shown rapid 

growth, the third has been affected by urder-recording 

of expenditure and has been showing a different picture, 
E:1,4407.  

suggesting Cindeecg that(piel-putput actually fell in the 

second half of the year. We are taking steps to improve 

the collection of statistics and the naticnal accounts, 

but that is bound to be a lengthy process. 	In the 

meantime we have had to form the best view we can of 

what is really happening in the economy. 

In order to provide a basis from which to 

understand developments this year, to compare them with 

the past, and to forecast next year the Treasury has had 

to make adjustments to the recorded figures to produce 

more coherent figures for 1988. These adjustments draw 

on the results of the CSO work and are described in the 

Red Book. While this exercise is essentiAl to make 

sense of the past it cannot disguise the high degree of 

uncertainty. There is even greater uncertainty about 

the prospects for next year. 

It looks as if we have now had a second 

successive year with GDP growth at about 41/2  per cent, 
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In some respects however we have had too much of a 

good thing. Monetary growth has been too rapid. 

Domestic demand has grown faster than even the economy's 
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he first time this has happened since the mid-sixties. 

Manufacturing output has grown particularly rapidly, by 

51/2  per cent 	in 1987 and over 7 per cent in 1988. 

Manufacturing output is now 7 per cert above its 

previous peak in the first half of 1974. _Triithi those 

totals domestic demand grew by some 7 E2r cent last 
..........•••....101010....... 

,...••••0.1.. 

year, mainly because of the strength of investment and 

stockbuilding,)4but also reflecting continued rapid 

growth in consumer spending. 

18. Taking account both of the recorded figures and 

survey evidence, it seems likely that t1.2 growth of 

total fixed investment will have been well into double 

figures last year - the largest increase for almost 

25 years. 

SO 1.4-1"di V 
Skit 

improved capacity to supply, leading to inflationary 

pressures, which have appeared both directly in the 

pick-up of the underlying rate of irflation and 

indirectly in a sharp growth of imports and hence a 

widening current account deficit. 
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20. Consumers haveCs-een their 

significantly and  hav:IJe  felt more confident about the 

future; as a result they have been prepared to finance 

their spending by borrowing more. Part of the borrowing 

boom has been due to the housing market. A significant 

house price bubble emerged last year and with it a rapid 

turnover in housing. It is likely this had a 

significant effect on consumption in general and 

spending on durables in particular. 

real incomes rise 

GtpciA,J4 

h,..g_ 1-e_CRct-A-e VZ 
21. 	As in the pastL  this increase in inflationary 

-1 
pressure has been&untered byja tightenirg of monetary 

policy. That is why we have the MTFS. It points to the 

need for policy action when things get off track in one 

way or another. Interest rates have been raised and we 

will stay high until inflation is clearly subsiding. 

22. There are now increasing signs that this determined 

action has begun to be effective. 	Measured on a 12 

month basis MO growth will start the year above the top 

of this range, reflecting rapid growth in the spring and 

summer of 1988. 	However, the growth of MO has slowed 

appreciably, and over the last six months the annualised 

growth has been very low. I am confident that the 12 

month figures will before long come withir the target 

range. 
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23. The growth of spending by househclds has been 

checked. The housing market has cooled down 

particularly in the South East, withGotehouse prices 

tin.d lending for house purchase rising much less rapidli] 
2 '.X.-10004 	t-f 	) Cthan in the middle of last year] and shcwing signs of 

falling in in some areas. And part of the effect of higher 

interest rates has yet to have its impact because 

monthly payments on many 

mortgages are adjusted only once a yearGenerally in the 

first four months of the yea-ij. So for some the full 

effect of last year's increases will not be felt until 

next month. 

• 

k 

g. e.r_cya tie 
ce 6.".; Lzratot e 

24. Retail sales have levelled off in the last 3 

months, and sales of some consumer durables in 

particular have fallen. CIndicators of consumer 

confidence suggest that expenditure growth in the year 

ahead will be modest.1 The personal sector savings ratio 

should as a result begin to recover. lez4-14 	( I mt.* 

'evc, 

1 
 25. Meanwhile, company sector saving remains high and 

the signs are that the very strong investment 

performance of the last two years will continue in 1989, 

though growth will probably be at a less heady pace. 

The rate of return on capital is at its highest level 

9 
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for over twenty years, and the extra irvestment that 

this is generating will help to underpin the supply side 

improvements of recent years. 

26. There should be no surprise at this result. The 
..fte.e..m.om • ••• • 'on. I• 

deregulation of financial markets has given households 

and companies the freedom to adjust their borrowing to 

suit their own preferences and for a while this has led 

to a faster growth of total credit. 

frtAl%j 
/Like; 

11-; cA,Li 
p,„,A oFf  

But at the same time, changes in interest rates 

'iave become a more powerful weapon in the fight against 

inflation. 	They now impact on a much higher level of 

borrowing, and the effects are no longer muffled by 

direct controls. 

As well as being/g/powerfulanstrureni2 interest 

rates are also well-directed in current circumstances. 

They are having an important influence in cooling the 

housing market, which has been a major force behind the 

strong growth in borrowing and consumers expenditure 

over the past year. The greatest effect is in the south 

of England where inflationary pressures have arguably 

been strongest. And they are having a bigcer impact on 

households, who are now substantial net bcrrowers, than 

10 



on on companies who generally are now ir far better 

financial shape than a few years ago. 

• 

29. It is the household sector that is mc t vulnerable\  

to increases in short term interest rates. The company 

sector is well placed to benefit from the fact that long 

term interest rates 

have remained remarkably stable, and well below short 

rates 	an indication of the markets' ccnfidence that 

inflation will be brought down. 

a_ 	ir 
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I am very conscious of the effects of last year's 

rise in interest rates on individual hcme owners and 

other borrowers. But however unwelcome high interest 

rates are now they are far preferable to the damage that 

is done by high rates of inflation. 

Even with a further strong growth 1  f investment 

this year the slowdown in consumer spendin 

likely to lead to a fall in the growth of total domes 

demand from 7 per cent in 1988 to 3 per cent in 1989. 

Growth through the year is forecast to be lower still at 

2 per cent. 	As a result it is likely that(growth/of 

ouLput too will be well below trend over the coming 

year. 	But even with relatively slow growtil-)through the 

year GDP in 1989 could still be 21/2  per cent higher than 
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1988. 	This may seem disappointing by the standards we 

have come to expect in the last few years. But it is a 

respectable figure, and with investment likely to remain 

high the medium-term growth prospects are good. 

As is well known, in the short term higher interest 

rates exaggerate the published inflation rate because of 

the perverse inclusion of mortgage interest payments. 

The latest rise in the mortgage rate will almost 

certainly lead to inflation as recorded by the RPI 

approaching 8 per cent for a while (although excluding 

mortgage interest paypents the rate should remaibelow 
ge(444.1-- 	41P4i \11 

6 per cent). 	But ag---the--effects--of the- 

mortgage  _rates—during-- last year-  'begin ' to drop out, 

431f1ation_itself should fall back, maybe reaching 511 per 

cent by the fourth quarter of this year and 41/2  per cent 

by the second quarter of 1990. Some temporary slowdown 

in growth is probably inevitable as we get inflation 

back on a downward path and we are utterly determined to 
I. ei V t...1 '1 k 64. ? 0  L i'''• (-1.1 4 0,0%-e•.4 Lb 1 a ti )Qt&j e"4‘11-ei 01- &Wee I! 

do that. How painful and marked the 

slowdown has to be is very much in the hands of 

management through industry. It is up to them to ensure 

\// that the temporary rise in inflation during the first 

//  
half of this year does not lead to an unwarranted rise 

in pay and other costs. A failure by industry to 

12 
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control its costs will make the slowdown more painful 

and can only be at the expense of future employment 

prospects. 

34. Much has been written about the decline of personal 

sector saving. 	In fact this has been offset by higher 

company saving, and the total private sector saving 

ratio has changed relatively little. But with private 

sector investment in the economy growing rapidly there 

has inevitably been a large deterioration in the 

current account. The extent of this is uncertain and 

during last year the move into deficit may be 

exaggerated to some extent by the published figures. 

The preliminary estimate published for 1988 is £16 

billion, but the "balancing item" in the balance of 

payments - which consists of unrecorded flows to the UK 

was even greater than the recorded deficit. Indeed at 4 

per cent of national output it was at unprecedented 

levels. The Treasury exercise to produce nore coherent 

accounts suggests that the recorded current account 

deficit may overstate the position by [E3-4 billion]. 

 

35. Nevertheless, the current account deficit remains a 

ldrge one. The slowdown in domestic demand will lead to 

its reduction, but this is unlikely to occur quickly. 

The continued strong growth of investment could keep 
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imports of capital goods high for the time being, and it 

may take a little while for the adverse effects on trade 

performance of very high capacity utilisation in some 

industries to unwind. Even though the deficit is likely 

to fall through the coming year, the outturn for 1989 as 

a whole might be much the same as that for 1988. Ot 	t 
is' Le. tO otet Experience over the past year shows that there is no 

difficulty in financing a temporary current account 

deficit of this size so long as the Government is 

determined to maintain an appropriate monetary policy. 
t") 	'NA.; S G-OV S 
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 36. In part the outcome will depend upor developments 

in the rest of the world. The latest indicators suggest 

that activity in the major economies remains strong, 

though increases in short-term interest rates to counter 

rising inflation may lead to some slow down through 

1989. GNP growth may fall from 4 per cent in 1988 to a 

still healthy 3 per cent this year. 

pc*/ ktAl e 
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 37. One threat to this prospect is(That tle persistence 

of sizeable current account imbalances between the 

largest economies could load tcEirenewed turmoil in 

finanuial markets. Domestic demand growth in the US 

needs to slow, and the US Government needs to reduce its 

Budget deficit; at the same time, the surplus 
Stace4k4.....? 
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countries - Germany and Japan - need tc remove the 

obstacles which restrict the growth of their domestic 

markets. 

Monetary policy in the world eccnomy, as in 

Britain, must remain the lifirst bulwark against 

inflation. We must also look fcr continued 

international co-operation on exchange rates and policy 

to promote external stability and exterd further the 

long period of expansion in the world econcmy now in its 

seventh year. 	I can assure the House that the UK will 

continue to play its full part in this co-cperation. 

c--00-4,\.14 	 ca.45 	. po t 1 4.414" Co 0 

Throughout the history of the MTFS the primary 

focus of fiscal policy has been the Public Sector 

Borrowing Requirement - or as it has now become the 

Public Sector Debt Repayment. 

When we came to office the PSBR was almost 6 per 

cent of GDP - and had been virtually 10 per cent of GDP 

in 1976-76. 	This borrowing requirement was steadily 

reduced during the years of the MTFS and in 1987-88 we 

moved to repaying debt. 

In last year's Budget I announced major tax 

reformsencluding cuts in both the basic and higher 

15 
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48. We havq:sought tojresistk4hose siren voices who 

would use fiscal policy in the vain attempt to manage 

demand. This would place a burden on fiscal policy it 

cannot meet. And -1E! hav sought to aVdid unnecessary 
, 

changes to tax rates & reductions have only been made 

when it was prudent to do so and we coulc be confident 

which the State makes no claim on the nation's saving, 

or on flows of finance from overseas. 

47. There are bound to be fluctuations from year to 

year but it has always been a characteristic of our 

fiscal policy that it should be concerred with the 

medium term. Fiscal policy objectives arE best set for 

the medium to long term and set to embrace tax and 
- 	 - 

expenditure measures which improve the performance of 

the economy. 

• 

they could be sustained. 
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49. This medium-term focus and requirement to avoid 

Einneeessary fluctuations in tax rates points to a 
cautious approach to policy this year despite the size 

of the debt repayment. There are many uncertainties 

about recent developments and where we are in the cycle. 

The return to a sustainable growth rate is likely to 

lead to some reversal of the favourable cyclical effects 

18 



on public finances which we have recently experienced. 

But we cannot be sure of the size or timing of these 

effects. 	Given the prospect for a declining share of 

public expenditure in GDP we may well be ir a position 

to reduce taxes. But given the uncertainties I have 

already mentioned I have decided to play safe and make 

no change in the overall tax burden. This means that I 

will be planning for another sizeable PSDR in the coming 

financial year; indeed one of the same size as I expect 

to achieve this year - £14 billion. Beyond 1989-90 	I 

expect to see the public sector debt repayment revert 

gradually towards zero. 

50. Even so, despite the unchanged PSDR this year, the 

natural tendency for the non-oil tax burden to rise as a 

result of fiscal drag means there is some scope to make 

adjustments to individual tax rates. 
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CONFIDENTIAL 

THE ECONOMIC BACKGROUND 

This Government has now been in power for almost 10 years. And 

today I am publishing the tenth edition of the Medium Term 

Financial Strategy. It is an occasion for looking back and 

assessing achievements as well as charting the course for the next 

ten years. 

At the very heart of the Government's strategy has been the 

determination to bear down on inflation and the MTFS has provided 

a clear and disciplined nominal framework within which we have 

pursued this strategy. 

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 incentives to enterprise, 

and supply side reforms have removed the disincentives and 

barriers. 	Indeed, the supply side response of the economy has 

been the key to the improvements in living standards we have been 

able to achieve. 

In an increasingly open world economy, no nation can be 

insulated from external shocks. What individual Governments can 

guarantee is that they will put the right economic policies in 

place, and stick to them. Provided they do this, they can survive 

the difficult years, and excel in the good ones. 

This describes exactly what has been achieved in the UK and 

it has brought outstanding success. 

Between Between 1974 and 1979 inflation averaged 15 per cent. 	Since 

1982 it has averaged 5 per cent. This is the answer to those who 

doubted that inflation could be controlled by the pursuit of a 

steady, disciplined monetary policy. 

1 
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And success against inflation has not been achieved at the 

expense of the growth of output. We have now had an unprecedented 

eight years of steady, sustainablq)growth averaging in excess of 

3 per cent a year. Output in the UK has grown faster than all 

other major EC countries during the '80s' - a marked contrast with 

the two previous decades when the UK was at the bottom of the 

league. 

The cornerstone of this dramatic improvement in performance 

has been a large and sustained improvement in productivity which 

for the economy as a whole has been ahead of all other major 

industrialised countries with the exception of Japan. 

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 economy as a whole, so 

that its share of national income has fallen, within that overall 

constraint more has been spent on priority areas, such as health, 

law and order, and capital spending. 

And while total consumption has risen rapidly over the past 

year - by some x per cent - fixed investment has grown even more 

rapidly. Indeed over the last 7 years, investment has grown twice 

as fast as consumption. In the previous 14 years consumption grew 

faster on All but three occasions. And it is not only at home 

that we have seen the accumulation of assets. The UK now has one 

of the largest stocks of net overseas assets in the world. 

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

improvement to the economic fundamenta s in the UK. When we came 

to powei, Britain was a textboSk of relative economic decline. 

Now it is out-performing the competition, and the policies that 

have brought success - tax reform, firm fiscal and monetary policy 

and the determination to improve the supply side - are being 

emulated the world over. 

• 
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It is against this background that we can consider 

developments over the past 12 months. Once again the UK economy 

grew rapidly, continuing the remarkable record of sustained 

growth. 

In detail it was a more uneven year. Unemployment has fallen 

by more than half a million: Profitability rose to its highest 

levels since the 1960s. Productivity growth continued to outpace 

our own past performance and that of other countries. Companies 

are in a strong position and have been investing heavily to meet 

future demand. 

But if anything we have had too much of a good thing. 

Domestic demand has grown faster than the economy's capacity to 

supply, leading to inflationary pressures, manifesting itself both 

directly in the pick-up of the underlying rate of inflation and 

indirectly in a sharp growth of imports and hence a widening 

current account deficit. 

Growth in the rest of the world was also more buoyant last 

year than forecast a year ago, largely because of a rapid growth 

of business investment. Output in the G7 may have risen by an 

average of 4 per cent and world trade in manufactures by 

10 per cent. Growth exceeded expectations in each of the major 

industrial countries; in most cases substantially so. Even those 

European economies that have been sluggish in recent years are now 

experiencing faster growth. Partly as a result of the strength of 

activity, consumer price inflation edged up a little in a number 

of countries and most commodity prices have risen. As a response 

monetary policy has been tightened in many countries. 

The UK has experienced a sharper acceleration of output than 

most of its G7 partners. Unemployment has fallen faster than in 

any other major country and is now lower than in most of the major 

European economies, though still higher than in Japan and the US. 

It looks as if we have now had a second successive year with GDP 

growth at about 41/2  per cent, the first time this has happened 

Manufacturing output has grown 

f\tr. 	
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• 	particularly rapidly, by 51/2  per cent in 1987 and over 7 per cent 

in 1988. Manufacturing output is now 	] per cent above its 

previous peak in 1974. 

Unscrambling the composition of this growth is very 

complicated because of the difficulties with recent macroeconomic 

statistics. The expenditure components of GDP sum to only 

21/2  per cent growth. By the seCond half of the year the difference 

between the level of GDP as measured by output and expenditure 

measures was nearly 7 per cent - the equivalent of more than two 

years' growth in normal circumstances. There were also enormous 

discrepancies, or balancing items, in the main sectoral accounts, 

adding to the difficulties involved in interpreting the behaviour 

in particular sectors. 

In a recent article the CSO have attempted to produce a more 

coherent set of accounts for 1985, 1986 and 1987 but so far they 

have been unable to extend this exercise to cover 1988. In order 

to provide a basis from which to understand developments this year)  

and to forecast next year the Treasury has made its own adjustment. 

to the recorded figures to produce more coherent figures for 1988. 

These adjustments draw on the results of the CSO reconciliation 

exercise and are described fully in the Red Book. More detail is 

set out in a separate Treasury press notice. While this exercise 

is essential to make sense of the past it cannot disguise the 

degree of uncertainty. (-And this means there is even greater 
A 

uncertainty about the prospects for next year. 

The adjusted figures suggest that domestic demand grew by 

some 7 per cent last year, mainly because of the strength of 

investment, but also reflecting continued rapid growth in consumer 

spending. 

The recorded growth of fixed investment is only 61/2  per cent. 
\ 	 BIM in the light oi past revisions and the discrepancies in the 

figures it seems likely that the growth of total fixed investment 

will have been well into double figures last year - the largest 

increase for almost 25 years. Whatever the truth it is clear that 

investment has grown rapidly. 

4 



CONFIDENTIAL 

Consumers have seen their real incomes rise significantly and 

have felt more confident about the future; as a result they have 

been prepared to finance their spending by borrowing more. Part 

of the borrowing boom has been due to the housing market. A 

significant house price bubble emerged last year and with it a 

rapid turnover in housing. It is likely this had a significant 

effect on consumption in general and spending on durables in 

particular. 

As already mentioned, the increase in demand pressures has 

led to some increase in inflationary pressure. This has been 

countered by the only effective means: a tightening of monetary 

policy. 	There are now increasing signs that this firm action has 

begun to check the growth of spending by households. The growth 

of the narrow measure of the money supply, MO, has begun to slow 

down appreciably. The housing market has cooled down markedly, 

particularly in the South East, with both house prices and lending 

for house purchase rising much less rapidly than in the middle of 

last year, and showing signs of falling in some areas. And part 

of the effect of higher interest rates has yet to have its impact. 

Those mortgages that are adjusted only once a year will only now 

be feeling the effects of last year's increases in interest rates. 

The growth of retail sales in general has moderated, and 

sales of some consumer durables have fallen. 	Indicators of 

consumer confidence suggest that expenditure growth in the year 

ahead will be modest. The personal sector savings ratio should as 

a result begin to recover. 

Meanwhile, company sector saving remains high and the signs 

are that the very strong investment performance of the last two 

years will continue in 1989, though growth will probably be at a 

less heady pace. The rate of return on capital is at its highest 

level for over twenty years, and the extra investment that this is 

generating will help to underpin the supply side improvements of 

recent years. 
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CONFIDENTIAL 

Even with a further strong growth of investment this year the 

slowdown in consumer spending growth is likely to lead to a fall 

in the growth of total domestic demand in 1989 to 3 per cent. 

Growth in the year to the first half of 1990 is forecast to be 

lower still at 2 per cent. Given this slowdown of domestic demand 

it is likely that growth will be well below trend over the coming 

year. But even with relatively slow growth through the year GDP 

in 1989 could still be 21/2  Per cent higher than 1988. This may 

seem disappointing by the standards we have come to expect in the 

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

investment likely to remain high the medium-term growth prospects 

are good. 

As is well known, in the short term higher interest rates 

exaggerate the published inflation rate because of the perverse 

inclusion of mortgage interest payments. 

The latest rise in the mortgage rate will almost certainly 

lead to inflation as recorded by the RPI approaching 8 per cent 

for a while (although excluding mortgage interest payments the 

rate should remain below 6 per cent). But as the effects of the 

rises in mortgage rates during last year begin to drop out, RPI 

inflation itself should fall back, maybe reaching 51/2  per cent by 

the fourth quarter of this year and 41/2  per cent by the second 

quarter of 1990. It is vital for the longer run performance of 

the economy that the temporary rise in inflation during the first 

half of this year does not lead to a pay explosion. 

The current account of the balance of payments reflects the 

interplay of private sector investment and saving. The declining 

personal sector saving has been offset by higher company saving, 

and the total private sector saving ratio has changed relatively 

little. But in these circumstances a rising share of investment 

in the economy has inevitably involved a large deterioration in 

the current account. The extent of this is uncertain and during 

last year the move into deficit may be exaggerated to some extent 

by the published figures. The preliminary estimate published for 

1988 is £141/2  billion, but the "balancing item" in the balance of 

payments - which consists of unrecorded flows to the UK - for the 

• 
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first three quarters was even greater than the recorded deficit. 

The Treasury exercise to produce more coherent accounts suggests 

that the recorded current account deficit may overstate the 

position by £3-4 billion. 

Nevertheless, the current account defiC/it remains a large 

one. The slowdown in domestic demand will lead to its reduction, 

but this is unlikely to occut quickly. /me continued strong 

growth of investment could keep imports of capital goods high for 

the time being, and it may take a little while for the adverse 

effects on trade performance of very high capacity utilisation in 

some industries to unwind. Even though the deficit could well 

fall during the coming year, the outturn for 1989 as a whole might 

be much the same as that for 1988. Experience over the past year 

shows that there is no difficulty in financing a temporary current 

account deficit of this size so long as the Government is 

determined to maintain an appropriate monetary policy. 

In parL the outcome will depend upon developments in the rest 

of the world. The latest indicators suggest that activity in the 

major economies remains strong, though increases in short-term 

interest rates to counter rising inflation may lead to some slow 

down through 1989. GNP growth may fall from 4 per cent in 1988 to 

a still healthy 3 per cent this year. 

One threat to this prospect is that the persistence of 

sizeable current account imbalances between the largest economies 

could lead to renewed turmoil in financial markets. Domestic 

demand growth in the US needs to slow, and the US Government needs 

to reduce its Budget deficit; at the same time, the surplus 

countries - Germany and Japan - need to remove the obstacles which 

restrict the growth of their domestic markets. 

To this end it is clearly desirable that the major nations 

should continue the process of international cooperation, to guard 

against the risks of renewed turbulence in the international 

markets. I can assure the House that the UK will continue to play 

its full part in this co-operation. 
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BUDGET STATEMENT 

Bits of the tax section attached. Grateful if someone could have 
a look at them, befor I put them to the Chancellor tonight,  since 
much of it I have just invented off the top of my head. 

The stuff I have attached is meant to be pretty much continuous 
speech up to and including life assurance (except that the 
pensions section is still in notespeak). After that point, I have 
only attached passages I have composed myself - and otherwise I 
shall simply be scissors and pasting what I've been given, and 
adding in the missing links. 
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BUDGET SECRET 

BUDGET PRESENTATION 

I agree with Robert that the popular message should be " £3 off, 
nothing on" combined with the distributional point that this is of 
most benefit to the lower paid and the stern anti-inflationary 
stance. 

Of the subsidiary themes set out in his note of 16 February, I 
would highlight the following: share ownership and 
participation,pensioners [where we can point to the package for 
poorer pensioners as an offset to the lack of the £3],small firms 
and the self-employed. 

The most difficult questions on the tax side are probably: 

- why nothing off income tax? 

-how can it be right to "reduce" prices of drink and tobacco?Is 
it not cynical manipulation of the RPI at the cost of lives ? 

-have you given up on radical reform of taxation of savings? 

But the more difficult issues arise this year on the economic 
front. The questions include: 

are you not forecasting a fierce recession with falling 
manufacturing output and rising unemployment? 

forecast shows we are back to stop-go? 

if a "giveaway" of under £2 billion is all that is prudent this 
year with the economy already slowing down, wasn't £4 billion a 
mistake last year? 

The key question here is the tone of the answers ie. are we giving 
the impression that the action has been taken and things should be 
getting better from now on, or are we saying that we do need a 
period of restraint to get back on track? 

JOHN GIEVE 
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rate of income tax. Their investors will then get full 

credit for all the tax the trusts pay. 
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I now turn to pensions. 
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This is neither desirable nor necessary. Iccordingly, I 
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	 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 limits\' 

1 
 on benefits whatsoever, but, equally, will have no tax 

privileges. Thus, employers will henceforth be free to 

provide whatever pensions package they believe necessary 
P 

—tccruit  and  reward their employees.  
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reliefs for pensions;,  - anomaly in the existing tax 
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high salary will expect a good pension. But given that 

one man's tax relief is another man's tax increase, and 

in the light of the income tax reforms I introduced last 

year, it is hard to justify a state of affairs in which 

the tax advantages of pension provision are effectively 

available with no uppeo...14a4t whatever. 

So long as the limits on tax relief effectively 

constrained total pension provision, it was not 

practicable to avoid this result. But dealing with the 

first anomaly makes it possible to act on the second. 

I therefore propose to set a limit on the pensions 

which may be Raid from tax-approved occupational 

schemes, based on'earn-kngs of £60,000 a year. 	I have 

deliberately set the ceiling at a level which will leave 

the vast majority of employees unaffected, and it will 

be subject to annual uprating in line with inflation. 

It will still be possible for a tax-approved 

occupational scheme to pay a pension of as much as 

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

for a tax-free lump sum. 

The new ceiling will apply only to pension schemes 

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

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

18 
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now be complete freedom to provide benefits above the 

Inland Revenue limits, though withcut the tax 

advantages. 

044-1Pp 

The introduction of this ceiling or tax relief 

also enables me to simplify and improve the rules for 

the majority of pension scheme members, in particular to 

improve the conditions under which people can take early 

retirement. 

 

I also propose to simplify very substantially the 

rules concerning additional voluntary contributions or 

AVCs. In particular, the present requirements for free 

standing AVCs place a heavy administrative burden on 

employers(Tt the point where an employee wants to start 

paying AVCa In future,Ethe necessary check!jwill be 

greatly reduced. In many cases employers will not need 

to be involved at all. 

Furthermore, if AVC investments perfcrm very well, 

occupational pensions may at present have to be reduced 

to keep total benefits within the permitted limits. I 

LA-mr4 	 propose that in future any surplus AVC funds should be 

F°.... 
\\ 	

returned to employees, subject to a special tax charge. 

\ This will remove the penalty on good investment 

• 

performance. 

19 



• 

68. 	These changes should give a further impetus to 

saving through AVCs. 

tt.A. AAALS,Lt 
Ic 044-4 
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The most important development in the pensions 

field in recent years has undoubtedly been the 

introduction and success of personal pensions. 	Since 

July last year, a million people have already taken 

advantage of the new flexibility and opportunities these 

offer. 	I have two proposals today to make personal 

pensions still more attractive. 

First, I propose to[Fake it easier fcr 

personal pension schemes to manage their own 

investments. In general, pension savings have been 

highly institutionalised. 	There has been little 

opportunity for scheme members to be invclved in the 

investment decisions taken on their behalf. 	I now 

---11
propose to remove the obstacles to greater individual 

involvement in personal pension plans. 

Second, I plupuse Lo increase substantially the 

annual limits, as a percentage of earnings, on 

contributions to personal pensions forEEhose aged 35 and 

oven. This will be of particular value to those running 

their own business, who are often unable to make 

20 
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contributions until later on in their working life. 	It 

will also improve the position of personal pensions in 

relation to occupational schemes. The new limits will 

be subject to an overall cash ceiling based on earnings 

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

occupational pensions, and similarly indexed. 

These reforms build on, and completE, the pension 

measures I introduced in my 1987 Budget. They represent 

a significant deregulation which will allow more 

flexibility in a number of circumstances, while setting 

for the first time a reasonable limit on the tax relief 

available to any individual. They should give a boost, 

in particular, to saving through personal pensions and 

through AVCs. 

The proposals I have announced for personal equity 

plans, for life assurance and for pensions amount to a 

significant further measure of tax reform, this time in 

the field of the taxation of saving. 

But it should not be overlooked that a more 

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

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

an even more marked effect in encouraging the growth of 

personal saving. 
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BUDGET STATEMENT: TAX SECTION 

The Chancellor was most grateful to all those wh 

last week's version of the tax section (my minute of 

I attach his latest version, with the amendments side- 

enLed on 

ruary). 

2. 	There are one or two specific points which you might 

note. 
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The Chancellor has decided, on balance, not to 

include Keith, so the Financial Secretary may want to 

mention it in his speech. 

The Chancellor has also decided not to mention the 

consultative document on swaps in the Budget speech. 

deleted the bulk of what was formerly 

h 41 - the explanation of why other PEP 

mod 	ons had been ruled out - but he feels this 

might 	ly be developed for defensive briefing. 

4 S  
iv) For the o t, he has retained a paragraph on deep 

discounted : onds, with the other CGT changes. 	But, 

depending on how he revises the first section of the 

speech, it is possible that these could be replaced 

by an allusion in a more general section on COBO. 

3. 	He would be grateful if 	fur her comments on this revise 

could reach me be close tomorrow, 	(day 7 March. 

MOIRA WALLA 
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specific taxpayer. 

4. 	I would only add that the need for 

is in no sense a reflection on the probity 

of the members of those two Departments. Inde 

otection 

egrity 

fter 

nearly six years as Chancellor and more than eig 
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TAXPAYER CONFIDENTIALITY 

 

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

have one other change of a specific nature to announce. 

2. 	the House knows, the new official secrets 

leg 	en currently passing through Parliament is very 

much 	r in scope than the present Official Secrets 

Act. In 	ular, it does not cover information in 

the posses 	either the Inland Revenue or Customs & 

Excise conc 

taxpayers. 

3. 	I am sure that the whole House will agree that it 

is essential for taxpa nfidentiality to be properly 

protected. 	I therefore ose to introduce provisions 

in this year's Finance Bil e 	ensure that it will 

continue to be a criminal 	ence for officials or 

former officials of either of the Revenue Eepartments to 

reveal information about the private affairs of a 
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as a Treasury Minister, I would like to take this 

opportunity to pay public tribute to the outstanding 

service I have consistently received from the officials 

of both Departments. 

BU 	TAXATION 

Iic 	turn to taxation. 	As I have done on a 

number ofKous occasions, I propose to divide this 

into three 	o.. sections: the taxatior of business, 

the taxation o a ings, and the taxation of personal 

income and spending. 

First, taxes on ess. 

Ever since the corp ation tax reform I introduced 

in 1984, the rate of co 	ion tax for small 

companies, defined for this purArse as those with annual 

profits of less than £100,000, has been set at the basic 

rate of income tax, currently 25 per cent. 	Large 

companies, defined as those with profi 1/2  million 

or more, pay the main rate of corporati 	of 35 per 

cent, one of the lowest rates of tax on cor 	profits 

in the world. Between £100,000 and 01 	the 

effective rate of tax gradually rises fro 	to 

35 per cent. 
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8. 	I propose to keep the small companies rate in line 

with the basic rate of income tax for 19E9-90 and to 

leave the main corporation tax rate unchanged . But I 

propose to increase the small companies' rate band 

su 	ially, by 50 per cent. 

9. T us Sitkotif‘ce‘kRaPuesrate will apply to 

companies 

cent 	rate 

rofits of under £150,000, 

only 	be 	reached 

and the 35 per 

at 	profits 	of 

E
3
/4 million. i e e changes will reduce the corporation 

tax burden for more than half of all those companies 

that do not already enjoy the benefit cf the small 

companies rate. 

0,u.0 

I propose to iIease the VAT threshold to 

£23,600, the maximum permitt ur,ier European Community 

law. 

I also have to set the scales for the private use 
A 

of company cars. This remains far an 	y the most 

widespread benefit in kind. 	When 	 d the car 

scales in last year's Budget, I made it c 	 this 

,r63 n  
otArki 6'44:4  

mAirmAAN4  
ovp-ett 

lit/0  

still left it significantly undertaxed. 
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ere is one further tightening in 	e general 

mployee benefits which I beli e it right to 

is an extra statutory concession which 

ome tax additional ousing costs paid by 
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12. 	Accnrdingly, I propose to increase the car scales 

3-y one third for 1989-90. The yield from this will be 

£160 million in 1989-90 and £200 millicn in 1990-91. 

There will be no change in the fuel scales. 

an employer 	4x existing em oyee moves to a higher 

cost area. 	v. 	relief bl ts the market forces which 

should be leading em loye to relocate ir lower cost 

areas, and I there 	propose that it should be 

withdrawn. Anyone w 	moved, or entered into a 

commitment to mov , bef 	ay will, however, continue 

to receive the/elief. A te same time I propose to 

put on a prqper statutory fo 	the more important and 

fully jus if led extra statuto 	concession exempting 

from 	payments made by an 	ployer to cover an 

empl yee's inevitable moving costs whe he is required 

to move house because of his job:1 

14. 	Over the years I have received a st 	tream of 

representations from business complainirg 	the 

long-standing tax treatment of foreign excha 	ins 

and losses. I recognise that as business becomes 
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d Revenue to publish today a consultative the 

docum 

scope f 

h explores those issues and examines the 

rm. 

L
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global this subject becomes increasingly important. 

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

intractable I have encountered. Certainly, there can be 

no question of any change in the present system until a 

number of crucial and complex issues have been 

S d 	ctorily resolved. I have therefore authorised 

6,40.ko, 
Finall 

	

	have two major simplifications to 
A 

propose, both of which follow from the income tax 

reforms I introduced last Budget. 

One of the many 	sirable features of an income 

tax system with several 	er rates was that since a 

NOT TO BE COPIED 

taxpayer's marginal rate coll. I be very different in 

different years, the questioW  which year income was 
0 

attributed to made a great deal of difference. To 

remove the scope for manipulation, the rule was that 

income was taxed in the year to whichi elated, on an 

accruals basis. 

17. 	This is still the basis of Schedule 	ses no 

problem at all for the vast majority of empl 	who 

are on PAYE. But for about half a million 

5 
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mainly directors, who do not receive their income in the 

year to which it formally relates, it causes untold 

complication, with needless form-filling long after the 

tax year is over. With only one higher rate of income 

tax, the potential for this abuse is gone. I therefore 

CHECK, 

pr 
	

that income tax under Schedule E should in 

futu 	assessed on a receipts basis, with the simple 

princi 	t you pay the tax when you receive the 

income. 	lolly, this will have a trarsitional cost 

of £80 mill 	in the long term it will yield both 

extra revenueui significant Inland Fevenue staff 

savings. 

The reduction in 	top rate of ircome tax to 

40 per cent in last 	ar's Budget also enables me to 

make a major simplificati4 of the tax treatment of that 

section of the small b 	sector known as close 

companies - generally, unquo d companies that are 

controlled by five or fewer people. 

The rules for the so-called appo  is  ent of close  

companies' income are notoriously com 	taking up 

some twenty pages of impenetrable legi 	 These 

rules are no longer needed and I propose 	solish 

themi. 	I believe that many [hundreds of tho1 	of 

6 	 
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small businesses, and particularly family businesses, 

will welcome this substantial simplificaticn. 

20. 	I do, however, have to guard against the avoidance 

of tax on investment income by channelling it through a 

clot 	controlled investment company. Any such company 

whiNA  • f.,_  not distribute most of its profits and other 

inves 	income will therefore be taxed at 40 per 

cent, e 	t to the higher rate of inccme tax. 

TAXES ON SAVING 

I now turn to the 	ation of saving. 

The sharp decline  P 	e ratio of personal saving 
to personal incomeiover the 	wo years in particular 

rI 
_-) 

has led to even more discussi 	an usual of the merits 
0 

of providing greater tax incentives for personal saving. 

Certainly it is desirable over the 

medium-term, we generate as a nation a  (31  of saving 
c 

[hig] enough to finance a high level of 	r. ..,  n • But 

what matters in this context is not pers•or.-. 	avings 

alone, but,A  corporate savin/: gs to4 which are at 

historically high levels, and public sector 	1 
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time-scale. 	It is wh jirappropriate as an answer to 
0 

what are essentially ical phenomena. In that 

context, the Government's0  

strengthen and deepen popular 

y is clear. It is to 

italism in Britain, by 
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which have of course been boosted by the move to budget 

surplus. 

Moreover, the fall 3,  the personal savings rati 

elicIllis f course measured in net terms, that is to say 

P 	 °Ay) IA /vs* 4,t40,1 a tre-‘44-Ae iii 4 oceite/ 41 
gr 	ving net of borrowing,jbas

' 
 not occurred because 

gro 	ing
)
ias fallengratherLit is theiresult of the 

t 
sharp rcaase in personal borrowing. And the 

appropri 	medy for that is to raise the cost of 

borrowing, .•01‘, * th it the return on savina, as we have 

done. 

Above all, it is essential that tax reform is 

always seen in a me 	-term, even a long-term 

encouraging in particular wider share ownership. 

/ 26. The privatisation of the wat 	d electricity 

mpetus to 

popular capitalism over the next two year 

industries is likely to provide a fur 

I
27. meanwhile, I have a number of spe 	tax 

-ut;4 

pitAx 1474(6  
timik 

G.414 - 

6,04 ftvtiti 

measures to announce today to the same end. 
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Personal equity plans were first anncunced in my 

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

House knows, those who invest in these plans pay no 

further tax at all, either on the dividends they receive 

or 	y capital gains they may eventually make - 

inde‘

.here is no need for them to get involved with .11  
the In d evenue at all. 

Perso ity plans got off to a good start, 

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

never owned shares before, subscribing almost 

£1/2  billion between them in 1987. 

Sate /4 tuwei?4,0-1/PF6] 
Since then, howe [rate of grow-0111as slowed 

down, not least as a resu<  of the changed climate in 

the equity market since th6> 

crash. 

er 1987 Stock Exchange 

	

1 31. 	
So the time has come to improve and simplify PEPs 

and give them a new lease of life. 

	

32. 	First, I propose to raise the annua 	t on the 

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

to £4,800. 
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33. Second, within that, I propose to raise 

substantially the amount that can be invested 	unit 

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

Moreover, the requirement that the amount invested in 

unit or investment trusts should not exceed one-quarter 

of 	otal amount invested in a PEP will be dropped, 

and 	ced simply by the requirement that, to qualify 

for inrstn t through a PEP\ a unit or investment trust 

must inv 	lly or mainly in UK equities. 

34. 

PEP. I propose that investors should also be permitted 

to place directly into a PEP shares obtained by 

subscribing to new quity issues, including 

privatisation issues. 

35. 	Finally, I propose t. 	a number of important 

simplifications to the PEP ru ep so as to make the 

scheme more flexihlp, better directed tc the needs of 

small and new investors, and cheaper to adffinister. 

36. 	I am confident that the change 	I have 

announced today will enable personal -,t plans to 

play an important part in stimulatinc 	idual 
7-------  

ownership of British'equity in the years ahead. 
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tiPA 
concerned that current tax law may be 	ting the 

development of employee share ownership plan 

known as ESOPs. These are distinguished fro 

approved employee share schemes by the fact that 

Third, a number of my Hon. F have been 

erwise 

ary 
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37. 	I also have a number of improvements to announce 

specifically designed to encourage employee share 

ownership. 

It is a striking fact that the number of approved 

em 	share schemes has risen from a mere 30 in 1979 

to 	1,600 today, involving (C COt', 	companies and 

benefi ng ome 13/4 million employees. At present the 

annual ii 	on the value of shares which can be given 

Encome tax 	to employees / under all-employee 

profit-sharing 	mes are £1,250 or 10 per cent of 

salary up to a ceiling of £5,000. I propcse to raise 

these limits to £2,000 and £6,000 respectively. 

Second, I prop 	increase the monthly limit 
cm 	 0 

rior contributions to all- ployee save-as-you-earn share 

c.2)
option schemes from £100 	, and at the same time 

cent. 

to double the maximum discoun from market value at 

which options may be granted from 10 per cent to 20 per 
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benefits can flow from 

y and success. The same 
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use a wider variety of finance, acquire mcre shares and 

tend to operate on a longer timescale. 	I propose to 

make it clear that companies' contributions to ESOPs 

qualify for corporation tax relief, provided they meet 

certain requirements designed to ensure that the 

em 	s acquire direct ownership of the shares within 

a re 	le time. I hope that this will encourage more 

Britis co anies, particularly in the unquoted sector, 

to consi 	ting up ESOPs. 

have no doubt 

ith employee share ownership schemes 

that it helps to improve company 

performance, by giving the workforce a direct personal 

This was one of the r6> 	why)in my 1987 Budget, 

I introduced a tax relief to courage its development. 

I have some improvements to make to this suheme, too. 

First, as I have previously an 	, I propose 

to abolish the restriction that, to qua 

relief, profit-related pay must equal 

cent of total pay. Second, I propose to rais 

on the annual amount of profit-related pay 

attract relief from £3,000 to £4,000. 

r the tax 

St 5 per 

limit 

1, 
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144. 

the profits of the whole company or group for their 

Third, I propose to enable employers to set up 

schemes for headquarters and other central units using 

profit calculations.frAnd fourth, to help share schemes 

an 	s as well as profit related pay, I propose 
tO 

	

	 NAAAJ 
he material interest rules which ,le6 at present 

unneces r 	exclude employees from their schemes where 

they air dnefit from a trust set up fcr employees. 

45. Taken the package of measures I have 

announced to encourage wider share ownership in general, 

and employee share ownership in particular, will help to 

ensure that the idea of 	hare-owning demccracy becomes 

ever more entrenched 	part of the Eritish way of 

life. 

I now turn to life assur ce. 

The tax regime for life assurance is sui generis. 

The present system dates back to the F 	orld War and 

has developed over the years in a piece 	, leading 

to a state of affairs in which the inci 	f tax is 

extremely uneven, with some successful 1 	fices 

paying no tax at all. 
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48. 	There is clearly a powerful case for reform, with 

a view to securing a tax regime which is mcre equitable 

both within the industry and as between life assurance 

and most other forms of savings. Accordingly, last July 

the Inland Revenue issued with my authority a major 

co 	tive document on the taxation of life assurance. 

49. 	Sncthen, I have considered very carefully the 

represen 	the industry has made, and taken full 

account boti 	changes to the regulation of life 

assurance pro 	by the Securities and Investment 

Board under the Financial Services Act and the prospects 

for increased competition within the European Community 

after 1992. In the li 	of these factors, I have 

decided not to proce 	th the more radical reforms 
0 

canvassed in the consulta ve document. But I do have a 

number of important chan 	propose, based for the 

most part on the general tax reform  principle of seeking 

lower rates on a broAder base. 

50. 	First, many life offices run 	ion business 

alongside their life assurance business 	they are 

not required to keep the two businesses ca 	fol.-  tax 

purposes. This enables them to set the 	ieved 

expenses of the pensions business against the i 	and 

gains of their life business, thus giving their 
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Drofits unduly favourable tax treatment. I propose to 

end this anomaly. 

51. This change, which will come into force on 

1 January 1990, will yield £155 million in 1990-91. The 

re 	r of the changes I have to propose constitute a 

broa 	balanced package which, because of the 

transi 	provisions, will reduce the taxation of 

life assu 	In 1990-91 by some £110 million. 

the expenses incurred by life 

offices in attracting new business should continue to be 

fully deductible for tax purposes from the income and 

gains of life funds, bu -aread over a period of seven 

years rather than bein 'ed9çtible immediately, as now. 

To give the industry time %o adjust, this change will be 

phased in gradually over 	t four years, starting 

on 1 January, 1990. 

53. There Are certain other, even mcre technical 

matters raised in the consultative d 

require further discussion with the in 

legislative changes on these issues wil 

for next year's Finance Bill. 

t which will 

and any 

to wait 
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54. 	But I can say here and now that I prcpose, as from 

1 January 1990, to abolish Life Assurance Premium Duty. 

And I also propose, from the same date, tc reduce the 

bkr. 
rate of tax payable on the income and gains of life 

offices, which at present stands at 35 per cent on 

un 	d investment income and 30 per cert on realised 

taxation of 	ssurance will be a cost et £20 million 

in 1989-90 an 	y eld of £45 million in 1990-91, rising 

somewhat in subsequent years. 

But above all it provide a more efficient and 

equitable tax regime f 	his most important industry. 

Later this year, UK 	sts will be able to 

compete freely in Europe and T..11 face competition from 

analogous Cnmmunity invcstment schemes here. 	At 

present, trusts investing in gilts or bonds face a tax 

disadvantage. They pay corporation t 

on their income but can pass on a c 

basic rate to their investor. So I prop 

1 January 1990, as for life assurance 

35 per cent 

f only the 

at from 

CO the 

corporation tax rate on unit trusts that ccme 	1jthe 

new European Community rules will be equal to the 
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rate of income tax. Their investors will then get full 

credit for all the tax the trusts pay. 

58. 	I now turn to pensions. 

59 	all forms of savings, the most favourable tax 

treaiç 	is that accorded to pension schemes. This is 

necessa 	ircumscribed by Inland Revenue rules. 

But 	esult, tax law has effectively come to 

set a limit on verall pension someone can receive. 

This is neither desirable nor necessary. Pccordingly, I 

propose to remove the obstacles in the way of employers 

setting up pension sche 	to provide benefits above the 

tax limits. Such "top- 	emes will carry no limit 

on benefits whatsoever,t, equally, will have no tax 

privileges. Thus, employerP 	henceforth be free to 

provide whatever pensions pack ,e they believe necessary 

to recruit and reward their employees. 

This change enables me to d 	ith another 

anomaly in the existing tax relief 	pensions; 

namely that there is no limit to them at 	in cash 

terms: 	the higher an individual's salary, 	eater 

the pension they can have, and the more tay re 	hat 

goes with it. 	Of course, someone who receives 

17 
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high salary will expect a good pension. But given that 

one Aan's tax relief is another man's tax increase, and 

in the light of the income tax reforms I introduced last 

year, it is hard to justify a state of affairs in which 

the tax advantages of pension provision are effectively 

av 	le with no upper limit whatever. 

62. 	 g as the limits on tax relief effectively 

constral 	otal pension provision, it was not 

practicabl 	void this result. But dealing with the 

.1)-14 first anomal 	it possible to act on the second. 

63. 	I therefore propose to set a limit on the pensions 

which may be paid om tax-approved occupational 

schemes, based on earn 	of £60,000 a year. 	I have 
V) 

deliberately set the cei14g at a level which will leave 

the vast majority of employ 	ffected, and it will 

be subject to annual uprat 	in line with inflation. 
0 

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 	

Q 

£90,000 ml be commuted 	

° for a tax-free lump sum. 

64. 	The new ceiling will apply only to p 

set up, or to new members joining existing sc 

or after today. And, as I have already said, th 

chemes 

on 

1 
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now be complete freedom to provide benefits above the 

Inland Revenue limits, though withcut the tax 

advantages. 

The introduction of this ceiling on tax relief 

ables me to simplify and improve the rules for 

the 	ty of pension scheme members, in particular to 

imprové(€heJconditions under which people can take early 

retiremen . 

I also p6Se to simplify very substantially the 

rules concerning additional voluntary contributions or 

AVCs. In particular, the present requirements for free 

standing AVCs place 	eavy administrative burden on 

employers at the point 	ren employee wants to start 

paying AVCs. 	In futuré the necessary checks will be 

greatly reduced. In many 

to be involved at all. 

ployers will not need 

Furthermore, if AVC investments perfcrm very well, 

al 

occupational pensions may at present h 

to keep total benefits within the pe 

propose that in future any surplus AVC fun 

returned to employees, subject to a special 

This will remove the penalty on good 	 ent 

performance. 
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68. 	These changes should give a further impetus to 

saving through AVCs. 

The most important development in the pensions 

fi 	in recent years has undoubtedly been the 

int 	on and success of personal pensions. 	Since 

July 	year, a million people have already taken 

advantag 	he new flexibility and opportunities these 

offer. 	 two proposals today to make personal 

pensions sti 	attractive. 

First, I propose to make it easier fcr people in 

personal pension sch es to manage their own 

investments. In gene 	pension savings have been 

highly institutionalise 	There has been little 

opportunity for scheme memb4r 	be invclved in the 

investment decisions taken 	their behalf. 	I now 

propose to remove the obstacles to greater individual 

involvement in personal pension plans. 

71. 	second, 1 propose to increase 

annual limits, as a percentage of 

contributions to personal pensions for thos 

tially the 

gs, on 

35 and 

f*  

over. This will be of particular value to tho 	14ing  

their own business, who are often unable 
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contributions until later on in their working life. 	It 

will also improve the position of personal pensions in 

relation to occupational schemes. The new limits will 

be subject to an overall cash ceiling based on earnings 

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

occjLonal pensions, and similarly indexed. 

72. 	e reforms build on, and complete, the pension 

measures 	oduced in my 1987 Budget. They represent 

for the first time a reasonable limit on the tax relief 

available to any individual. They should give a boost, 

in particular, to say 	through personal pensions and 

through AVCs. 

73. 	The proposals I have d for personal equity 

plans, for life assurance an or pensions amount to a 

i
significant further

t 
measure of tax refo 

the fiejinf the taxation of saving. 

this time in 

74. But it should not be overloo 

far-reaching reform which I announced 

Budget, to come into effect in April 1990, 

an even more marked effect in encouraging the 

personal saving. 

a more 

year's 

I have 

of 
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As the House knows Her Majest 

obliged to implement the European Court' 

certain of our zero rates of VAT on 

business, notably on non-residential construc 

not lawful. This derives from the 

(!)ernment are 

() 

ent that 

es to 

are 
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75. 	I refer, of course, to Indepenr4ent Taxation. For 

there can be little doubt that one of the greatest 

disincentives to saving in the present tax system is the 

treatment of the savings of married women. At present a 

wifeg income from savings has to be disclosed to her 

d taxed at his marginal rate. 	Independent 

Taxat1 	11 change all that. In particular, those 

married 	who have little or no earnings will in 

future b 	to set their personal allcwance against 

their saving 	. Independent Taxation is a major 

reform. 	Preparations are well in hand for its 

introduction in April next year, and three new leaflets 
0...rf A41.3 

have just become availa le from Inland Revenue offices 

to explain all the mai 	ures of the new system. 

TAXES ON SPENDING 

I now turn to taxes on personal income and 

spending. 
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interpretation of the Community's Sixth VAT directive to 

which the UK agreed in 1977. The necessary changes will 

be introduced in this year's Finance Bill, and draft 

clause have already been published. 

78 	implementing the judgement I have sought to do 

as 	kas possible to minimise the burden. From 
/14t 

1 Apr 	 will A be payable in respect of kl2.1:7 

non-resi 	1 construction unless carried out under a 

contract 	into before the court ruling. And from 

1 August lan will have the option to tax rents, 

which mean that in most cases no extra VAT will be paid 

from the public sector, whic 

account in the Public Expenditure plans already 

announced. 

80. 	VAT will not be payable until 	90 on water 

for industry or on fuel and power - and 	only on 

business users above a specified thresh 	rivate 

households will remain zero rated. 

23 

7/ 	

a all. 

79. These measures o mitigation will reduce the 

burden on the private 	r from £450 million to just 

£35 million in the firs ear rising to £110 million in 

a full year. There will a 	Da yield of Exyz million 

s been fully taken into 
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81. I have been particularly concerned about the 

impact of the European Court's ruling on charities. 

Unfortunately charities' business activities cannot 

lawfully be shielded from the effects of the ruling but 

I have been able to retain zero-rates for construction, 

fuel and power for all charities' non-business 

act 	and for most non-residential accommodation 

such 	ld people's homes, students hostels and 

hospices 	1 as churches. 

, 	- 
ial circumstanceST)I have considered 

whether there is anything further I can sensibly do to 

assist charities with their VAT bills/. 	Accordingly, I 

propose to relieve 	ties from VAT on fund raising 

events, on sterilising 	ent for medical use, and on 

classified advertising. 

I also propose to relie9> from car tax cars leased 

to the disabled. 	(Add, if possih1P, 	statistics on 

benefit to individual.] 

But in general, I continue to ive that the 

best way of helping charitable causes th 

system is by directly encouraging the act 

giving. The Payroll Giving Scheme, which I 

in my 1986 Budget, has been growing steadily. 

24 
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3,400 schemes have now been set up, and over 100,000 

employees are already participating, quite a few of them 

giving the full £240 annual limit. I now propose to 

double that limit to £480, or £40 a month. 

l0 

ut for the Payroll Giving Scheme to achieve its 

fu 	ential, it is clearly necessary for the 

charr 	hemselves, and others involved to mount a 
fLit 

major in 	on and marketing campaign atou it. I am 

particular 	d that my noble Friend, the 

Viscount Whi 	has agreed to become Chairman of the 

new Payroll Giving Association, which will co-ordinate 

efforts in this field. 

and the contribution of ordinary leaded petrol to this 

problem, is increasingly widely known. The government 

is committed to phasing out leaded p 	1 altogether, 

and in successive Budgets I have sought ist this. 

unleaded petrol in 1987, and increased it year. 

But although sales are undoubtedly rising O-Nded 

petrol still accounts for only some 5 per cent o 

N  

1 

<  
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petrol sales, even though two-thirds of the cars now on 

the road could use it, either without any adjustment or 

else with a conversion costing only some £20 or so. 

One of the problems is ignorance of the facts. 

Na 	orists do not realise that their cars can 

alre 	 unleaded petrol. Many others are unaware 

how moo 	he conversion cost is. Many are under the 

false im 	on that, if they do switch to unleaded 

petrol, the 	will no longer be able to use leaded 

petrol. Othe 	rongly imagine that their car's 

performance would suffel 	 were they to 

use unleaded fuel. 

It is clearly that these myths are 

rapidly dispelled. MeanwIte, I propose to take the 

opportunity of this Budget 	lease still further the 

tax differential in favour f unleaded petrol, by 

reducing the tax on it by nearly fourpence a gallon. If 

this reduction is fully passed on Lu Lhe customer - and 

I look to the oil companies to see tha 	s - it means 

that the price of unleaded petrol a 	ump will 

generally be some ninepence a gallon, 	opcnce a 

litre, cheaper than four star leaded petrol. 	q.  will 

be one of the most substantial differentials b 	the 
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price of leaded and unleaded petrol within the European 

Community. 

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

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

a gallon, so that the pump Frice of these 

grad 	il be as high as that of four star. 	This 

should en urage garages to phase out twc star petrol, 

which is 	4. down to about 6 per cent cf the total 

market, th 	bling them to switch stcrage capacity 

and in some ca 	pump, too, to unleaded petrol - 

quite apart from the incentive to the remaining two-star 

users to switch to unleaded fuel. 

I am confident 	the duty changes I have 

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

evening, will help to lead  -P 	rked increased in the 

use of unleaded petrol over th next twelve months. 

They will of course also lead to a lcss of revenue 

of some £40 million in 1989-90. 	I p 

this from Vehicle Excise Duty. A the p 

or a coach has to have 66 seats before it 

in Vehicle Excise Duty as a family car. 

to recoup 

time a bus 

as much 

se to 

rectify this anomaly by increasing the tax rat 	his 
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7., 

I also propose to increase the rates of duty for the 

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

equal footing with articulated lorries. 	These changes 

will also simplify the system, reducing the number of 

separate rates of Vehicle Excise Duty from 220 to 70. 

hve no further changes to propose this year in 

the rai excise duty. 

Nor do I propose any change this year to either 

the basic or higher rate of income tax. 

95. 	Since I aligned es of income and capital 
0 

gains tax in last year's udget, it follows that I also 

propose no change this year 	e capital gains tax 

rates. 	However, I do have a few chances to capital 
0 

gains tax to propose. 

96. With the advent of independe 	xation from 

April 1990, 	married women will ac 

capital gains tax threshold, so that a 

will enjoy two such exemptions. In the lich 

propose to maintain the capital gains tax thr 

£5,000 for 1989-90. 

their own 

couple 

is, I 

t 
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Second, I propose to abolish the gereral holdover 

relief for gifts. 

This was rightly introduced by my predecessor in 

19 	hen there was still capital transfer tax on 

life 	ifts, in order to avoid a form of double 

taxati 	t the tax on lifetime giving has since been 

abolishe 	the relief is increasingly used as a 

simple f 	x avoidance. 

But while the general holdover relief will go, I 

propose to retain it for gifts of business, farm and 

heritage assets, and 	for all gifts to charities. 

And of course gifts 

continue to be exempt. 

een husband and wife will 

In the case of gifts of • sonal belcngings, these 

benefit from chattels reliPf, under which any itemb 

worth less than £3000 on disposal are entirely exempt 

I:2 

exemption limit for capital gains t_a;c1t 

from capital gains tax. I propose to d 	the chattels 

101. The last of these three capital 

proposals is to change the tax treatment 

bonds so as to simplify the tax rules and prevent a 
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of yield by the use of indexation to create losses and 

the conversion of income into capital gains. 

102. To return to income tax, I propose to raise all 

the main income tax thresholds and allowances by the 

St 

Thus 

£2,785, 

£280 to 

£1,400 t 

indexation factor of 6.8 per cent, rounded up. 

ingle person's allowance will rise by £180 to 

the married man's allowance will rise by 

The basic rate limit will rise by 

The single age allowance will rise by £220 to 

£3,400, and the married age allowance by £350 to £5,385. 

The higher level of 	llowance will rise by £230 to 

£3540 for a single per 	ad by £360 to £5565 for a 

married couple. 

I propose a number o measures to help the 

elderly. In 19R7 T introduced a new higher age 

allowance, for those over 80. I now propose to extend 

this to all aged 75 and over. 	Th 	11 take an 

additional 15,000 elderly single p  • 	d married 

couples out of tax altogether. 	2L a result., 

three quarters of all those over 75 will n. liable 

to income tax at all. 

30 
BUDGET SECRET 

BUDGET LIST ONLY 
NOT TO BE COPIED 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED . 

• 

 

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 



BUDGET SECRET 
	

NOT TO BE COPIED 
BUDGET LIST ONLY 

105. The income limit for the age allowance will rise 

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

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

allowance is withdrawn above this inccme limit. I 

propose that in future it should be withdrawn at the 

rar 	El of allowance for each £2 of income above the 

lim 	tead of the present withdrawal rate of E2 in 

every 	This means that the marginal tax rate for 

those In 4thdrawal band will be reduced to well 

below 40  -. 	-nt, thus meeting a lamge number of 

representati 	eceived last year. 

The Finance Bill will also include the provisions 

1 
to establish the new ta relief for the over 60s health 

insurance premiums, wh 	announced to the House in 

January, and which wi 	ake effect from April next 

Year 
a cost of £40 millv 	1990-91. 

I have one further change to make to help 

pensioners. 	Under the earnings rule, any pensioner who 

decides to continue to work after reachi 

retirement age has his or her pensio 

of 50 per cent on every £1 earned between 

week, rising to 100 per cent for every f 

£79 a week. 

the statutory 

d at a rate 

d £79 a 

d over 
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of course, remain entirely free to 

continue to earn a higher pension in re 

112. I am sure the whole House will welco 

and will 

long 

overdue reform. 

12  
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108. The Manifesto on which we were first elected in 

1979 acknowledged that it was -,Trong to discourage people 

who wished to work beyond retirement age in this way, 

and pledged that we would phase out this earnings rule. 

10! hat is precisely what we shall do. 

My 

	

	Friend the Secretary of State for Social 41v4., 

Servic 	I have agreed that the pensioners' earnings 

rule sho 	abolished as from 2 October, the earliest 

practicabl 	 The necessary legislation will be 

included in 	ial Security Bill currently before 

the House. 

The cost t 	lic expenditure will be 

£125 million in 1989-9 	whçh will be entirely met from 
0 

the Reserve. 	But the 	cost of this measure will of 

.0 course be reduced by the Inc 	d income tax payable on 

increased pensions. 

Those who wish to defer taking their pension will, 
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113. If one were to adopt the so-called "duck test" now 

in vogue across the Atlantic, the pensioners' earnings 

rule would probably qualify as a tax, and I would now be 

able to claim to have abolished a sixth tax. But sound 

t 	nciples coupled with my innate modesty and 

natu ticence prevent me from doing so. 

NATIONAL I CONTRIBUTIONS A  
I have one further measure to propose. 

It has long b 	feature of the National 

Insurance system tha 	once people earn more than the 

lower earnings limit, whiin 1989-90 will be £43, they 

have to pay National Insural 	tributions at the same 

rate on the whole of their ea ings up to the upper 

earnings limit. There are currently thrcc different 

   

rates - 5 per cent and 7 per cent for those on low pay 

and the standard rate of 9 per cent, 

The two reduced rates, which I intro 	for both 

employers and employees in my 1985 Budget, c 	cost 

of employing the young and unskilled, 

unemployment was then high and rising, and .<‘t 

hom 

33  
BUDGET SECRET I NOT TO BE COPIED 

BUDGET LIST ONLY I 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 

• 

 

o 

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 



extra pay. 

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 

burden of national insurance contributions on the very 

low paid. But the highly desirable reduction in the 

steep step at the lower earnings limit was at the 

of two small steps further up the earnings 

This inevitably means that, at certain points on 

Insurance contributions thar they gain in 

expense 

scale. 

th 	me scale, people can still be worse off if they 

earn 	Their extra earnings take theff from a lower 

rate baa higher one, and they therefcre lose more 

in Nati 

117. In agreement with my Rt Hon Friend the Secretary 

of State for Social Security, I now propose to complete 

my 1985 reform. For ev 	ne who pays employee National 

Insurance contributio 	I propose to reduce to only 

2 per cent the rate of co ributions on earnings up to 

and including the lower 	gs limit. On earnings 

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

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

been set for 1989-90 at £325 d week. 

118. This will abolish altogether the 	which at 

present exist at earnings, for 1989-90, o 

a week. The step which has always existed 

earnings limit, where people first ccme 

National Insurance system, is the entry ticket 
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full array of contributory benefits. As Euch, it is an 

Aessential feature of the contributory principle. But my 

proposals will further reduce this step very 

considerably, to only 86 pence a week in 1589-90. 

11 	ere will be no change in the contributions 

paya 	employers. 

120. Thi- 	'orm will significantly reduce the burden 

of employee 	lonal Insurance contributions across 

the board. 	the lowest paid, that burden is now 

heavier than the burden of income tax. This is the most 

effective measure I can take to lighten it. For 

everyone on half averag 	rnings or more, the reform 

will leave them £3 a 	njpre of their cwn money; and 
0 

most of the benefit will 	to those helow average 

earnings. 0 

121. The chances will take effect from 1 OctobeL, Lhe 

earliest practicable date. The uusL will be some 

El billion in 1989-90 and £2,800 	in 1990-91. 
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122. The total additional cost of all the measures in 

this Budget, on an indexed basis, is under £2 billion in 

1989-90 and £31/2  billion in 1990-91. 
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BUDGET STATEMENT: TAX SECTION 

The Chancellor was most grateful to all those wh 	ented on 

last week's version of the tax section (my minute of 	ruary). 

• • 	I attach his latest version, with the amendments side- 

2. 	There are one or two specific points which you migh 

note. 
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The Chancellor has decided, on balance, not to 

include Keith, so the Financial Secretary may want to 

mention it in his speech. 

The Chancellor has also decided not to mention the 
*4  sultative document on swaps in the Budget speech. 

tP<I(.4 
deleted the bulk of what was formerly 

41 - the explanation of why other PEP 

moclimas had been ruled out - but he feels this 

pa 

might  4?,  ly be developed for defensive briefing. 

For the(4(‘  t he has retained a paragraph on deep 
discounted •onds, with the other CGT changes. 	But, 

depending on how he revises the first section of the 

speech, it is possible that these could be replaced 

by an allusion in a m e general section on COBO. 

3. 	He would be grateful if a her comments on this revise 

could reach me be close tomorrow, lisday 7 March. 

- 

MOIRA WAL 
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TAXPAYER CONFIDENTIALITY 

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

have one other change of a specific nature to announce. 

s the House knows, the new official secrets 

le 	n currently passing through Parliament is very 

much 	r in scope than the present Official Secrets 

Act. 	 cular, it does not cover information in 

the posses 	either the Inland Revenue or Customs & 

Excise conc ni the private affairs of specific 

taxpayers. 

I am sure that the whole House will agree that it 

is essential for taxpa 	nfidentiality to be properly 

protected. 	I therefore,. •.ose to introduce provisions 

ensure that it will 

continue to be a criminal 	ence for officials or 

former officials of either of -Se Revenue Eepartments to 

reveal information about the private affairs of a 

specific taxpayer. 

4. 	I would only add that the need for 

is in no sense a reflection on the probity 

of the members of those two Departments. Inde 

otection 

egrity 

fter 

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

opportunity to pay public tribute to the outstanding 

service I have consistently received from the officials 

of both Departments. 

BU 	TAXATION 

turn to taxation. 	As I have done on a 

number o 	lous occasions, I propose to divide this 

into thre 	d sections: the taxation of business, 

the taxation o 	ings, and the taxation of personal 

income and spending. 

First, taxes on b 	ess. 

Ever since the corp ation tax reform-  I introduced 

in 1984, the rate of c6z ion tax for small 

companies, defined for this pip6se as those with annual 

profits of less than £100,000, has been set at the hAsir 

rate of income tax, currently 25 per cent. 	Large 

companies, defined as those with profi 	
• 	

1/2 million 

or more, pay the main rate of corporat 	of 35 per 

cent, one of the lowest rates of tax on c 	profits 

in the world. 	Between £100,000 and 	1/2  t11.on the 
owe-role. 

Ceffeeti73 rate of tax gradually rises f 	to 

35 per cent. 

.5wM 

2 
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8. 	I propose to keep the small companies rate in line 

with the basic rate of income tax for 1969-90 and to 

leave the main corporation tax rate unchanged . But I 

propose to increase the small companies rate band 

su s 	tially, by 50 per cent. 

  

9. the letcwOccetwesrate 	will apply to 

   

companies9ç profits of under £150,000, and the 35 per 

cent rat 	1 only be reached at profits of 

E
3/4 million 	e changes will reduce the corporation 

tax burden for more than half of all those companies 

that do not already enjoy the benefit cf the small 

companies rate. 

40/7-0 

I propose to 	ease the VAT threshold to 

£23,600, the maximum permitte 	er European Community 

law. 

Fa4  e-1.4411LAPIALC S 

-4:14.43-& have to set the scales for the private use 

of company cars. This remains far and 	- y the most 

widespread benefit in kind. 	When 	led the car 

scales in last year's Budget, I made it c 

still left ;et significantly undertaxed. 

f 

V
melat this 
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ek32-s, 
	10 

tit ap 14- 

04, 

f
e,411.4.-clA 

s 1,-c-.4  • 

loyee's inevitable moving costs when he is 

to move house because of his job:7 

14. 	Over the years I have received 

representations from business complainirg 

NAA404.41.4r- 
tre1of 

the 
CET 
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12. 	Accordingly, I propose to increase the car scales 

by one third for 1989-90. The yield from this will be 

£160 million in 1989-90 and £200 millicn in 1990-91. 

There will be no change in the fuel scales. 

13 	ere is one further tightening in the gen a 

area 	employee benefits which I believe it 	ht to 

mak 	 is an extra statutory conces on which 

exempt 	come tax additional housin costs paid by 

an employe 	n existing employee r.veE to a higher 

cost area. 	1. s relief blunts t market forces which 

should be leading ployers to elocate ir lower cost 

areas, and I there re opose that it should be 

withdrawn. Anyone who 	moved, or entered into a 

commitment to move 	 will, however, continue 

to receive the r ref. A 	 time I propose to 

put on a pro .-r statutory fo the ore important and 

fully j 
	

ified extra statutoy conces ion exempting 

from .ax payments made by an employer o cover an 

long-standing tax treatment of foreign excha 	Ins 

and losses. I recognise that as business becomes o e 
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ipi•wer1 t0.444 

15. Finally, 	have two major simplifications to 

propose, both of which follow from the income tax 

docume 

scope f 

h explores those issues and examines the 

S t4,11.44241 

w2,c/Gd 	4(-.-i: 

S-e-e Cj 

U4 

accruals basis. 

17. 	This is still the-basis  of 

are 	on on PAYE. But for about half a million- 

ce-s no 

5 
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global this subject becomes increasingly important. 

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

intractable I have encountered. Certainly, there can be 

no question of any change in the present system until a 

number of crucial and complex issues have been 

sa i ctorily resolved. I have 

the 	d Revenue to publish 

therefore authorised 

today a consultative 

reforms I introduced last Budget. 

16. 	One of the many rable features of an income 

tax system with several h her rates was that since a 

taxpayer's marginal rate co.r.  1l be very different in 

\. 
different years, the question8fihich year income was 

e 	 t 

Lattribute033 made a great deal of difference.  56 Ter. 

rcmovc  the  scop' for- manipulatlon, 	the rule was  that 
11, 	CA.L 	r t 	• i 	• 

income wa-s taxed in the year to whie-1 ielatcd,  on an 
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fut 

princi 

18. 	The The reduction in 

40 per cent in last 

top rate of ircome tax to 

r's Budget also enables me to 
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rft ) 

!C 
year,t! which it /formally 

complication, with needless 

tax year is over. With only 

.tax, the potential for this abuce is,9pad. I therefore 

that income tax under Schedule E should in 

assessed on a receipts basis, with the simple 

at you pay the tax when you receive the 

income. 	ally, this will have a trarsitional cost 

£80 mil 	ut in the long term it will yield both 

extra revenu 	significant Inland Fevenue staff 

savings. 	 ib 	 teti, 
cdroi . 

• 
relates, it causes untold 

form 	-filling long after the 

ene higher rate of income 
21,140x4.4 

Ai 1--#tx rou1e4,  I-14W g/Pt-ii- 

	

make a major simplificatiTVof the tax treatment of that 	
kt 	or 

-sec-tion of-Lthe small bud'sector known as close 

companies - generally, unqu•O companies that are 

controlled by five or fewer people.  
sct 

LQ cAnke-4.4 

6A(-4 

19. 	The rules for the so-called 	ort ap 

some twenty pages of impenetrablePlet:r ent of close 

taking up 

These 

' 

rules are no longer needed and I propose bolish 

,, 	companies income are notoriously com \/\\ 

CiAtot-try-e7A-L1k,-(194(42.14/- 

6 

cfiecK.„ 	 he 

ft-0 . 

I believe that 
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small businesses, and particularly family businesses, 

will welcome this substantial simplificaticn. 

20. 	I do, however, have to guard against the avoidance 

of tax on investment income by channelling it through a 

controlled investment company. Any such company 

not distribute most of its profits and other 

income will therefore be taxed at 40 per 

t to the higher rate of inccme tax. 

TAXES ON SAVING 

I now turn to the 	ation of saving. 

The sharp decline i1he ratio of personal saving 

to personal incom ) ver the wo years in particula, 

has led to even more discussio than usual of the merits 

of providing greater tax incentives for personal saving. 

Certainly it is desirable 

medium-term, we generate as a nation a 

_41-glt enough to finance a high level of ii f4stInt. 

what matters an this contexi") is not perso 	avings 

.17C 

rtv r 11- 
	 But 

at/1-7,12 
alone, but, corporate savings,tietr, which are 	at 

historically high high levels, and public sector sav 

c 1 

whic 

invest 

cent, eq 

of saving 

over the 

	

7 	 
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27. Meanwhile, I have a number of spe 

measures to announce today to the same end. 

tax 
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1 

which have 

vurplus.  
---- 

of course been boosted by the move to budget 

Moreover, he 	irDthe personal saving ratipee 

net terms, that is to say 
010044t- it-403 444.4-4. itot he c aks,c.cot 

ving net of borrowing,/ has 	not eectrreel---becausek-r''' 
in4/ 	 4L 

ingeas—fall,ratherLII is-t-helfesult of the 

in personal borrowing. And the 

medy for that is to raise the cost of 

th it the return on saving, as we have 

pot,eA. ios is c, criwe 	. I _Lc.1^r. -4 	(^'); 	a...4,ciir  Le 1444-41j-eje_pc 

41-€ 
25. 	Above all, it 	Is bbenLial that tax reform is 

At.4   
	been in a me 	-term, even 

appropriate as an answer to 

c lical phenomena."1-ft----that, 

Government's 	y is clear. It is to 

strengthen and deepen opular witalism n Britain, by 

ise—eenree-measured in 
IV> 
Agr 

gros 

sharp nc 

appropri 

borrowing, 

ase 

done. 

40 elAccrv,,,4-09 e A  

60-v19-4'c' 9"14-, evt r•-e 4744" tHr7 - i 
I -ttima.saarlem It is wh 

et, r  
I Iritta---ar-e-I-EmHmmt-kerillo- 

4- 
-context,/ the 

P&T 
cerK.1-(7._0vc-fist- 
6-6 

"k61,4(5%..) 

C4 c744 

encouraging in partirular wider shaie ownership. 

26 . 	rivatisation of the wat 

industries is likely to provide a fur 

popular capitalism over the next two yearg 

electricity 

mpetus to 
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30. 	Since then, howe 
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28. 	Pe:sonal equity plans were first anncunced in my 

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

House knows, those who invest in these plans pay no 

further tax at all, either on the dividends they receive 

J 0.4) or 

ind 

the 

y capital gains they may (eventually Imake 
--„, 

here is no need for them to get involved with 

t'evenue at all. 

29. Pers 

with over a 

ity plans got off to a good start, 

of a million investors, many who had 

never owned 

£112  billion 

shares before, subscribing almost 

between them in 1987. 

kte4A, CrtAvod /47917 
the rate of growth has slowed 

McSJ 

 

down, not least as a resu of the changed climate in 

  

the equity market aliteel]thd> 

crash. 

er 1987 Stock Exchange 

elikft 014.12- et"-1>%"-L 

(A.44.0-04 ;.444444,-Akiv., 

Ck .1At i  44.4 tik4,4 

OA. 

1 
31. 	So the time has come to improve and simplify PEPs 

and give themXnew lcaoc 	of life. 

32. 	First, I propose to raise the annu 

overall amount that can be invested in a PE 

to £4,800. 

t on the 

£3,000 

9 
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33. Second, within that, I propose to raise 

substantially the amount that can be invested in unit 

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

Moreover, the requirement that the amount invested in 

unit or investment trusts should not exceed one-quarter 

of 	total amount invested in a PEP will be dropped, 

and 	ced simply by the requirement that, to qualify 

for In 	t through a PEPQ-.! unit or investment trust 

must inv 	olly or mainly in UK equities. 

• 

P.4. 	 147V".1  

1.7 S.  0 	i'YfeiOLA 

K2 	,44  

34. 

PEP. I propose that investors should also be permitted 

to place directly into a PEP shares obtained by 

subscribing to new quity issues, including 

privatisation issues. 

35. Finally, I propose a number of important 

simplifications to the PEP ru ,5s so as to make the 

scheme more flexible, better directed Le the needs of 

small and new investors, and cheaper to adrinister. 

[Psi 
d•-tr 1-4,1-e 

36. 	I am confident that the chang 	.t I have 

announced today will enable personal 	plans to 

play an important part in stimulating 	vidualj 

ownership of British .equit— in the years ahead. 

„ 

#19- 	eflotA'n 

10 
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known as ESOPs. These are distinguished fro 

approved employee share schemes by the fact that 

ary 

11  
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37. 	I also have a number of improvements to announce 

specifically designed to encourge employee share 

ownership. 

ott's0.44400.-tj 
1^- -fct 

(46%4 
ca , 

tO 	t;...i-ct. is 

46 

It 
38. 	It is a striking fact that the number of approved 

em 	share schemes has risen from a mere 30 in 1979 

1,600 today, [involving IC,  (CO companiesj  

k 	

e- 
benefi 	me 13/4 million employees. At present the 

[- 

annual 	on the value of shares which can be given 

income t 	 to emplo : yees:1 under all-employee 

profit-sharing c emes are £1,250 or 10 per cent of 

and £6,000 respectively. 

r
39. 	Second, I prop 	increase the monthly limit 

fo:gcontributions to all- ployee save-as-you-earn share 

option schemes from £100 2 	and at the same time 

to double the maximum discoun from market value at 
0 

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

cent. 

40. 	Third, a number of my Hon. Fr1S  have been 

l).concerned that current tax law may b  /fii  ting the 

development of employee share ownership plan 	erwise 

salary up to a ceiling 

thesellimits to £2,000 

of £5,000. I propcse to raise 

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED . 

• 

 

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 

use a wider variety of finance, acquire mcre share9 and 

tend to operate on a longer timescale. 	-r propose to 

make it clear that companies' contributions to ESOPs 

,6  

have no doubt that 4,4= helps to improve company 

performance, by giving the workforce a direct personal 

interest in .kts profita and success. The same 

benefits can (flow from 
L 

42. 	This was one of the 

related pay. 

why)in my 1987 Budget, 

dit4t,  
mAkc moavvif 
rcm3 	4. 

tivi4 $4 	- 

I 'iv, 6 attve 
V I;) 

qualify 

certain 

em 

a re 

Britis 

to consi 

for corporation tax relief, provided they meet 

requirements designed to ensure that the 

s acquire direct ownership of the shares within 

le time. I hope that this will encourage more 

nies, particularly in the unquoted sector, 

ting up ESOPs. 

41. Those ith employee share ownership schemes 

I introduced a tax relief to ecourage its development. 

I have somP improvcments Lo make to this scheme, too. 

crtt 4 vitwed 
AA 4kutset 	ke- 

krK kit 
tAAA LA- ell el( rat-F/61 

rrefeir  

WACA.01/1/ 

43. 	First, as I have previously an 	d I propose 

to abolish the restriction that, to qual 
11.&--(-76.-t3 

	 the tax 

relief, pro f t - re 1 ated pay mustz_equir 
	

St 5 per 

cent of total pay. Second, I propose to rai 
	

limit 

on the annual amount of profit-related pay b1,can 

attract relief from £3,000 to £4,000. 

12 
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ts 
r  

4.- 	t" 	14,% .1-44 	(41rea4 

tAA-a_ 	(EL 
Iv 01 ti•tar-el 

47. 	The tax regime for life assurance is 

The present system dates back to the F 

has developed over the years in a piece 

sui generis. 

arid War and 

y, leading 

f tax is 

fices 

6 	4.4.1 
rk,-47.-eu - 

fv--AL-e.4 LA.j 0 
ow-A.-ricA40441 7  

13 

to a state of affairs in which the inci 

extremely uneven with some successful 

paying no tax at all. 

10 14445ait PLP 

Twit, I emit OtAit- 
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44. 	Third, I propose to enable employers to set up 

schemes for headquarters and other central units using 

the profits of the whole company or group for their 

profit calculationslAnd fourth, to help share schemes 

14'1 74'  
11.4i's as well as profit related pay, I propose 

‘ . 
Ivio,ke. he  

, 	, 	, 
)4,iitt 

: f‘ -. 	• 	material interest rules which,b4 at present 

unnece 
cleal. 

they/air 	nefit from a trust set up fcr employees. 

the package of measures I have 

encourage wider share ownership in general, 
pAhlAtaa., ) 

share owners ip In particular, will help to 

an 
tas 

y exclude employees fromtthc4r schemes where 

45. Taken 

announced to 

and employee 

ensure that the idea of 	hare-owning demccracy becomes 

ever more entrenched 	part of the Eritish way of 

life. 

C tiAa ke 	3 
46. 	I now turn to life assu 	e. 
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trA. ,c-te FS T/ 	kev.et 
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of) rkme FAthvi ) I li-met A,t4dL el 

-444 het4 &44-  t-144-1)ii L;) 
vvu tht 	kvilykthey e 

re4-04114,5 Vt4tki;ki, 

e5(.1tl slew tht ire ) 

;144.cit 1-PY tt.ts iteuvik 
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48. 	There is clearly a powerful case for[;eform, with 

a view to securirja tax regime which is mcre equitable 

both within the industry and as between life assurance 

and most other forms of savings. Accordincly, last JAI-1y 

kiP fere) dovto 

t r it 

CA.A4-04) 
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the Inland Revenue issued with my authority a major 

co 	tive document on the taxation of life assurance. 

49. 

represent 

account bot 

assurance pro 

Ebc then, I have considered very carefully the 
the industry has made, and taken full 

e changes to the regulation of life 

by the Securities and Investment 

Board under the Financial Services Act and the prospects 

for increased competition within the European Community 

after 1992. In the l' 	of these factors, I have  

decided not to proce 	*th the more radical reformX 

canvassed in the consultatXve document. But I do have a 

number of important chan 	propose, based for the 

most part on the general tax r orm principle of seeking 

lower rates on a broader hase. 

_c (GV4AI 

GAtAi 
	x 

X 	50. 	First, many life offices run 
	 0 

/I alongside their lifelbuLauuqbusiness, 

not required to keep the two businesses 

purposes. This enables them tcD set the 
L- 

expenses of the pension A business against the 

ion business 

they are 

for tax 

leved 

and 
/IN  ovve 
k v.  

shviotoO`nilla44 

-114 ,S I+VW 
?0-4 6141-4 	t  -\ 

Kefl" OVWF11-ra?aCiirti-
(10 044 Ottef 

>I JAmet,,191-44itvi-r_lt?- 

14 
NOT TO BE COPIED 

gains of their life business, thus giving their 

BUDGET SECRET 
BUDGET LIST ONLY 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 

  

pot" 

Th4- re-/WA-Wei da.4( ei tk 

(FM-O4.1 	1 hmer, 
Ihq7)0-6>eCrk 	k Aat-41e- 

OW M W. 	ker4rit41/1j ktatikm4 
OVVr Nvw 	PAA-k 
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ot. PI,144444e  
tta,Lz:  

10 

ALR-ree 

y 

u(1 

5  f v..,I•t$ 

;et. IIVA6 

OrlrakiiC 

52. I pro 

matters raised in the consultative doc 

require further discussion with the 

legislative changes on these issues wi 

for next year's Finance Bill. 

15 

nt which will 

and any 

to wait 

profits unduly favourable tax treatment.CI propose to 

14e 0 end this anomaly....; et 	1.4_401  
P^-41-4"14A-4-.: Art4J11^44-sk LA 

C4-1) 	 C-1.-4 I ie. i#•- 0  1010..-AJ Nolo',  4- 	tre_ 

51. This change, which will come into force on 
sti.-44(rD 

1 January 1990, will yieldig155]million in 1990-91. Eithe 

reirer of the changes I have to propose constitute a 

brO1/441  z i(0‘  balanced package which, because of the 

trans 	provisions, will reduce the taxation of 

life asj in 1990-91 by some £110 million. 
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hat the expenses incurred by life 

offices in attracting new business should continue to be 

fully deductible for tax purposes from the income and 
5kPwlk vk flwilkee 
read over a period of seven gains of life funds, b 

E: years rather than bal. 

To give the industry tim 

phased in gradually over 

on 1 January, 1990. 

ductible immediately, as now( 

adjust, this change will be 

CIEt four years, starting 

 

VtliPtov 

53. 	There are certain other, Levenjmcre technical 
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un d investment income and 30 per cert on realised 

disadvantage. They pay corporation 

1990, as 

on their 

basic rate to their investor. 

1 January 

NOT TO BE COPIED BUDGET SkRET 
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But I can say here and now that I pruose, as from 

1 January 1990, to abolish Life Assurance 	Duty. 

And I also propose, from the same date, tc reduce the 
e JO- 

rate of tax payable on 	income and gainsgf life 
- 

offices,i which at present stands at 35 per cent on 

capi 	ins, to the basic rate of income tax. 

0-14..ilkia.St V*1(1445 
evenue effect of Ethis reforni7 of the Th 

taxation o 	ssurance will be a cost cf £20 million 

in 1989-90 and< 	eld of £45 million in 1990-91,gising 

somewhat in subsequent yearsj 

1 

provide a more efficient and 

most important industry. 

57. 	Later this year, UK un 	sts will be able to 

compete freely in Europe and vi,11 face competition from 

Community invostmcnt schemes here. Lt 

bords face a tax 

ta 	35 per cent 

trusts investing in gilts or 

corporation tax rate on unit trusts that ccme 

new European Community rules will be equal to the 

income but can pass on a cr 

SIDI propos 

for life assurance co 

from 

the 

the 

f only the 

analogous 

present, 

pQ  we Keeot 1,1 
561,t,j11.4;w1 The 
tKr t-trfoce vvirk-
pi" 51 1%) 0APPE .  

ol4Th (IAA- 

S 9 tAa.-1-e-

ck.eic . 

ER Pc/ 
E-kgs cst:etj 

Lt44-.s 

 Butlabove all it 

equitable tax regime f 

- , L  
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60. 	B 

set a limit 

result, tax law has effectively come to 

overall pension someone can receive. 
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rate of income tax. Their investors will then get full 

credit for all thei ax the 
L) 	

trusts paL 

CA.,1 46tcif 
I now turn to pensions. 	 le,skol 

pe,...ixs 51 -KS, 61.4'6-4  
McIfti SA44.4 .11,^4J-Eii4-4, 616.4 	p 

cs-vA -to tdr.4.4_ 1.4 14.0.4k.A% 
r 	all forms of savings, the most favourable taX4-4)\--1  

tre 

neces ncircumscribed by Inland Revenue rules. 

This is neither desirable nor necessary. Pccordingly, I 

propose to remove the obstacles in the way of employers 

setting up pension scheme to provide benefits above the 

tax limits. Such "top 	chemes will carry no limit 

on benefits whatsoever 	equally, will have no tax 

privileges. Thus, employe 	henceforth be free to 

provide whatever pensions pac 	they believe necessary 

to recruit and reward their empiOyees. 

is that accorded to pension schemes. This is 

61. This change enables me to dea with another 

APanomaly in the existing tax relie'-  01,  pensions; 
N 

namely that there is no limit to them at  =0 	in cash 

terms: 	the higher an individual's)salary 	reater 

the pensio /1-1-1-4can have, and the more tay re 	that 

goes with it. 	Of course, someone who receive 

N/  L'L.z 	? 
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e with no upper limit whatever. 

as the limits on tax relief effectively 

constrai 
	

tal pension provision, it was not 

av 

62. 
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high salary will expect a good pension. But given that 
El 

one man's tax relief is another man's tax increase, and 

in the light of the income tax reforms I introduced last 

year, it is hard to justify a state of affairs in which 

the tax advantages of pension provision are effectively 

  

   

practicabl 	void this result. But dealing with the 

first anomaly 	it possible to act on the second. 

M cS  

63. 	I therefore propose to set a limit sn t e penisi ns 
a4,0 	0/ 6 

tax-approvedoLoccupational 

£60,000 a year. 	I have 

at a level which will leave 
al- U.-42, 1,4 11444-if 

ffecte and it will 

in line with inflation. 

H 

ePc. aAtpt..ed 

be subject 

which may be paid 

schemes, based on/ear 

deliberately set the ceil 

the vast majority of 

to annual uprati 

It will still be possible for 	tax-approved 

occupational schPme to pay a pension ot as much as 

£40,000 a year, of which up to £90,000 

for a tax-free lump sum. 

be commutPd 

64. 	The new ceiling will apply only to pen 

set up, or to new -Members joining existing sc 
/ 

or after....a.dgrir. And, as I have already said, the 

hemes 

on 

1 
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now be complete freedom to provide benefits above the 

Inland Revenue limits, though withcut the tax 
r 1 

advantages. 4/.,d  60-4 hal 104 Cov,o'J'itilLAn 041  AN-114-11, ttne 
6,4` ttA.,s6,xiTyV 

4-X4•41,4) 	
U.S.14PC4 	 ,c-1;luts,j24 

Ot-e•va0P14,444Zis /Pi fivfl'Ide 
Vetire 	 Ot4A-ty_ fparo-e he_ 	it 4.47'04..4 4,0 fke, nett • 

65. 	The introduction of this ceiling an tax relief 

al -iables me to simplify and improve the rules for 

the ity of pension scheme members, in particular to 

improve h conditions under which people can take early 

retireme 

66. 	I also p 	to simplify very substantiplly the 
filet 4-C 	44A-1-12 

rules concerning additional voluntary contributions br 
A4 tt4A4 tUMet 44 C0444 k44rnevetv 

AVC. In particular, the present requirements for free 

standing AVCs place eavy administrative burden on 

employersEi the point re an employee wants to start 
0 

paying AVC. 	In futur thetecessary check€1 will be 

greatly reduced. In many cpployers will not need 

to be involved at all. 

67. 	Furthermore, if AVC investments perfcrm very well, 

occupational pensions may at present h 	be reduced 

to keep total benefits within the p 

propose that in future any surplus AVC fun 

returned to employees, subject to a special 

This will remove the penalty on good 

performance. 

limits. I 

ould be 

arge. 

ent 
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69. 

fi 	in recent 

intr 	on and 

July 1 St 	ear, 

advantage 

offer. 

pensions still 

rj 

jute (Mau 

68. 	The--- changes should give a furtl-er impetus to 

saving through AVCs. 

The most important development in the pensions 

years has undoubtedly been the 

success of personal pensions. 	Since 

a million people have already taken 

e new flexibility and opportunities these 

two proposals today to make personal 

attractive. 

ILPC 
Cv.t, 

First, I propose to make it easier fcr people in 

personal pension sc s to manage their own 

investments. pn gener 

	

	nsion savings have been 
0 

highly institutionalise& 	There has been little 

opportunity for scheme memb2i 	be invclved in the 

investment decisions taken oa, their behalf. 	I now 

propose to remove the obstacles to greater individual 

7 

------........------ 

... 
involvPment in personal pension pldn/s. 

Second, I propose to increase s 

annual limits, as a percentage of 

contributions to personal pensions for those 

overj This will be of particular value to tho 

their own business, who are often unable to 

tially the 

on 

5 and 
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flexibility 

for the first time 
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contributions until later on in their woéking life. 	It 

will also improve the position of personal pensions in 

<1 relation to occupational schemes. The new limits will be subject to an overall cash ceiling based on earnings 

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

ociional pensions, and similarly indexed. 

v/Aitcs 
‘,/ 

72. Thés reforms build on, and complete, the pension 

measures 	oduced in my 1987 Budget. They represent 

a signifl 	deregulation which will allow more 

ber of circumstances while setting 

a reasonableLlimit on the tax relief 

available to any individual. They should give a boost, 

in particular, to sav 	through personal pensions and 

through AVCs. 

73. 	The proposals I have 	d for personal equity 
e7, 

plans, for life assurance an for pensions amount to a 
0 

frA significant furtherfmeasure of tax reform,Elis time in 

the field of the taxation of saving. 

"I • t-ltd_ IbW1-1 

1
1.11 - fv-ac'e 

74. But it should not be overlolib 

Budget, to come into effect in April 1990, 

an even or marked effect in encouraging the 	of 

personal saving. 

far-reaching reform which I announced - 

a more 

year's 

1 have 
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their savings 

reform. 	Preparations 

from Inland Revenue offices 

at res of the new system. 
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75. 	I refer, of course. to Independent Taxation. For 

there can be little doubt that one of the greatest 

disincentives to saving in the present tax system is the 

treatment of the savings of married women. At present a 

wi 	income from savings has to be disclosed to her 

hush. 	taxed at his marginal rate. 	Independent 

Taxati 	11 change all that. In particular, those 

married 	ho have little or no earnings will in 
trt".511 	 S-Ct k 

future 	 their personal allcwance against 
14. AAR_ 

Independent Taxation is a major 

are well in hand for its 

introduction in April next year, and three new leaflets 
r, 	0•• 

Chave just becom!javai 
to explain all the mai 

L1.2 

rt..4 (5,1, (ye TAXES ON SPENDING 

te-e-cw4 	 i-Pf 
lCaa ‘-e 

r4.4. 	ck—e. 

Sro vt—ca-SLcur 	spending. 

0 
76. I now turn to taxes on persundl income and 

77. 	As the House knows Her Majesty 	rnment are 

obliged to implement the European Court'.., ent. that 

certain of our\kero rates -tot VAT 

bus4tieffs, notably on non-residential construc are 

not lawful. This derives from the 

22 
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is 

C+c: 
rv.444-) Gto. 14.441.vt", 

(No)) 

announced:1 

VAT 

kAIT-,..t=c4c-1-4.4) 

p-rot4-0.44-4.4.0 biLt 	t4.4410(11 toc 

will not be payable until 

for industry or on fuel and power - and 

business users above a specified thresh 

households will remain zero rated. 

90 on water 

only on 

rivate 

23 

- 

interpretation of the Community's Sixth VAT directive to 

which the UK agreed in 1977. The necessary changes will 

be introduced in this year's Finance Bill, and draft 

clau h've already been published. 

78 

as 

1 Apr 

non-res 

cantreet' 

1 August lan 

implementing the judgement I have sought to do 

possible to minimise the burden. From 

will be payable in respect of all 

1 construction unless carried out under —a--

into before the court ruling. And from 

will have the option to tax rents, 

in most cases no extra VAT will be paid 

Vc- 

which me at 

at all. 

VtilE 

1; 
cow. 
kivat.  
40elripe*C0--  kV mu- fe.3 

.cta 

of-11-4 
These measures 	miLitgaLlein will reduce the 

c, 
burden; on the private 

0 
£35 million in the firs 	ear rising to £110 million in 

-- /92-13 2,  
a 	full year. There will al4 	a yield of £ydmillion 

-25-- 

from4the public sector,l'hic as been fully taken into 
0 

account in the Public Expenditure plans already 

_£450 millio4 to just 
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81. I have been particularly concerned about the 

impact of the European Cou/t's ruling on charities. 

Unfortunately charities' business activities cannot 

lawfully be shielded from the effects of the ruling but 

I have been able to retain zero-rates for construction, 

fuel and power for all charities' non-business 
chAo...471-4-0) and for most 	iesidential accommodation 

ld people's homes, students hostels and 

11 as churches.,  

ial circumstances, I have considered 

anything further I can sensibly do to 

assist charitiesg/ith their VAT bill1 s - Accordingly, I 
---J 

propose to relieve h ities from VAT on fund raising 

events, on sterilisin 	pment for medical use, and on 

classified advertising. 

83. 	I also propose to reli 	rom car tax cars leased 
0 

to the disabled. 	NAdd, if possible, 	statistics on 

82. 	In the 
_ 

whether there 

wa 

ac 

such 

hospice 

is 

benefit to individual \] TL.A 61 
ad.) 	0,-6ctA-tix 

 
00 cl-L 	 c-Le ( •e-A-4.4.41 

c--cLrAg_aeI p.t_rt—t) 
84. 	But in general, I continue tAve that the 

best way of helping charitable causes th 

system is by directly encouraging the act 

giving. The Payroll Giving Scheme, which I 

the tax 

itable 

uced 

in my 1986 Budget, has been growing steadil 

24 
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3,400 schemes have now been set up, and over 100,000 

employees are already participating, quite a fewvof them 
I 	 it 	 t 

giving ,  the full £240 annual Lind'''. I now propbse to 

double that limit to £480, or £40 a month. 

l0 85 	ut for the Payroll Giving Scheme to achieve its 

fu 	ential, it is clearly necessary for the 

chant s emselves, and others involved, to mount a 
A/4' 	 "lc,  19 in:,  r'/ C 

major in 	ion and marketing campaignal-eutit. [I am 

particular 	ad that myL  noble Friend, 	the 

Viscount White 	has agreed to become Chairman of the 

new Payroll Giving Association, which will co-ordinate 

efforts in this field] 	C40,9c14442-A ;R.N..e4A4 044n,e1...44  4: 
I now turn to th 	cl e duties. 

The damage to the e' 	ient in general, and to 

child health in particular, f  e  lead in the atmosphere, 

and the contribution of ordinary ledded petrol to this 

problem, is increasingly widely known. The government 

is committed to phasing out leaded 	1 altogether, 

and in successive Budgets I have sought 	ist this. 

I first introduced a tax differcntia 	n dvour of 

unleaded petrol in 1987, and increased it 	year. 

But although sales are undoubtedly rising 	ded 

petrol still accounts for only some 5 per cent o 1 

25 

S.A/citAlt 
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RittGi 	bk-M 
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orists do not realise that their cars can 

se unleaded petrol. Many others are unaware 

he lee 	cost is. Many are under the MO 
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petrol sales, even though two-thirds of the cars now on 

d the road could use it, either without any adjustment 

f 
...y.A 0..4 it-4.-6)* bt-4-„t 

else with a 	tonversion costing only some £20 or so. 

or 

88. 

alr 

how 

PC 17- \ 	GO/ 
4e-neW, Olt 

O rt-406A,C4N'CL.-  
Sive& 9Atii.-4 

Kol—im4zeo..111.5 
of1".o..r 
ay\ pe}frt cd 1-c pk-r-AA4 

t L.;e. fL 34.  Lf 

at,  Ff-U tte4-1  

(2-14-t-d 

Kok 

One of the problems is ignorance of the facts. 

false 	 on that, if they do switch to unleaded 

petrol, th 	s will no longer be able to use leaded 

petrol. Other wrongly imagine that their car's 

performance would suffel 	 were they to 

use unleaded fuel. 
r I 	il•Jikt-ii &PP"4c Nr . 

- it means 

pump will 
CV-e_r 

opence a 

will 

the 

reducing 

opportunity of this Budget  a, 
tax differential in favour 

89. It is clearly 	ntial that these 

rapidly dispelled. Meanw 

the tax on it by nearly 

propose to take 

ease still further 

unleaded petrol, 

fourpence a ydllon. 

myths are 

the 

the 

by 

if 

this reduction is fully passed on to the customer 	and 

I look to the oil companies to see tha 

that the price of unleaded petrol a 
r 

generally be some2incpcnce a gallon 

litre, cheaper than four star leaded petrol. 

be one of the most substantial differentials b 

,1  V 	k _ 

fv-r  
kre- 

mi,st 
vv,.trke„A,. 

E T 

/7,4.4 

" peittpelpte 

&-SA-4/1 4  
61+3;tell  VON''' 

? 
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price of leaded and unleaded petrol within the European 

Community. 

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

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

gra 

shoul en urage garages to phase out twc star petrol, 

which is 	dy down to about 6 per cent cf the total 

market, t 	abling them to switch stcrage capacity 

E- and in some ca 	pump, too72 to unleaded petrol - 

quite apart from the incentive to the remaining two-star 

users to switch to unleaded fuel. 

ce a gallon, so that the pump price of these 
r Lc 

I be as high as that of four star. 	This 

91. 	I am confident 

announced, which will t 

the duty changes I have 

effect from six o'clock this 

evening, will help to lead 2 	rked increased in the 

use of unleaded petrol over th next twelve months. 

92. 	They will of course also lead to a lcss of revenue 

of some £40 million in 1989-90. 	I p .1TV to recoup 

this from Vehicle Excise Duty. A the p "time a bus 

or a coach has to have 66 seats beforc it 	as much 

in Vehicle Excise Duty as a family car. 	ose to 

rectify this anomaly by increasing the tax rat 	his 

group of vehicles so that they cover their track 

97 
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I also propose to increase the rates of duty for the 

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

equal footing with articulated lorries. 	These changes 

will also simplify the system, reducing the /- umber of 

separate rates of Vehicle Excise Duty from 220 	70. 

93 

the r- 

ye no further changes to propose this year in 

excise duty. 

94. Nor do propose any change this year to either 

the basic or higher rates of income tax. LE-L0' f (A-44...fe 
o w-e. p-ror 	 4-1--ef 	r.) cl 3 

95. 	Since I aligned 	ates of income and capital 

gains tax in last year'6>  dget, it follows that I also 

propose no change this year< 	e capital gains tax 
otktr 

rates. 	However. I do hay 	felchanges to capital 

gains tax to propose. 

96. With the advent of independent axation from 

April 1990, 	married women will ac their own 

capital gains tax threshold, so that a 

will enjoy two such exemptions. In the lic0 

propose to maintain the capital gains tax th:t‘ 

£5,000 for 1989-90. 

28 

couple 

is, I 

at 
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relief for gifts. 

-This was r 

hen there was still capital transfer tax on 

1 (•0 i3f2- kkZ-'44.-

CA:CfAX: 

increasingly used as a 

98. 

lif 

taxati 

abolishe 

simple fo 

ifts, in 

t the 

the 

97. 	Second, I propose tp abolish the gereral holdover 

a 

2 OkAA'ttt- 	j.r.p 	L'") r' 1  tit 	. 
,‘6 

tly introduced by my predecessor in 

order to avoid a form of double 
wtavE 

tax onrfetime giving has since been 

relief is 

x avoidance. 

et ta .(e,t 	IA4124441\ Tt4aCt 

04A4A1 Wk‘  tL4 

'45t t alVt 1 04-c) 	I-4444 4S 

WerlAT0K40t, 

SLAS.A4 VA, C., 

11  bi,J e, 

covdwo 4,33 

But while the general holdover relief will go, I 

propose to retain it for gifts of business, farm and 

for all gifts to charitie 

een husband and wife will 

1/44.1. 44: 61 att. 4:4 

4 (A 0470 1 4- 4  
to 	1.47.4-,...1  t • ••••-ct-etit-....--R 

In the case of gifts of 	sonal belcngings, these 

benefit from chattels relief, undPr which any itcmo 

worth less than E3000 on disposal arc entirely exempt 

heritage assets, 

And of course gifts 

continue to be exempt. 

from capital gains tax. I propose to d the chattels 

exemption limitCI for capital gains tax 

101. The 	last of thesef three capital 
1,..7111 

proposals £...e—change the tax treatment 

bonds so as to simplify the tax rules and prevent \>a  

tax 

amn 
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St 

Thu 

£2,78 

£280 t 

£1,400 to 

y indexation factor of 6.8 per cent, rounded up. 

ingle person's allowance will rise by £180 to 

the married man's allowance will rise by 

The basic rate limit still rise by 

104. I propose a 

elderly. In 1987 

allowance, for those 

this to all4  aged 

additional 15,000 

measures to help the 

41A-um ) 
introduced a new highell aye 

now propose to extend 

11 take an 

d married 

number 

8 

75 and over. Th 

elderly single 

couples out of tax altogether. 
4, 4644 .4-4 

three quarters of all those 	75 wi 

to income tax at all. 

iable 
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of yield by the use of indexation to create losses and 

the conversion of income into capital gains. 

102. To return to income tax, I propose to raise all 

the main income tax thresholds and allowances by the 

103. The single age allowance will rise by £220 to 

£3,400, and the married age allowance by £350 to £5,385. 

The higher level of  .?  .1lowance will rise by £230 to 

£3540 for a single per  0.4  and by £360 to £5565 for a 

married couple. 

2 

1.-14,14 

‘3-,c 	 4.44Akk—fisti  
4-CuL 

.12 	.11"-V 12-e 	P1-4 

VA, 	01 Lt. 62-ti "1.A.4,Ka4"..14.4.4 

Le_s,1 4-NA4 flva 	 c 

A 	 (4, utAi  
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105. The income limit for the age allowance will rise 

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

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

allowance is withdrawn above this inccme limit. I 

propose that in future it should be withdrawn at the 

ra 	El of allowance for each £2 of income above the 

limi 	tead of the present wlthdawal- rate of £2 in 

every 	This means that the marginal tax rate for 

37PIZA 1 those  iI4aithdrawal band will be reduced t well 

below 40 	nt, thus meeting a large number of 

representatioz1eceived last year. 

ki‘Y 	̀c 

i( 

frie,o4 e 

ct ttAL,7 F&T 

C. I S ot.A6  e-1-  PM 1, 3 

(9 PMti 

pv-2 

106. The Finance Bill will also include the provisions 

I
to establish the new 

insurance premiums, wh 

elief for the ove 	0 ealth 

announced to the House in 

January, and which wil take effect from April next 

year,E;t a cost of £40 mil“b 	1990-91j 

OLOkj- 2 44 

107. I have one further change to make Lu help 

pensioners. Under the earnings rule, anyZggr= who 

decides to continue to work after reac 	•  the statutory 

retirement age has his or her pension 	at a rate 

of 50 per cent on every El earned between 	d £79 a 

week, rising to 100 per cent for every El 	d over 

£79 a week. 71\40 Vin 	A.1)10/1,\A,0 fr4p 

5 vicAfis Ow( swre, T144..41(44, 
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108. The Manifesto on which we were first elected in 

1979 acknowledged that it was wrong to discourage people 

who wished to work beyond retirement age in this way, 

and pledged that we would phase out this earnings rule. 

V 	 )411.A.44.44./M 

1 	hat is precisely what we shall do. 

My = 	Friend the Secretary of State for Social 

Servi 	d I have agreed that the pensioners' earnings 

)1 	rule sho 	abolished as from/October, the earliest 

practicab 	• 	The necessary legislation will be 

included in ecial Security Bill currently before 

the House. 

110. The cost to 	blic expenditure will be 

£125 million in 1989- 	ich will be entirely met from 

the Reserve. 	But the 	cost of this measure willgf 

coursjbe reduced by the 
tt•-t 
[increased pensions. 

111. Those who wish to defer taking their pension will, 

.1z1i?urse, remain entirely free to 	 and will 
- 

continue to earn a higher pension in r 

112. I am sure the whole House will welc 

overdue reform. 

2. 0 GPIAAAS 

x jincome tax payable on 

NOT TO BE COPIED 
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113. if one were to adopt the so-called "duck test" now 

in vogue across the Atlantic, the pensioners' earnings 

rule 

able 

natu 

would probably qualify as a tax, and I would now be 

to claim to have abolished a sixth tax. But sound 

nciples coupled with my innate modesty and 

ticence prevent me from doing so. 

NATIONAL CONTRIBUTIONS A  
I have one further measure to propose. 

It has long bee 	feature of the National 

Insurance system tha once 

lower earnings limit, whiin  

have to pay National Insurari 

people earn more than the 

1989-90 will be £43, they 

tributiors at the same 

7actd 

RPc 
ct ts 	14-6444-4.%,..c014.44.-0-04 

116. The two reduced rates, which I intro 

rate on the whole of their eàrrrings up 

earnings limit. There arc currently 

and the standard rate of 9 per cen 

691"4-1.911A-Cift tscinvi.; .811,0.e44.%),t r 
tel6totv  tt4 Al 

to the upper 

thcee different 

on\  low pay 
\, 

444-V7APJ04 
44-Nae 

tet.414-(444 (Skerf. 
for both 

rates - 5 per cent and 7 per cent for those 

employers and employees in my 1985 Budget, 

of employing the young and unskilled, 

unemployment was then high and rising, and 

cost 

horn 
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burden of national insurance contributions on the very 

low paid. 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 earnings 

    

scale. 

th 	e scale, people 

earn 

rate b 

	-- 
This inevitably meaIns hat, at certain points on 

can still be worse off if they 

Their extra earnings take then from a lower 

,7-7=,•4111. Veyn.yrt, 

in Nati 

extra pay. 

higher one, and they therefcre lose more 

Insurance contributions thar they gain in 
II 	, 

1.0.1 4k S .12,0\34-4 10.12 caki k uel-J1 Ire hi 
a-4,d 10-2-re-r-rvo d LAJZ4-4-15 

Gr4 

• 

Gree,1 	f-cv,t 

-RPC , 
cdp1/4.4-"j 

E4ri - 101,3 

S; 	v.....eLalters 

- t-w-ftATIvai e-11.] 

117. In agreement with my Rt Hon Friend the Secretary 

of State for Social Security, I now propose to comple7a7N 

my 1985 reform. For ev 	ne who pays employee National 

Insurance contributio 	I propose to reduce to only 

2 per cent the rate of co ributions on earnings up to 

and including the lower 	gs limit. On earnings 

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

cent, lip to the upper earnings limit, whiL:h lids already 

been sat for 1909-90 at £325 d week. 

118. This will abolish altogether the 	which at 

present exist at earnings, for 1989-90, 	and £115 

a week. The step which has always existed 	lower 

earnings limit, where people first ccme 	the 

National Insurance system, is the entry ticket 

34 
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;.he)1/Mhereof 
k vt,.4,1-40 lo4 	most of the benefit will 

14,b444 tie•ro-J.41" earnings. 
oLj 11t144,44441.. /14101. katiA, 	ciA)e_s-A4e €0.11%; 

heavier than the burden of income tax. This is the most 

effective measure I can take to lighten it. For 

everyone on half averag 	rnings or more, the reform 

will leave them £3 	ore of their cwn money; and 

to those below average 

ccsiA 14,o, ok, 

El billion in 1989-90 and £2,800 

The necessary legislation will be inclu 

in 1990-91. 

the Social 

Security Bill currently before the House. 
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KoN_Pvt 

full array of contributory benefits. As such, it is an 

essential feature of the contriblitory principle. But my 

proposals will purther reduce( this step very 

considerably, to only 86 pence a week in 1989-90. kt-1 f 

  

11 	ere will be no change in the contributions 

paya 	employers. 

120. Th' 

of employee 

the board. 

orm will significantly reduce the burden 

ional Insurance contributions across 

the lowest paid, that burden is now 

1K 121. The chaII,3s  will take effect fromUjOctober, the 

earliest practicable date. The cost will be some 
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122. The total additional cost of all the measlires in 

this Budget, on an indexed basis, is undrr £2 billion in 

1989-90 and £31/2  billion in 1990-91. 
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