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BUDGET STATEMENT: TAX SECTION 

The Chancellor was most grateful to all those h 	ented on 

last week's version of the tax section (my minute o 	7 	bruary). 

I attach his latest version, with the amendments side- 

2. 	There are one or two specific points which you migh 

note. 

BUDGET SECRET I NOT TO BE COPIED 
I BUDGET LIST ONLY I 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED • 

• 

 

0 

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 



(i) 

MO IRA WALLAO 

BUDGET SECRET 
	

NOT TO BE COPIED 
BUDGET LIST ONLY 

The Chancellor has decided, on balance, not to 

include Keith, so the 2inancial Secretary may want to 

mention it in his speech. 

ii) The Chancellor has also decided not to mention the 

c nsultative document on swaps in the Budget speech. 

deleted the bulk of what was formerly 

h 41 - the explanation of why other PEP 

mod ic ons had been ruled out - but he feels this 

might 	lly be developed for defensive briefing. 

For theSmot,  he has retained a paragraph on deep 

discounted<Sn s 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 
	

her comments on this revise 

could reach me be close tomorrow, 	day 7 March. 

2 
_ 	_ 
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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. 

the House knows, the new official secrets 

leg 	n 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 conce n 	the private affairs of specific 

taxpayers. 

I am sure that th whole House will agree that it 

is essential for taxpa e onfidpntiality to be properly 

protected. 	I therefore 	pose to introduce provisions 

in this year's Finance Bil 41 

continue to be a criminal 0 ensure that it will fence for officials or 

former offiuials of either of the Revenue Eepartments to 

reveal information about the private affairs of a 

specific taxpayer. 

I would only add that the need for 	• otection 

is in no sense a reflection on the probity (1.0* egrity 

of the members of those two Departments. Inde 	ter 

nearly six years as Chancellor and more than eig y 

_ 
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as a Treasury Minister, I would like to take this 

opportunity to pay public tribute to *he outstanding 

service I have consistently received from the officials 

of both Departments. 

turn to taxation. 	As I have done on a 

number o p 	ous occasions, I propose to divide this 

into three 	sections: the taxation of business, 

the taxation 	a ings, and the taxation of personal 

income and spending. 

First, taxes on 

Ever since the corp ation tax reform-  I introduced 

in 1984, the rate of coØor  ion tax for small 

companies, defined for this pupose 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 	£172  million 

or more, pay the main rate of corporati 	of 35 per 

cent, one of the lowest rates of tax on co an profits 

in the world. 	Between £100,000 and 	1/2 	on the 

effective rate of tax gradually rises f 	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 

companie 	1 profits of under £150,000, and the 35 per 

cent rate 	1 only be reached at profits of 

E
3/4 million. 	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. 

I propose to irease the VAT threshold to 

£23,O00, the maximum permit 

law. 

er European Community 

I also have to set the scales for the private use 

of company cars. This remains far an 

widespread benefit in kind. When 

the most 

ed the car 

scales in last year's Budget, I made it 	.at this  

still left it significantly undertaxed. 

3   
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12. 	Accordingly, I propose to increase the car scales 

dl
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 general 

area a, . employee benefits which I believe it right to 

make. 	e is an extra statutory concession which 

exempts 	come tax additional housing costs paid by 

an employer 	n existing employee moves to a higher 

cost area. 	T44Ts relief blunts the market forces which 

should be leading employers to relocate ir lower cost 

areas, and I therefore propose that it should be 

withdrawn. Anyone who • 	moved, or entered into a 

commitment to move, b 	 y will, however, continue 
0 

to receive the relief. ALhe same time I propose to 

put on a proper statutory fc'' 	the more important and 

fully justified extra statutoy concession exempting 

from tax payments made by an employer to cover an 

employee's inevitable moving costs when he is required 

to move house because of his job:7 

14. 	Over the years I have received a st dy tream of 

representations from business complainirg 

long-standing tax treatment of foreign excha"içS ins 

and losses. I recognise that as business becomes 

the 
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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 

kr.  th

sa 

e

.. j torily resolved. I have therefore authorised 

docum 	h explores those issues and examines the 

d Revenue to publish today a consultative 

ave two major simplifications to 

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 	11er rates was that since a 

taxpayer's marginal rate cora 

different years, the questio 

I be very different in 

which year income was 
0 

attributed Lo made a great deal of difference. To 

remove the scope for manipulation, the rule was that 

income was taxed in the year to which 

 0 
 elated, on an 

accruals basis. 

This is still the basis of Schedule E 

problem at all for the vast majority of empl 

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 

that income tax under Schedule E should in 

futu 

princi 

income. 

of £80 mill 

assessed on a receipts basis, with the simple 

t you pay the tax when you receive the 

ally, this will have a trarsitional cost 

t in the long term it will yield both 

extra revenue,'n. significant Inland Fevenue staff 

savings. 

18. 	The reduction in • top rate of income tax to 

40 per cent in last 	Budget also enables me to 

make a major simplificati of the tax treatment of that 

section of the small bus' 	sector known as close 

companies - generally, unqu t.5d companies that are 

controlled by five or fewer people. 

19. 	The rules for the so-called appo 	ent of close 

companies' income are notoriously comp 	taking up 

some twenty pages of impenetrable legis 	These 

rules are no longer needed and I propose 	bolish 

them. 	I believe that many [hundreds of tho 	of 

BUDGET SECRET I NOT TO BE COPIED 
BUDGET LIST ONLY I 



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 

small businesses, and particularly family businesses, 

will welcome this substantial simplification. 

I do, however, have to guard against the avoidance 

of tax on investment income by channelling it through a 

cl 	controlled investment company. Any such company 

whic 	not distribute most of its profits and other 

invest income will therefore be taxed at 40 per 

cent, e u 	t to the higher rate of inccme tax. 

TAXES ON SAVING 

I now turn to the <sation of saving. 

The sharp decline i1Kthe  ratio of personal saving 

to personal income over the wo years in particular 

has led to even more discussio than usual of the merits 

of providing greater tax incentives for personal saving. 

Certainly it is desirable over the 

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

high enough to finance a high level of in Cnt. But 

what matters in this context is not pers..° 	vings 

alone, but corporate savings too, which ere 	I 	at 

historically high levels, and public sector s v 

7 
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which have of course been boosted by the rove to budget 

surplus. 

24. 	Moreover, the fall in the personal savings ratio, 

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

gr 	aving net of borrowing, has not occurred because 

gros 	ing has fallen; rather it is the result of the 

sharp nc se in personal borrowing. And the 

appropri 	medy for that is to raise the cost of 

borrowing, 	• 	th it the return on saving, as we have 

done. 

Above all, it is essential that tax reform is 

always seen in a 	-term, even a long-term 

time-scale. 	It is who 	appropriate as an answer to 
0 

what are essentially clica1 phenomena. In that 

0 context, the Government's 	y is clear. It is to 

strengthen and deepen popular cpitalism in Britain, by 

encouraging in particular wider share ownership. 

The privatisation of the wat 	d electricity 

industries is likely to provide a furt 	mpetus to 

popular capitalism over the next two years • 

i

27. Meanwhile, I have a number of spe 

measures to announce today to the same end. 
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28. 	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 - 

ind 	here is no need for them to get involved with 

the I 	d evenue at all. 

29. 	Pers 	uity plans got off to a good start, 

f a million investors, many who had 

never owned shares before, subscribing almost 

£1/2 billion between them in 1987. 

30. 	Since then, howe 	the rate of growth has slowed 
() 

down, not least as a rest4 of the changed climate in 

the equity market since t1.4 

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. 	FirsL, I propose to raise the annu 	t on the 

overall amount that can be invested in a PE 4jfl £3,000 

to £4,800. 

9 

BUDGET SECRET I NOT TO BE COPIED 
BUDGET LIST ONLY I 



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 

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 

or investment trusts should not exceed one-quarter 

otal amount invested in a PEP will be dropped, 

ced simply by the requirement that, to qualify 

t through a PEP a unit or investment trust 

lly or mainly in UK equities. 

Third, 

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 

Finally, I propose 	a number of important 

simplifications to the PEP ru 
.s  so as to make the 

scheme more flexible, better directed tc the needs of 

small and new investors, and cheaper to administer. 

I am confident that the change 

announced today will enable personal e 

play an important part in stimulating 

ownership of British equity in the years ahead. 

1  

unit 

of 

and 

for in 

must inv 

#%resent, only cash may be paid into a 

plans to 

I have 

`vidual 

BUDGET SECRET I NOT TO BE COPIED 
BUDGET LIST ONLY I 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED . 

• 

 

BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 



r

BUDGET SECRET 
BUDGET LIST ONLY  

37. 	I also have a number of improvements to announce 

specifically designed to en:ourage employee share 

ownership. 

NOT TO BE COPIED 

It is a striking fact that the number of approved 

em 6  b e share schemes has risen from a mere 30 in 1979C)  to 

	

	.  ,.  •t 1,600 today, involving IC,0(7) companies and 

SII‘Sn 
bene 	ome 13/4 million employees. At present the 

annual on the value of shares which can be given 

income 

profit-shari 

to employees under all-employee 

,)4emes 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 pro o increase the monthly limit 

for contributions to alfI loyee save-as-you-earn share 

option schemes from £100 	0, and at the same time 

to double the maximum disco 	from market value at 

which options may be granted trom 10 per cent to 20 per 

cent. 

X 

40. 	Third, a number of my Hon. 

concerned that current tax law may b 

development of employee share ownership pl 

known as ESOPs. These are distinguished f 

approved employee share schemes by the fact 

have been 

iting the 

herwise 

nary 

ey 

11 
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use a wider variety of finance, acquire mcre shares and 

tend to operate on a longer timescale. 	I prol?ose to 

make it clear that companies' contributions to ESOPs 

qualify for corporation tax relief, provided they meet 

certain requirements designed to ensure that the 

1 es acquire direct ownership of the shares within 

NOT TO BE COPIED 

a r 

Britis 

to consi 

le time. I hope that this will encourage more 

flies, particularly in the unquoted sector, 

ting up ESOPs. 

41. 	Those 452-gt with employee share ownership schemes 

have no doubt that it helps to improve company 

performance, by giving the workforce a direct personal 

interest in its profit 	ty and success. 	The same 

benefits can flow fromofi,t related pay. 

This was one of the 	why)in my 1987 Budget, 

I introduced a tax relief to e6icourage its development. 

I have some improvements to make to this scheme, too. 

First, as I have previously an 	ed, I propose 

to abolish the restriction that, to qua 	Lhe tax 

relief, profit-related pay must equal 	st 5 per 

cent of total pay. Second, I propose to raiç 	limit 

on the annual amount of profit-related pay 1can 

attract relief from £3,000 to £4,000. 

12  
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hare-owning democracy becomes 

part of the Eritish way of 
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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 calculations./rAnd fourth, to help share schemes 

an 	Ps as well as profit related pay, I propose 
to 	 notiGti 

he material interest rules which ,b6 at present 

unnece ar y exclude employees from their schemes where 

they alr 	enefit from a trust set up fcr employees. 

er, the package of measures i have 

announced to encourage wider share ownership in general, 

and employee share ownership in particular, will help to 

I now turn to life assu 	ce. 

The tax regime for life assurance is sui generis. 

The present system dates back to the F 	World War and 

has developed over the years in a piece 	ay, leading 

to a state of affairs in which the inci 	f tax is 

extremely uneven, with some successful 	ffices 

paying no tax at all. 

13  
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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. Accordincly, last July 

the Inland Revenue issued with my authority a major 

coiitive document on the taxation of life assurance. 

and 

49. 

represen 

account b 

assurance 

then, I have considered very carefully the 

the industry has made, and taken full 

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 ligpt\  of these factors, I have 

decided not to proc 	4with the more radical reforms 

canvassed in the consult 	document. But I do have a 

number of important chanwolopropose, based for the 

most part on the general tax 	rm principle of seeking 

lower rates on a broadeL base. 

50. 	First, many life offices run a psion business 

alongside their life assurance busines 	they are 

not required to keep the two businesses s 	for tax 

purposes. This enables them to set th i1ieved 

expenses of the pensions business against the 

gains of their life business, thus giving the 

14 
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profits 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 ass in 1990-91 by some £110 million. 

I prop o 	hat 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, b 	read over a period of seven 

years rather than bei 	edqFtible immediately, as now. 

To give the industry time( o adjust, this change will be 

phased in gradually over 	ct four years, starting 
./1 

on 1 January, 1990. 	 —/ 

There are certain other, even mcre technical 

matters raised in the consultative d 	it which will 

require further discussion with the 	4- 	and any 

legislative changes on these issues 	 to wait 

for next year's Finance Bill. 

15  
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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 

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 

capi 	ins, to the basic rate of income tax. 

Th evenue effect of this reform of the 

taxation ofK 	èssurance will be a cost et £20 million 

in 1989-90 and(,p,  eld ot £45 million in 1590-91, rising 

somewhat in subsequent years. 

But above all it gj provide a more efficient and 

equitable tax regime f 	hi most important industry. 

Later this year, UK ug 	sts will be able to 

compete freely in Europe and 11 face competition from 

analogous Community investment schemes here. 	At 

present, trusts investing in gilts or bonds face a tax 

disadvantage. They pay corporation ta 	35 per cent 

on their income but can pass on a c 	f only the 

basic rate to their investor. So I propt 	at from 

1 January 1990, as for life assurance co 	the 

corporation tax rate on unit trusts that ccme 	the 

new European Community rules will be equal to t e 

16 
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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 

tre 	is that accorded to pension schemes. This is 

neces 	I circumscribed by Inland Revenue rules. 

result, tax law has effectively come to 

overall 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 	schemes will carry no limit 

on benefits whatsoever Ut, equally, will have no tax 

privileges. Thus, employer & 	henceforth be free to 

provide whatever pensions pac 	they believe necessary 

to recruit and reward their employees. 

61. This change enables me to d 	with another 

anomaly in the existing tax relie 	pensions; 

namely that there is no limit to them at 	in cash 

terms: 	the higher an individual's salary, 	reater 

the pension they can have, and the more tay r 	that 

goes with it. 	Of course, someone who receive 

17 
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I
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 

I
the tax advantages of pension provision are effectively 

av 	le with no upper limit whatever. 

g as the limits on tax relief effectively 

constrai 	.tal pension provision, it was not 

practicable 	void this result. But dealing with the 

first anomaly 	it possible to act on the second. 

I therefore propose to set a limit on the pensions 

which may be paid 	m tax-approved occupational 

the vast majority of employ 	ffected, and it will 

be subject to annual uprati 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 

for a tax-free lump sum. 

be commuted 

64. 	The new ceiling will apply only to pen 

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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A
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 

al 	nables me to simplify and improve the rules for 1 the 	y of pension scheme members, in particular to 

improv th conditions under which people can take early 

retireme 

I also p 	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 	re an employee wants to start 

paying AVCs. 	In futu 	the necessary checks will be 

greatly reduced. In many ployers will not need 

to be involved at all. 

Furthermore, if AVC investments perfcrm very well, 

occupational pensions may at present h 	be reduced 

to keep total benefits within the pe 	limits. I 

propose that in future any surplus AVC f 	ould be 

returned to employees, subject to a special 	jiharge. 

This will remove the penalty on good 	gflent 

performance. 

19 
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These chnges should give a furtl.er  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 	st ear, a million people have already taken 

advantag 	e new flexibility and opportunities these 

offer. 	I 	two proposals today to make personal 

pensions stilkimor attractive. 

First, I propose to make it easier fcr people in 

personal pension 	 to manage their own 

investments. In gene 	ension savings have been 
S) 

highly institutionalise 	There has been little 

opportunity for scheme menthe 	be invclved in the 

investment decisions taken 95  their behalf. 	I now 

propose to remove the obstacles to greater individual 

involvement in personal pension plans. 

Second, I propose to increase s 	tially the 

annual limits, as a percentage of 	rnJigs, on 

contributions to personal pensions for those 	35 and 

over. This will be of particular value to tho 	ing 

their own business, who are often unable 
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contributions until later on in their working life. 	It 

will also iAprove 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 

oc 	ional pensions, and similarly indexed. 

72. 	 reforms build on, and complete, the pension 

measures 	roduced in my 1987 Budget. They represent 

a signif 

flexibility in 

for the first 

deregulation which will allow more 

ber of circumstances, while setting 

time a reasonable limit 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 

plans, for life assurance a 	or pensions amount to a 

significant turther measure of tax reform, this time in 

the field of the taxation of saving. 

‘0‘  74. But it should not be overlo9 . Itc  hat a more 

far-reaching reform which I announced 	 year's 

Budget, to come into effect in April 1990, 	I have 

an even more marked effect in encouraging the 	of 

personal saving. 
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As the House knows Her Majesty rnment are 

obliged to implement the European Court' 

certain of our zero rates of VAT on 

business, notably on non-residential construc 

dg ent that 

es to 

are 

not lawful. This derives from the 
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75. 	I refer, of course, to I,sdependent 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 

W1 

hus 

savings 	e. Independent Taxation is a major 

Taxati 

married 

future be 

their 

income from savings has to be disclosed to her 

d taxed at his marginal rate. 	Independent 

I change all that. In particular, those 

ho have little or no earnings will in 

to set their personal allowance against 
.:% 

reform. 	Preparations are well in hand for its 

introduction in April next year, and three new leaflets 

have just become ava 	e from Inland Revenue offices 

to explain all the mai eares of the new system. 

TAXES ON SPENDING 

I now, turn to taxes on personal income and 

spending. 

22  
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80. VAT will 

for industry or 

business users 

not be payable until 

on fuel and power - and 

above a specified thresho 

90 on water 

only on 

rivate 

households will remain zero rated. 
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interpretation of the Community's Sixth VAT directive to ) 
eif 	 M.c V^N 

which the UK agreed in 1977. The necessary changes will  L. 

be introduced in this year's Finance Bill, and draft 

clauseLhave already been published. 

c o-nt rac t  I  e 

as 

1 Apri 

non-resi 

implementing the judgement I have sought to do 

possible to minimise the burden. From 

will be payable in respect of all 

construction unless carried out under ka 

into before the court ruling. And from 

the option to tax rents, 1 August .1andkrd will have 

which mearLthat in most cases no 

at all. 

79. These measures 

burden(on the private 

99z-9.3. 
full-443 There will 

extra VAT will be paid 
C-ri-es as-  ra•-tr-cr 

ALt 

will reduce the 

top4Tem 	£458 miklierri to just 

first ear rising to £110 million in 
6-6t yczar 	250 

als 	atyield of ElIcy-zi  million 

£35 million in the 

from /the public sector, 

account in the Public 

announced. 

whichdlas been fully taken into 

Expenditure plans already 
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lawfully be shielded from the effects of the ruling but 

fuel and power for all charities' non-business 

and for most n-residential accommodation 

students hostels and old people's homes, 

whether there is anything further I 

assist 

propose to relieve 

events, on sterilisin 	ipment for 
0 

classified advertising 

can sensibly do to 

charities with their VAT bills. 	Accordingly, I 

ities from VAT on fund raising 

medical use, and on 
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I have been particularly concerned about the 

impact of the European Court's maling on charities. 

activities cannot Unfortunately charities' business 

I have been able to retain zero-rates for construction, 

11 as churches. 

ac 

such 

hospice 
G.oeAX=Opw.A".ocAPOF—As4.2) 

In thee ial circumstances, I have considered 

I also propose to reli 	from car tax cars leased 
TL 	S sa.N..14.914r vklip.or, 

to the disabled. 	[Ade17---i-f—pos-s-i-b-Itics 	on 

benefit to- indiv-idua--j- 

t"-sarrctai.9 	tPee-4, 

clik.r.GA•••KV  

Eximc4-taj Low 
per Cove 1....not jap.. pas-sKeo4 

to levsews is 

84. 	But in general, I continue t 	ve that the 

best way of helping charitable causes 	 the tax 

system is by directly encouraging the act 

giving. The Payroll Giving Scheme, which I 

in my 1986 Budget, has been growing steadi 

itable 

uced 

me 
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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. 

85 	t for the Payroll Giving Scheme to achieve its 

full 	ential, it is clearly necessary for the 

chant s emselves, and others involved, to mount a 

major in 	on and marketing campaign atout it. I am 

particular sad that my noble Friend, the 

Viscount Whit-, has agreed to become Chairman of the 

new Payroll Giving Association, which will co-ordinate 

efforts in this field. 

duties. 

87. 	The damage to the eg ent in general, and to 

child health in particular, frc6 lead in the atmosphere, 

and the contribution of ordinary leaded 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 gist this. 

I first introduced a tax differentia inljavour of 

unleaded petrol in 1987, and increased it 	year. 

But although sales are undoubtedly rising 	ded 

1 petrol still accounts for only some 5 per cent o 
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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-Gonvers-ieritcosting only some £20 or so. 

One of the problems is ignorance of the facts. 

torists do not realise that their cars can 

se unleaded petrol. Many others are unaware 

how môcthe 	 cost is. Many are under the 

false i 	on that, if they do switch to unleaded 

petrol, th 	s will no longer be able to use leaded 

petrol. Oth9 	wrongly imagine that their car's 

88. 

alr 

performance would suffel 	 were they to 

use unleaded fuel. 

89. 	It is clearly 	75ial that these myths are 

rapidly dispelled. MeansI4le, I propose to take the 

ease still further the 

tax differential in favourf unleaded petrol, by 

reducing the tax on it by nearly fourpence a gallon. If 

this reduction is fully passed on to the customer - and 

I look to the oil companies to see tha 	is - it means 

that the price of unleaded petrol at - pump will 

tgenerallyl be some 14.1.-nepenee a gallon, 	opence a 

litre, cheaper than four star leaded petrol. 	will 

be one of the most substantial differentials b 	the 

9 A 
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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 

tre-r en-A o.) 6.1,41.a.c.c4.- 

,p3pe -L  4 a.- 	 gra 

shoul 
* 

which 

market, 

im_s 

a gallon, so that the pump price of these 
cxt 

I be asihigh as that of four star. 	This 

urage garages to phase out twc star petrol, 

dy down to about 6 per cent cf the total 

abling them to switch storage capacity 

_to1.4  to unleaded petrol - 

the incentive to the remaining two-star quite apart from 

users to switch to unleaded fuel. 

I am confident 	the duty changes I have 

announced, which will t 	effect from six o'clock this 

evening, will help to lead t 

use of unleaded petrol over 

arked increased in the 

ext twelve months. 

They will of course also lead to a lcss of revenue 

of some £40 million in 1989-90. 	I p 	to recoup 

this from Vehicle Excise Duty. A the tPtime a bus 

or a coach has to have 66 seats before it ik   as much 

in Vehicle Excise Duty as a family car. 	ose to 

rectify this anomaly by increasing the tax rat 	this 

group of vehicles so that they cover their trac 

27 
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TAXATION 0 
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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 number of 

separate rates of Vehicle Excise Duty from 220 to 70. 

ve no further changes to propose this year in 

Nor do I propose any change this year to either 

the basic or higher rate of income tax. 

Since I aligned 	rates of income and capital 

gains tax in last year' 	udget, it follows that I also 

propose no change this yeaP 	he capital gains tax 

rates. 	However, I do hay- a few chances to capital 

gains tax to propose. 

With the advent of independe 	axation from 

April 1990, 	married women will 	 their own 

capital gains tax threshold, so that a 	i. couple 

will enjoy two such exemptions. In the 1 c 	his, I 

propose to maintain the capital gains tax thrt at 

£5,000 for 1989-90. 

f 	 28 ..  
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And of course gifts n husband and wife will we 

continue to be exempt. 

the chattels 
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A 97. Second, I propose to abolish the gereral holdover 

relief for gifts. 

98. 	This was rightly introduced by my predecessor in 

191 when there was still capital transfer tax on 

lif 	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 fo 	 avoidance. 

99. 	But while the general holdover relief will go, I 

propose to retain it for gifts of business, farm and 

heritage assets, and 	o for all gifts to charities. 

100. In the case of gifts of 	rsonal belcngings, these 

benefit from chattels relief, under which any items 

worth less than £3000 on disposal are entirely exempt 

from capital gains tax. I propose to d 

exemption limit for capital gains tax 

101. The last of these three capita 	 tax 

proposals is to change the tax treatment o 	amn 

bonds so as to simplify the tax rules and preven 
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of yield by the use of indexation to create losses and 

the conversion of income into capital gains. 

1 

102. To return to income tax, I propose to raise all 

the main income tax thresholds and allowances by the 

st Ttry indexation factor of 6.8 per cent, rounded up. 

Thus 	ingle person's allowance will rise by £180 to 

£2,78 	the married man's allowance will rise by 

£280 to 

£1,400 to 

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,  a d by £360 to £5565 for a 

married couple. 

I propose a number • measures to help the 

elderly. In 1987 I introduced a new higher age 

allowance, for those over 80. I now prorose to extend 

this to all aged 75 and over. 	Th.- 	ill take an 

additional 15,000 elderly single p 	d married 

couples out of tax altogether. 	 result, 

three quarters of all those over 75 will n. $ liable 

to income tax at all. 

30 

The basic rate limit \sill rise by 
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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 

r.ff El of allowance for each £2 of income above the 

lim 

every 	This means that the marginal tax rate for 

those in4 	ithdrawai band will be reduced to well 

below 40 •-nt, thus meeting a large number of 

representation 	•eceived last year. 

tead of the present withdrawal rate of £2 in 

The Finance Bill will also include the provisions 

I
to establish the new 	relief for the over 60s health 

insurance premiums, wh 	announced to the House in 

January, and which wil take effect from April next 

year, at a cost of £40 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 reac 

retirement age has his or her pension 

the statutory 

d at a rate 

of 50 per cent on every £1 earned between 	d £79 a 

week, rising to 100 per cent for every E 	d over 

£79 a week. 
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of course, remain entirely free to 

continue to earn a higher pension in re 

I am sure the whole House will welc 

and will 

long 

overdue reform. 
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108. The Manifesto on which we were first elected in 

1979 acknowleOged 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. 

1c9yir at 	is 	precisely 	what we shall do. 

My 	• Friend the Secretary of State for Social 

Servic s 	e I have agreed that the pensioners' earnings 

rule sho 	abolished as from 2 October, the earliest 

practicabl 	 The necessary legislation will be 

included in tWS cial Security Hill currently before 

the House. 

The cost to <pblic expenditure will be 

£125 million in 1989-9 	h will be entirely met from 

the Reserve. 	But the h4t cost of this measure will of 

course be reduced by the iriC 	d income tax payable on 

increased pensions. 

Those who wish to defer taking their pension will, 

32  
BUDGET SECRET I NOT TO BE COPIED 

BUDGET LIST ONLY I 



BUDGET SECRET 
BUDGET LIST ONLY 

NOT TO BE COPIED 

• 

[ BUDGET SECRET 1 
BUDGET LIST ONLY 

NOT TO BE COPIED 



nat 

BUDGET SECRET 
	

NOT TO BE COPIED 
BUDGET LIST ONLY 

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.0.inciples coupled with my innate modesty and 

ticence prevent me from doing so. 

NATIONAL I 	E CONTRIBUTIONS 

‹vv`e 
I have one further measure to propose. 

It has long be a feature of the National 

Insurance system tha 

lower earnings limit, whi 

e people earn more than the 

in 1989-90 will be £43, they 

have to pay National Insur 	ntributiors at the same 

rate on the whole of their e. ings up to the upper 

earnings limit. 	There are currently ttree different 

rates - 5 per cent and 7 per cent for those on low pay 

and the standard rate of 9 per cent, 

116. The two reduced rates, which I intr 

employers and employees in my 1985 Budget, 

of employing the young and unskilled, 

unemployment was then high and rising, and 

for both 

cost 

whom 

33 
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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. This inevitably means that, at certain points on 

th 	ome scale, people can still be worse off if they 

earn 	Their extra earnings take them from a lower 

rate b 	higher one, and they therefcre lose more 

in Nati nsurance contributions than they gain in 

extra pay. 

117. In agreement with my Rt Hon Friend the Secretary 

of State for Social Security, I now propose to complete 

r 0 • ne who pays employee National 

Insurance contributio lp 	propose to reduce to only 
0 

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 a 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 a 	lower 

earnings limit, where people first ccme 	the 

National Insurance system, is the entry ticket 

34 

my 1985 reform. For ev 
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£1 billion in 1989-90 and £2,800 

The necessary legislation will be inclu 

n in 1990-91. 

the Social 

Security Bill currently before the House. 
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full array of contributory benefits. As Euch, it is an 

A essential feature of the contributory nrinciple. But my 

proposals will further reduce this step very 

considerably, to only 86 pence a week in 1989-90. 

pay-v4 employers. 

1 here will be no change in the contributions 

120. Th 	orm will significantly reduce the burden 

of employe 	• ional 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 avera 	arnings or more, the reform 

will leave them £3 a ek ore of their cwn money; and 

most of the benefit will go to those below average 

earnings. 

121. The chances will take effect from 1 October, the 

earliest practicable date. The cost will be some 
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122. The total additional cost of all the measures in 

this Budget, on an indexed basis, is under £2 tsillion in 

CZ\.  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 who commented on 

last week's version of the tax section (my minute of 27 February). 

I attach his latest version, with the amendments side-lined. 

2. 	There are one or two specific points which you might like to 

note. 



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. 

He has deleted the bulk of what was formerly 

paragraph 41 - the explanation of why other PEP 

modifications had been ruled out - but he feels this 

might usefully be developed for defensive briefing. 

iv) For the moment, he has retained a paragraph on deep 

discounted bonds, 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 any further comments on this revise 

could reach me be close tomorrow, Tuesday 7 March. 

• 
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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. 

As the House knows, the new official secrets 

legislation currently passing through Parliament is very 

much narrower in scope than the present Official Secrets 

Act. In particular, it does not cover irformation in 

the possession of either the Inland Revenuc or Customs & 

1 Excise concerning the private affairs of specific 

taxpayers. 

I am sure that the whole House will agree that it 

is essential for taxpayer confidentiality to be properly 

protected. 	I therefore propose to introduce provisions 

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

continue to be a criminal offence for officials or 

former officials of either of the Revenue EepartmenLs Lu 

reveal information about the private affairs of a 

specific taxpayer. 

I would only add that the need for this protection 

is in no sense a reflection on the probity and integrity 

of the members of those two Departments. Indeed, after 

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

opportunity to pay public tribute to the outstanding 

service I have consistently received from the officials 

of both Departments. 

BUSINESS TAXATION 

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

number of previous occasions, I propose to divide this 

into three broad sections: the taxation of business, 

the taxation of savings, and the taxation of personal 

income and spending. 

First, taxes on business. 

Ever since the corporation tax reforff I introduced 

in 1984, the rate of corporation tax for small 

companies, defined for this purpose as those with annual 

profiLs 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 profits of £1/2  million 

or more, pay the main rate of corporation tax of 35 per 

cent, one of the lowest rates of tax on coffpany profits 

in the world. 	Between £100,000 and £1/2  million the 

effective rate of tax gradually rises from 25 to 

35 per cent. 

• 
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• 
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 

substantially, by 50 per cent. 

Thus the leitA40 	lrate 	will apply to 

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

cent rate will only be reached at profits of 

E3/4  million. These changes will reduce the corporation 

tax burden for more than half of all those companies 

that do not already enjoy the benefit cf the small 

companies rate. 

I propose to increase the VAT threshold to 

£23,600, the maximum permitted under European Community 

law. 

I also have to set the scales for the private use 

of company cars. This remains far and away the most 

widespread benefit in kind. When I dcubled the car 

scales in last year's Budget, I made it clear that this 

still left it significantly undertaxed. 
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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. 

There is one further tightening in the general 

area of employee benefits which I believe it right to 

make. There is an extra statutory concession which 

exempts from income tax additional housing costs paid by 

an employer when an existing employee moves to a higher 

cost area. 	This relief blunts the market forces which 

should be leading employers to relocate ir lower cost 

areas, and I therefore propose that it should be 

withdrawn. Anyone who has moved, or entered into a 

commitment to move, before today will, however, continue 

to receive the relief. At the same time I propose to 

put on a proper statutory footing the more important and 

fully justified extra statutory concession exempting 

from tax pdyments made by an employer to cover an 

employee's inevitable moving costs when he is required 

to move house because of his job. 

Over the years I have received a steady stream of 

representations from business complainirg about the 

long-standing tax treatment of foreign Exchange gains 

and losses. I recognise that as business becomes more 
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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 

satisfactorily resolved. I have therefore authorised 

the Inland Revenue to publish today a consultative 

document which explores those issues and examines the 

scope for reform. 

Finally, I have two major simplifications to 

propose, both of which follow from the income tax 

reforms I introduced last Budget. 

One of the many undesirable features of an income 

tax system with several higher rates was that since a 

taxpayer's marginal rate could well be very different in 

different years, the question of which year income was 

attributed to made a greaL deal of diffeLenue. To 

remove the scope for manipulation, the rule was that 

income was taxed in the year to which it /elated, on an 

accruals basis. 

This is still the basis of Schedule E and poses no 

problem at all for the vast majority of employees, who 

are on PAYE. But for about half a million people, 

• 
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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 

propose that income tax under Schedule E should in 

future be assessed on a receipts basis, with the simple 

principle that you pay the tax when you receive the 

income. 	Initially, this will have a trarsitional cost 

of £80 million, but in the long term it will yield both 

extra revenue and significant Inland Fevenue staff 

savings. 

The reduction in the top rate of income tax to 

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

make a major simplification of the tax treatment of that 

section of the small business sector known as close 

companies - generally, unquoted companies that are 

controlled by five or fewer people. 

The rules for the so-called apportionment of close 

companies' income are notoriously complex, taking up 

some twenty pages of impenetrable legislation. These 

rules are no longer needed and I propose to abolish 

them. 	I believe that many [hundreds of thousands] of 

M1111011MMOMMINIIIMIONNIIIIIi 
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small businesses, and particularly family businesses, 

will welcome this substantial simplification. 

I do, however, have to guard against the avoidance 

of tax on investment income by channelling it through a 

closely controlled investment company. Any such company 

which does not distribute most of its profits and other 

investment income will therefore be taxed at 40 per 

cent, equivalent to the higher rate of inccme tax. 

TAXES ON SAVING 

I now turn to the taxation of saving. 

The sharp decline in the ratio of personal saving 

to personal income over the past two years in particular 

has led to even more discussion than usual of the merits 

of providing greater Lax incentives for personal saving. 

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. But 

what matters in this context is not personal savings 

alone, but corporate savings too, which are running at 

historically high levels, and public sector savings, 

• 
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I which have of course been boosted by the wove to budget 

I surplus. 

Moreover, the fall in the personal savings ratio, 

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

gross saving net of borrowing, has not occurred because 

gross saving has fallen; rather it is the result of the 

sharp increase in personal borrowing. 	And the 

appropriate remedy for that is to raise the cost of 

borrowing, and with it the return on savina, as we have 

done. 

Above all, it is essential that tax reform is 

always seen in a medium-term, even a long-term 

time-scale. 	It is wholly inappropriate as an answer to 

what are essentially cyclical phenomena. In that 

context, the Government's policy is clear. It is to 

strengthen and deepen popular capitalism in Britain, by 

encourdyiny in pafLicular wider share owncrohip. 

The privatisation of the water and electricity 

industries is likely to provide a further impetus to 

popular capitalism over the next two years. 

1 27. 
 Meanwhile, I have a number of specific tax 

measures to announce today to the same end. 

• 

8 



• 

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 on any capital gains they may eventually make - 

indeed, there is no need for them to get involved with 

the Inland Revenue at all. 

Personal equity plans got off to a good start, 

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

never owned shares before, subscribing almost 

£1/2 billion between them in 1987. 

Since then, however, the rate of growth has slowed 

I

down, not least as a result of the changed climate in 

the equity market since the October 1987 Stock Exchange 

crash. 

	

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 annual limit on the 

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

to £4,800. 
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Second, within that, I propose to raise 

substantially the amount that can be invested in unit 

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

Moreover, the requirement that the amount invested in 

unit or investment trusts should not exceed one-quarter 

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

and replaced simply by the requirement that, to qualify 

for investment through a PEP a unit or investment trust 

must invest wholly or mainly in UK equities. 

Third, at present, only cash may he paid into a 

PEP. I propose that investors should also be permitted 

to place directly into a PEP shares obtained by 

subscribing to new equity issues, including 

privatisation issues. 

Finally, I propose to make a number of important 

simplifications to the PEP rules so as to make the 

scheme more flexible, better direcLed tc the needs of 

small and new investors, and cheaper to administer. 

I am confident that the changes that I have 

announced today will enable personal equity plans to 

play an important part in stimulating individual 

ownership of British equity in the years ahead. 

• 
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I also have a number of improvements to announce 

specifically designed to encourage employee share 

ownership. 

It is a striking fact that the number of approved 

employee share schemes has risen from a mere 30 in 1979 

to almost 1,600 today, involving 10,000 companies and 

benefiting some 13/4  million employees. At present the 

annual limits on the value of shares which can be given 

income tax-free to employees under all-employee 

profit-sharing schemes are £1,250 or 10 per cent of 

salary up to a ceiling of £5,000. I propose to raise 

these limits to £2,000 and £6,000 respectively. 

Second, I propose to increase the monthly limit 

for contributions to all-employee save-as-you-earn share 

option schemes from £100 to £150, and at the same time 

to double the maximum discount from market value at 

which options may be granted trom 10 per cent to 20 per 

cent. 

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 distinguished from ordinary 

approved employee share schemes by the fact that they 

11 



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 

employees acquire direct ownership of the shares within 

a reasonable time. I hope that this will encourage more 

British companies, particularly in the unquoted sector, 

to consider setting up ESOPs. 

	

41. 	Those firms with employee share ownership schemes 

have no doubt that it helps to improve company 

performance, by giving the workforce a direct personal 

	

1 

 interest in its profitability and success. 	The same 

benefits can flow from profit related pay. 

1 

 42. 	This was one of the reasons why)in my 1987 Budget, 

I introduced a tax relief to encourage its development. 

I have some improvements to make to this scheme, too. 

	

43. 	First, as I have previously announced, I propose 

to abolish the restriction that, to qualify for the tax 

relief, profit-related pay must equal at least 5 per 

cent of total pay. Second, I propose to raise the limit 

on the annual amount of profit-related pay which can 

attract relief from £3,000 to £4,000. 

olo 
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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 calculations.trAnd fourth, to help share schemes 

and ESOPs as well as profit related pay, I propose 
t7) C 	11 
changing the material interest rules which ,bb-  at present 

unnecessarily exclude employees from their schemes where 

they already benefit from a trust set up fcr employees. 

Taken together, 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 a share-owning demccracy becomes 

ever more entrenched as a part of the Eritish way of 

life. 

I now turn to life assurance. 

The tax regime for life assurance is sui generis. 

The present system dates back to the First World War and 

has developed over the years in a piecemeal way, leading 

to a state of affairs in which the incidence of tax is 

extremely uneven, with some successful life offices 

paying no tax at all. 
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• 
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. Accordincly, last July 

the Inland Revenue issued with my authority a major 

consultative document on the taxation of life assurance. 

Since then, I have considered very carefully the 

representations the industry has made, and taken full 

account both of the changes to the regulation of life 

assurance proposed 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 light of these factors, I have 

decided not to proceed with the more radical reforms 

canvassed in the consultative document. But I do have a 

number of important changes to propose, based for the 

most part on the general tax reform principle of seeking 

loweL rates on a broader base. 

First, many life offices run a persion business 

alongside their life assurance business, and they are 

not required to keep the two businesses separate for tax 

purposes. This enables them to set the unrelieved 

expenses of the pensions business against the income and 

gains of their life business, thus giving their life 
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profits unduly favourable tax treatment. I propose to 

end this anomaly. 

This change, which will come into force on 

1 January 1990, will yield £155 million in 1990-91. The 

remainder of the changes I have to propose constitute a 

broadly balanced package which, because of the 

transitional provisions, will reduce the taxation of 

life assurance in 1990-91 by some £110 million. 

I propose that 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, but spread over a period of seven 

years rather than being deductible immediately, as now. 

To give the industry time to adjust, this change will be 

phased in gradually over the next four years, starting 

on 1 January, 1990. 

There are certain other, even mcre technical 

matters raised in the consultative document which will 

require further discussion with the industry, and any 

legislative changes on these issues will have to wait 

for next year's Finance Bill. 

15 



• 
But I can say here and now that I propose, as from 

1 January 1990, to abolish Life Assurance Premium Duty. 

And I also propose, from the same date, tc reduce the 

rate of tax payable on the income and gains of life 

offices, which at present stands at 35 per cent on 

unf ranked investment income and 30 per cert on realised 

capital gains, to the basic rate of income tax. 

The net revenue effect of this reform of the 

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

in 1989-90 and a yield of £45 million in 1590-91, rising 

somewhat in subsequent years. 

But above all it will provide a more efficient and 

equitable tax regime for this most important industry. 

Later this year, UK unit trusts will be able to 

compete freely in Europe and will face competition from 

analogous Community investment schemes here. 	At 

present, trusts investing in gilts or bonds face a tax 

disadvantage. They pay corporation tax at 35 per cent 

on their income but can pass on a credit of only the 

basic rate to their investor. So I propose that from 

1 January 1990, as for life assurance companies, the 

corporation tax rate on unit trusts that come within the 

new European Community rules will be equal to the basic 

16 



• 

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 

wife's income from savings has to be disclosed to her 

husband and taxed at his marginal rate. 	Independent 

Taxation will change all that. In particular, those 

married women who have little or no earnings will in 

future be able to set their personal allcwance against 

their savings income. Independent Taxatior is a major 

reform. 	Preparations are well in Yand for its 

introduction in April next year, and three new leaflets 

have just become available from Inland REvenue offices 

to explain all the main features of the new system. 

TAXES ON SPENDING 

I now turn to taxes on personal income and 

spending. 

As the House knows Her Majesty's Covernment are 

obliged to implement the European Court's judgement that 

certain of our zero rates of VAT on supplies to 

business, notably on non-residential construction, are 

not lawful. This derives from the Court's 
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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. 

In implementing the judgement I have sought to do 

as much as possible to minimise the burden. 	From 

1 April VAT will be payable in respect of all 

non-residential construction unless carried out under a 

contract entered into before the court ruling. And from 

1 August landlords will have the option to tax rents, 

which mean that in most cases no extra VAT will be paid 

at all. 

These measures of mitigation will reduce the 

burden on the private sector from £450 million to just 

£35 million in the first year rising to £110 million in 

a full year. There will also be a yield of Exyz million 

from the public sector, which has been fully taken into 

account in Lhe Public Expenditure plans already 

announced. 

VAT will not be payable until July 1990 on water 

for industry or on fuel and power - and then only on 

business users above a specified threshold. Private 

households will remain zero rated. 
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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, 

water, fuel and power for all charities' non-business 

activities and for most non-residential accommodation 

such as old people's homes, students hostels and 

hospices as well as churches. 

In these special circumstances, I have considered 

whether there is anything further I can sensibly do to 

assist charities with their VAT bills. 	Accordingly, 

propose to relieve charities from VAT on fund raising 

events, on sterilising equipment for medical use, and on 

classified advertising. 

I also propose to relieve from car tax cars leased 

to the disablcd. 	[Add, if possible, 	statistics on 

benefit to individual.] 

But in general, I continue to believe that the 

best way of helping charitable causes through the tax 

system is by directly encouraging the act of charitable 

giving. The Payroll Giving Scheme, which I introduced 

in my 1986 Budget, has been growing steadily. Some 

• 
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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. 

But for the Payroll Giving Scheme to achieve its 

full potential, it is clearly necessary for the 

charities themselves, and others involved, to mount a 

major information and marketing campaign about it. I am 

particularly glad that my noble Friend, the 

Viscount Whitelaw, has agreed to become Chairman of the 

new Payroll Giving Association, which will co-ordinate 

efforts in this field. 

I now turn to the excise duties. 

The damage to the environment in general, and to 

child health in particular, from lead in the atmosphere, 

and the contribution ot ordinary leaded petrol to this 

problem, is increasingly widely known. The government 

is committed to phasing out leaded petrel altogether, 

and in successive Budgets I have sought to assist this. 

I first introduced a tax differential in favour of 

unleaded petrol in 1987, and increased it last year. 

But although sales are undoubtedly rising, unleaded 

petrol still accounts for only some 5 per cent of total 
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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. 

Many motorists do not realise that their cars can 

already use unleaded petrol. Many others are unaware 

how modest the conversion cost is. Many are under the 

false impression that, if they do switch to unleaded 

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

petrol. Others wrongly imaginc that their car's 

performance would suffel 	 were they to 

use unleaded fuel. 

It is clearly essential that these myths are 

rapidly dispelled. Meanwhile, I propose to take the 

opportunity of this Budget to increase still further the 

tax differential in favour of unleaded petrol, by 

reducing the tax on it by nearly fourpence a gallon. If 

this reduction is fully passed on to the customer - and 

I look to the oil companies to see that it is - it means 

that the price of unleaded petrol at the pump will 

generally be some ninepence a gallon, or twopence a 

litre, cheaper than four star leaded petrol. This will 

be one of the most substantial differentials between the 

S 
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price of leaded and unleaded petrol within the European 

Community. 

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

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

fourpence a gallon, so that the pump price of these 

grades will be as high as that of four star. 	This 

should encourage garages to phase out twc star petrol, 

which is already down to about 6 per cent cf the total 

market, thus enabling them to switch stcrage capacity 

and in some cases a pump, too, to unleeded petrol - 

quite apart from the incentive to the remaining two-star 

users to switch to unleaded fuel. 

I am confident that the duty chenges I have 

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

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

use of unleaded petrol over the next twelve months. 

They will of course also lead to a lcss of revenue 

of some £40 million in 1989-90. 	I propose to recoup 

this from Vehicle Excise Duty. A the present time a bus 

or a coach has Lo hdve 66 seats betore it rays as much 

in Vehicle Excise Duty as a family car. I propose to 

rectify this anomaly by increasing the tax rates of this 

group of vehicles so that they cover their track costs. 
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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 number of 

separate rates of Vehicle Excise Duty from 220 to 70. 

I have no further changes to propose this year in 

the rates of excise duty. 

TAXATION OF INCOME 

Nor do I propose any change this year to either 

the basic or higher rate of income tax. 

Since I aligned the rates of income and capital 

gains tax in last year's Budget, it follows that I also 

propose no change this year in the capital gains tax 

rates. 	However, I do have a few chances to capital 

gains tax to propose. 

With the advent of independent taxation from 

April 1990, 	married women will acquire their own 

capital gains tax threshold, so that a married couple 

will enjoy two such exemptions. In the licht of this, I 

propose to maintain the capital gains tax threshold at 

£5,000 for 1989-90. 

• 
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Second, I propose to abolish the general holdover 

relief for gifts. 

This was rightly introduced by my predecessor in 

1980, when there was still capital transfer tax on 

lifetime gifts, in order to avoid a form of double 

taxation. But the tax on lifetime giving has since been 

abolished, and the relief is increasingly used as a 

simple form of tax avoidance. 

But while the general holdover relief will go, I 

propose to retain it for gifts of business, farm and 

heritage assets, and also for all gifts to charities. 

And of course gifts between husband and wife will 

continue to be exempt. 

In the case of gifts of personal belcngings, these 

benefit from chattels relief, under which any items 

worth less than £3000 on disposal are entirely exempt 

from capital gains tax. I propose to double the chattels 

exemption limit for capital gains tax to £6000. 

The last of these three capital gains tax 

proposals is to change the tax treatment of certain 

bonds so as to simplify the tax rules and prevent a loss 
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of yield by the use of indexation to create losses and 

the conversion of income into capital gains. 

To return to income tax, I propose to raise all 

the main income tax 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 vill rise by 

£1,400 to £20,700. 

The single age allowance will rise by £220 to 

£3,400, and the married age allowance by £350 to £5,385. 

The higher level of age allowance will rise by £230 to 

£3540 for a single person, and by £360 to £5565 for a 

married couple. 

I propose a number of measures to help the 

elderly. In 1987 I introduced a new higher age 

allowance, for those over 80. I now propose to extend 

this to all aged 75 and over. 	This TAill take an 

additional 15,000 elderly single people and married 

couples out of tax altogether. 	As a result, 

three quarters of all those over 75 will not be liable 

to income tax at all. 
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The income limit for the age allowance will rise 

by E800 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 

rate of El of allowance for each E2 of income above the 

limit, instead of the present withdrawal rate of E2 in 

every £3. This means that the marginal tax rate for 

those in the withdrawal band will be reduced to well 

below 40 per cent, thus meeting a large number of 

representations I received last year. 

The Finance Bill will also include the provisions 

to establish the new tax relief for the over 60s health 

insurance premiums, which I announced to the House in 

January, and which will take effect from April next 

year, at a cost of £40 million in 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 reaching the statutory 

retirement age has his or her pension docked at a rate 

of 50 per cenL OH every El earned between £75 and £79 a 

week, rising to 100 per cent for every El earned over 

£79 a week. 

• 

31 



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. 

That is precisely what we shall do. 

My Rt.Hon Friend the Secretary of State for Social 

Services and I have agreed that the pensioners' earnings 

rule should be abolished as from 2 October, the earliest 

practicable date. 	The necessary legislation will be 

included in the Social Security Bill currently before 

the House. 

The cost to public expenditure will be 

£125 million in 1989-90, which will be entirely met from 

the Reserve. 	But the net cost of this measure will of 

course be reduced by the increased income tax payable on 

increased pensions. 

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. 

• 
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I had the following comments on the draft attached to Miss 

Wallace's minute of 6 March. 

Para 14: 	I think it is important not to exaggerate the pressure 
for change in the tax treatment of foreign exchange 

gains and losses. 	It may create a rod for our own 

back. I doubt whether it is "a steady stream" of 

representations; better perhaps to say "a number". 

Moreover, the point should not be forgotten that many 

exchange gains and losses are already recognised in 

the tax system; and hedging, and other financial 

Lechniques, are readily available. There is a dangcr 

of getting this issue out of proportion; 

Para 16: Amend the fourth line to "the question of when income 

was recognised..." and the seventh to "taxed in the 

year in which it was earned..."; 

Para 17: In the first line, insert "statutory" before basis; 

amend the fourth line to "income in the tax year in 

which it is earned..."; and in the eighth line, change 

"gone" to "substantially reduced"; 

Para 26: 	I wouldn't use the words "popular capitalism" near to 
water, "wider share ownership" would be better; 

Para 36: 	"Wider share" instead of "individual"; 

CHANCELLOR 
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• 
Para 50: Change the last sentence to "the Life Offices 

themselves have accepted that this treatment is 

anomalous, and I propose to end It; 

r 
Para 60: 	I still think it sounds odd to have the 

"liberalisation" of pensions before the capping of tax 

relief. 	Indeed, the liberalisation makes little 

sense without the cap. Unless there is a cap, there 

is little incentive to make arrangements over and 

above the tax relieved limits. Furthermoreo para 61 

(the cap) follows more naturally from para 59 which 

deals with the very favourable tax treatment 

ofpensions; 

Couldn't we expand this a little?; 

Can't this be much more definite? 	It is a little 

imprecise; 

Para 94 

onwards: You are presumably following the tactic of previous 

budget speeches and teasing in order to surprise. 

Para 94 ("no tax cuts") will disappoint, whereas 

para 114 onwards ("but NIC cuts") will surprise. 

However, there is a danger that the let-down in 

para 94 will be greater than the pick-up in para 114. 

Furthermore, people may not understand the NICs 

package so readily, so the whole Budget might seem 

(unnecessarily) an anti-climax. Might it not be 

advisable to add to para 94 "though I have some 

proposals to make later to NICS" in order to build up 

expectations. 

In any case, why put part of the Income Tax section 

before CGT? Why not get CGT out of the way and then 

have Income Tax and NICs? 
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• 

Para 102: "to return to income tax" after a break sounds 

curious. Surely it should go with para 94; 

Para 106: One could make more of this if you wanted; 

Para 116: Add "this is a genuine disincentive to overtime and to 

lower-paid workers generally". 

ije  NORMAN LAMONT 
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BUDGET SPEECH - FIRST SECTION 

The background to this year's Budget is the overriding 

need to be. down On inflation, at a time when, 

throughout the world, it is edging up for the first time 

this decade. 

It is only by doing this, whatever the short-term 

difficulties, that we will preserve the great gains we 

have made in this country over the past ten years, gains 

which offer so much hope for the future. 

I shall begin, as usual, with the economic 

background to the Budget, I shall then deal with 

monetary policy and the public sectcr finances. 

Finally, I shall propose a number of measures to carry 

forward the process of tax reform. 

As usual, the Financial Statement and Budget 

Report together with a number of Press Releases filling 

out the details of my tax proposals, will be available 

from the Vote Office as soon as I have sat down. 

The Government's first ten years in office have 

• 

seen a transformation both in the way in which economic 



policy is conducted, and in the results that have been 

achieved. 

For the first time, economic policy has been set 

firmly and explicitly in a medium-term context. That 

means that we do not bend to every puff et 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. We stand ready to act and act 

promptly whenever inflationary pressures threaten to 

re-emerge. But that is within a general philosophy that 

the Government should set a sound medium-term financial 

framework and leave it to the private sectcr to operate 

with confidence within it. 

The Government came to office with two central 

objectives: to defeat inflation, and to breathe new 
lc 016-ALA, Kt-vat.* Irt.t.-40,-I4.1s 

life into a moribund economy. Inflationlis a disease of 

money; and monetary policy is its /454140 cure. 	Fiscal 
SA.A116A-K t‘lesoVv6- 	trkzAat t tt 

policy is used to bringhe public accounts into balance 
1 	 34 

and keep them there, avid thus completec the process of 

re-establishing sound money. And within the context of 
ye 

sound money, markets haci to be allowed to work again, 

and the enterprise culture restored, by the removal of 

unnecessary restrictions and controls, by the reform of 

2 



industry recognised the dramatic changes that were 
49-ku-S 	 4tr14-4--k-ta 4ht-04-et•-c 

performance of the economy). 

- • AI 	I, - 

aA 
But oFicre business and 

te, they responded ith 

trade union law and promotion of all forms of capital 

ownership, and by the reform and reduction of taxation. 

In the early years, the urgent task as to stamp 

out the inflationary forces that had raged in the '70s, 

and wrought so much economic and social havoc. 	Between 

1974 and 1979 inflation averaged over 15 per cent. By 

1983 we brought it down to 5 per cent, and that is what 

it has averaged since. 

It was not surprising that in those early yearstj  

less 	gs wa ma4e in improvIng the supply 

vigour and confidence. As a result, we have experienced 

the longest period of sustained strong growth since 

records began. Indeed, output in the United Kingdom has 

grown faster than in all the major European nations 

during the '80s - a marked contrast to the previous two 

decades, when we were bottom of the leacue. And this 

growth has been based on a dramatic and sustained 

improvement in productivity, which in the economy as a 

whole has been second only to that of Japan among all 

the major nations during the '80s - and in manufacturing 

has exceeded that of Japan. 



Ittja.Q.A0L1‘,Akul0n 

We have more people in work than ever before, and 

their living standards have improved beyond recognition. 

But it is not just our economic performance over 

the past ten years that has been transformed: 	so have 

our prospects for the future. For over the past 

seven years, investment has grown very nearly twice as 

fast as consumption, and total business investment is 

now a higher proportion of GDP than ever before. 	And 

its quality has improved immeasurably, too: witness the 

dramatic improvement in profitability. 

So the outlook is good, provided we remain firm in 

our resolve to get on top of inflation. 

A year ago, in the aftermath of the worldwide 

stock market crash, it looked as if there vould be some 

slowing down from the rapid growth of 1987. In fact 

that was not to be. 

time this has happened [since 

with unemployment falling 

below the European average. 

had in 1988 a second 

1 4 /2  per cent - the first 

the War/for 30 years] - 

by half a million to well 

[This means, incidentally, 

c-PPf741"/* a-17  
14. 	It now lnokl 446 if  we 

successive year of growth at 



)4\s-okAn atiutj-) 

ItItt  

L.AGJA' 

that we have had six successive years of growth at 3 per 

cent or better, the first time this has ever occurred.] 

Manufacturing output grew particularly rapidly, by 

more than 7 per cent, to a level well above the previous 

peak reached as far back as the first half of 1974. 

„wfx. 
Buztlotai domestic demand al-go grew by some 7 per 
2 

cent, faster than the economy's capacity to supply, 

mainly because of the boom in industrial investment, in 

itself a welcome event, but also because of continued 

strong growth in consumer spending. 	This last was 

financed to an unprecedented degree ty borrowing, 

overwhelmingly mortgage borrowing. Of all borrowing by 

households, almost 85 per cent is acccunted for by 

mortgages compared with under 5 per cent by credit 

cards. 

Inevitably this led to renewed inflationary 

pressure. To some extent this was relieve(' by a sharp 

rise in imports, and hence in theLcurrent account of the 

balance of payments. This is officially recorded as 

having reached £143/4  billion in 1988, although given 

the £151/4 billion positive balancing item (another name 

for errors and omissions) the true figure is almost 

certainly less than this. More important - for whatever 

5 



the true figure, it is undoubtedly large, and a sharp 

increase on the deficit recorded in 1987 after 

seven successive years of surplus - it is one that, 

given sound policies can readily be financed. 

Unlike previous current account deficits we have 

known in this country, it does not reflect a budget 

deficit, but rather the excess of private sector 

investment over total private savings. And this is 

something that will in due course correct itself. 

Butlhere has aIso been some pick up in recorded 

inflation. 	Excluding the distorting effect of mortgage 

interest payments, the RPI, which rose by 51/4  per cent 

in 1983, increased by 41/2  per cent last year. But the 
A 

rate picked up markedly through the year, and the most 

recent figure is 51/2  per cent. 

Moreover this pick up in inflation appears to be a 

worldwide trend. Indeed, over the past six months, the 

rate of inflation excluding mortgage payments has 

probably risen by slightly less than inflation in the 

rest of the G7. 

In any event, it soon became clear that it was 
iscws 	rv-teb.k 

necessary to tighten monetary policy sharply, by--the 

raising short-term interest • 



rates, and—this was duly done, starting last June. I 

repeat what I have stated clearly on a number of 

previous occasions: interest rates will stay as high as 

is needed for as long as is needed to get on top of 

inflation. 	Nor am I prepared to allow the struggle 

against inflation to be undermined by exchange rate 

depreciation. 

I am of course keenly conscious of the effects of 

the rise in interest rates on borrowers, particularly 

home owners. But however unwelcome high interest rates 

are, they are infinitely preferable to the damage that 

would be done by high inflation. 

There are now increasing signs that the determined 

action already taken is having the desired effect. 	The 

housing boom that played such a large part in the events 
7 

of last year has (argely) subsided. 	Monetary growth, 

particularly as measured by the target aggregate, NO, 

has slowed down appreciably. 	And retail sales, too, 

seem to have levelled off over the past three months, 

presaging a gradual recovery in the personal savings 

ratio. 

The outlook for 1989 is for inflation to rise a 

little further to something approaching 8 per cent as 

7 



recorded by the RPI (although excluding mortgage 

interest payments the rate is forecast to remain A444An 

below 6 per cent) before falling back in the second half 

of the year t 5/ per cent in the fourth quarter and 
/ , 

perhaps \LI -11 per cent in the second quarter of 1990. 

A slow down in real growth is probatly inevitable 

as we get inflation back onto a downward path - indeed, 

Overall growth is forecast to fall from the 410  per 
cent recorded last year to 2 per cent this year, with 

domestic demand growth also at 2 per cent. Within this, 

investment is once again forecast to grcw faster than 

consumption. The current account deficit is forecast to 

remain at roughly the same level as this year's. 

But the question of how "soft" or "hard" the 

landing is as we get the economy back on track is not a 

matter for Government, nor is it a sensible objective of 

economic policy. The Government's policy is to reduce 

inflation by acting, through monetary policy, to bring 

—4-7- 197=e'" 
down the growth of GDP in money terms. 	The extent to 

which, over the short term, this is reflected in a 

reduction in inflation, and the extent to which it is 

reflected in a growth in real output, is up to business)  

and industry. 

it has almost certainly already begun to pen. 



In a free economy, 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. Any failure by industry to control its 

costs will only make the necessary reduction in the 

growth of nominal GDP more painful, not least in terms 

of employment prospects. 

But over the medium-term, it is clear from 
14,40t, 

experience over the past ten years that it--inflation 
GAr, 

that 	come down, w144.4e steady growth will resume. 

Indeed, i-t---i-e—eivar---that over anythinc but the very 

short term, the use of fiscal and monetary policy to 

promote growth merely leads to inflation; whereas the 

use of macroeconomic policy to curb inflation, when 

coupled with the right supply side policies, produces 

real growth. 

Monetary policy 

Monetary policy, to which I now turn, plays and 

must always play, the central role in the tattle against 

inflation. It is at the very heart of the medium-term 

financial strategy, the 10th Edition cf which I am 

publishing today. 



I have already described the monetary tightening 

that has taken place over the past nine months. 	This 

has lead to a sharp deceleration in the rate of growth 

of the target aggregate, MO, although for 1988-89 as a 

whole it is likely to have grown at some [2] percentage 

points above its target range. 

For 1989-90, the target range will be 1-5 per 

cent, as envisaged in last year' MTFS. Although 

starLing the year above the top of that range, its very 

low growth over the past six months - some 21/2 per cent 
\scn•Nho-ac 

at an annualised rate - suggests that it will 	aeon come 
kIJ 1L  *F1 ts.140 	 • 	4-s' 4k- •L+4-,- 	 A-4--AutaT- 

bac k Lw i t h in it; ) The exchange rate is also of particular 

a Stvdsit?  
tkir-  tott,),n'' 	

importance in the conduct of monetary policy. 	The 

LAA}4- 	 Government's clear commitment not to accommodate 
VeAd°  

increases in domestic costs by exchange rate 

depreciation remains a key safeguard against inflation. 
"ft41 	 A.0.-MA41" rt-kIlt. 

Lt has raQeRtly been demonstrated in the markets by our 

readiness to make use of the massive reserves we have 

accumulated. In this context, we will continue to work 

with our G7 partners to maintain the exchange rate 

stability that has been a feature of the past two years. 

As for the past [three] years, there is no target 

for the growth of broad money, or liquidity, but it will 

continue to be taken into account. 



clw"k  
Acoaeks 

Short-term in,prest rates remain the essential 

instrument of m etary policy. As I have already 

indicated, the b/attle against inflation is paramount, 

and there c therefore be no question of any premature 

reduction n interest rates. 

Meanwhile, I am today adding one more entry to the 

long list of financial controls which we have swept away 

during our term of office. The last surviving relic of 

the post-War apparatus for the direction of capital by 

the State is the Control of Borrowing Order which since 

1946 has involved first the Treasury then the Rank of 

England in giving consents for equity and bond issues in 

the capital markets. 	The Treasury has today made a 

General Consent under the Control cf Borrowing 

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

those who wish to make capital market issues to obtain 

the Bank of England's consent to the timing of such 

issues; and we will, as soon as possible, revoke the 

Order itself and repeal the legislaticn on which it 

depends, the 1946 Borrowing (Control and Guarantees) 

Act. 

The sterling capital market has ir recent times 

been going through a period of considerable adjustment, 

11 



as the Government has changed from being a large issuer 

to a large purchaser of its own debt. I will have more 

to say about that in a moment. The abolition of the 

Control of Borrowing Order will remove an unnecessary 

and bureaucratic restriction on issuers of capital as 

they move into the space formerly occupied by the 

Government when it was a borrower. 

Public Sector finances 

When we first took office the public sector 

borrowing requirement was almost 6 per cent of GDP - 

equivalent to some E[30] billion in today's terms. 

This was steadily reduced over the years as a 

deliberate act of policy, until, by 1987-88, the PSBR 

had been eliminated altogether and we started to repay 

the national debt. 

Accordingly, last year I budgeted for a further 

Public Sector Debt Repayment, or PSDR, of some 

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

five times as large, at £15 billion, or 3 per cent 

of GDP. 	Even if there had been no privatisation 

proceeds at all, the public finances would still be in 

surplus, to the tune of some £8 billion. 

12 



Nothing like this has ever been achieved since the 

War. 	And no other major country enjoys a comparable 

budget surplus. It has not been easy, even though we 

were assisted in the year now ending by a combination of 

an extra £2 billion of privatisation proceeds, and by 

the exceptional buoyancy of the econony, which both 

boosted tax receipts and reduced public expenditure well 

below the planned level. As a result, total public debt 

as a proportion of GDP is now lower than at any time 

since before the First World War. 

Moreover, the substantial repayment et public debt 

over the past two years has permanently reduced the 

burden of debt servicing, both now ard for future 

generations. For the coming year, for exanple, the debt 

repayments of the last two years mean that debt interest 

costs are lower by E[X] billion a year. 	Indeed, debt 

reduction on this scale means that in this year's 

Finance Bill I shall have to take a new power, not 

needed before, to enable gilts to be acquired by the 

NLF, for cancellation. 

The dramatic improvement in the United Kingdom's 

public finances has also provided a welcorre 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 become possible to tailor 

repayment policy so as to reduce future interest costs, 

and to improve the quality of outstanding Government 

debt 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 today inform the 

House that the programme will be continuing, at a level 

of around ecu 21/2 billion. [What period?] 

In last year's Budget Speech , I set out the 

principle of a balanced budget as a proper objective of 

fiscal policy. 

A balanced budget is a valuable discipline for the 

medium term. It represents security for the 

present and an investment for the future. Having 

achieved it, I intend to stick to it. 	In other 



words, henceforth a zero PSBR will be the norm. 

This provides a clear and simple rule, with a good 

historical pedigree." 

It is a rule that ensures that, as GDP continues 

to rise, the ratio of public debt to GDP continues to 

fall, and with it the burden of debt interest. It 

ensures, too, that the State makes no claim either on 

the savings of the private sector or on flows of finance 

from overseas. But to go further than this, and seek to 

achieve the maximum possible repayment of public debt, 

would be neither economically sensible, nor consistent 

with the Government's policy, as it would mean deferring 

for a very long time the prospect now before us of a 

sustainable and progressive reduction in the burden of 

taxation. 

So I reaffirm the principle of the balanced 

budget. However, given the substantial surplus we now 

have, the path of prudence and caution is clearly to 

return to balance not overnight, but gradually, over a 

period of years. Thus we can expect to have a number of 

further years of debt repayment ahead of us. Moreover, 

given the particular uncertainties there are at the 

present time, I believe it would be right to budget for 

1989-90 for a surplus similar to that secured in the 

15 



year now ending, after adjusting for the change in 

privatisation proceeds: 	that is to say, a further 

public sector debt repayment, or PSDR, of some 

£13 billion. What this means is that it will not be 

possible in this Budget to reduce the burden of 

taxation that is to say, to reduce taxation as a share 

of GDP. 
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BUDGET SPEECH - FIRST SECTION 

The background to this year's Budget is the overriding 

need to bear down on inflation, at a time when, 

throughout the world, it is edging up for the first time 

this decade. 

It is only by doing this, whatever the short-term 

difficulties, that we will preserve the great gains we 

have made in this country over the past ten years, gains 

which offer so much hope for the future. 

i shall begin, as usual, with the economic 

background to the Budget, I shall then deal with 

monetary policy and the public sectcr finances. 

Finally, I shall propose a number of measures to carry 

forward the process of tax reform. 

As usual, the Financial Statement and Budget 

Report together with a number of Press Releases filling 

out the details of my tax proposals, will be available 

from the Vote Office as soon as I have sat down. 

• 

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

seen a transformation both in the way in which economic 



policy is conducted, and in the results that have been 

achieved. 

For the first time, economic policy has been set 

firmly and explicitly in a medium-term context. That 

means that we do not bend to every puff cf 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. We stand ready to act and act 

promptly whenever inflationary pressures threaten to 

re-emerge. But that is within a general philosophy that 

the Government should set a sound medium-term financial 

framework and leave it to the private sectcr to operate 

with confidence within it. 

7. 	The Government came to office with two central 

objectives: to defeat inflation, and to breathe new 
ttA, 	 s 

life into a moribund economy. Inflationli:: d disease of 

money; and monetary policy is its fikTM\ cure. 	Fiscal 
* 

policy 16.—esed to bring.the public accounts into balance 

and keep them there, arld thus complete the process of 

re-establishing sound money. And within the contexL of 

sound money, markets hag! to be allowed to work again, 

and the enterprise culture restored, by the removal of 

unnecessary restrictions and controls, by the reform of 

• 

2 



trade union law and promotion of all forms of capital 

ownership, and by the reform and reduction of taxation. 

8. 	In the early years, the urgent task as to stamp 

out the inflationary forces that had raged in the '70s, 

and wrought so much economic and social havoc. 	Between 

1974 and 1979 inflation averaged over 15 per cent. By 

1983 we brought it down to 5 per cent, and that is what 

it has averaged since. 

EutL  t-t-,e 

itJOA.-0-4546 

k•O 

4N.N.A.Airt 

R444.1 c1. 
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9. 	It was not surprising thAt in those early years 

v.-  
1- 

less pr-Qq.rpeee--u4e--ma4e--4Q impr ov.= the supply 
CkA 

performance of the economy.) But cAlGe business and 

industry recognised the dramatic changes that were 
#tau-s r-autz -  oeeiti-r4/1g--4-m--4 	che-e-anamIc-c_Uma_te, they respondedt!ith 

vigour and confidence. As a result, we have experienced 

the longest period of sustained strong growth since 

records began. Indeed, output in the United Kingdom has 

grown faster than in all the major European nations 

during the '80s - a marked contrast to the previous two 

decades, when we were bottom of the leacue. And this 

growth has been based on a dramatic and sustained 

improvement in productivity, which in the economy as a 

whole has been second only to that of Japan among all 

the major nations during the '80s - and in manufacturing 

has exceeded that of Japan. 

A 41 
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We have more peoplein work than ever before, Land 

their living standards have improved beyonc recognition. 

But it is not just our economic performance over 

the past ten years that has been transformEd: 	so have 

our prospects for the future. For over the past 

seven years, investment has grown very nearly twice as 

fast as consumption, and total business investment is 

now a higher proportion of GDP than ever before. 	And 

its quality has improved immeasurably, too: witness the 

dramatic improvement in profitability. 

So the outlook is good, provided we remain firm in 

our resolve to get on top of inflation. 

A year ago, in the aftermath of the worldwide 

stock market crash, it looked as if there would be some 

slowing down from the rapid growth of 1987. In fact 

that was not to be. 

It now looks AS if  we had in 188 a second 

successive year of growth at 41/2  per cent - the first 

time this has happened [since the War/for 30 years) - 

with unemployment falling by half a million to well 

below the European average. [This means, incidentally, 

• 
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that we have had six successive years of growth at 3 per 

cent or better, the first time this has ever occurred.] 

• 

Manufacturing output grew particularly rapidly, by 

more than 7 per cent, to a level well above the previous 

peak reached as far back as the first half of 1974. 

?ri-k 	 , YNA.,r.cp 	• 

--r 

Ittvt total domestic demand also grew by some 7 per 

cent, faster than the economy's capacity to supply, 

mainly because of the boom in industrial investment, in 

itself a welcome event, but also becausc of continued 

strong growth in consumer spending. 	This last was 

financed to an unprecedented degree by borrowing, 

overwhelmingly mortgage borrowing. Of all borrowing by 

households, almost 85 per cent is acccunted for by 

mortgages compared with under 5 per cent by credit 

cards. 

17. Inevitably this led to renewed inflationary 

pressure. To some extent this was re1ieve6 by a sharp 
- 

rise in imports, and hence in the current account of the 

balance of payments. This is officially recorded as 

having reached £143/4  billion in 1988, although given 

the £151/4 billion positive balancing item (another name 

for errors and omissions) the true figure is almost 

certainly less than this. More important - for whatever 

11.&)+4 	cifC 
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the true figure, it is undoubtedly large, and a sharp 

increase on the deficit recorded in 1987 after 

seven successive years of surplus - it is one that, 

given sound policies can readily be financed. 

Unlike previous current account deficits we have 

known in this country, it does not reflect a budget 

deficit, but rather the excess of private sector 

investment over total private savings. 	And this is 

something that will in due course correct itself. 

Butlhere has also been some pick up in recorded 

inflation. 	Excluding the distorting effect of mortgage 

interest payments, the RPI, which rose by 51/4  per cent 

in 1983, increased by 41/2  per cent last year. But the'

rate picked up markedly through the year, and the most 

recent figure is 51/2  per cent. 

Moreover this pick up in inflation appears to be a 

worldwide trend. Indeed, over the past six months, the 

rate of inflation excluding mortgage payments has 

probably risen by slightly less than inflation in the 

rest of the G7. 

In any event, it Imo* became clear that it was 

necessary to tighten monetary policy sharply, by the 

raising short-term interest 

I 
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rates, and--this was duly done, starting last June. I 

repeat what I have stated clearly on a number of 

previous occasions: interest rates will stay as high as 

is needed for as long as is needed to get on top of 

inflation. 	Nor am I prepared to allow the struggle 

against inflation to be undermined by exchange rate 

depreciation. 

I am of course keenly conscious of the effects of 

the rise in interest rates on borrowers, particularly 

home owners. But however unwelcome high interest rates 

are, they are infinitely preferable to the damage that 

would be done by high inflation. 

There are now increasing signs that the determined 

action already taken is having the desired effect. 	The 

housing boom that played such a large part in the events 
7 

of last year has largely) subsided. 	Monetary growth, 

palLicularly as measured by the target aggregate, NO, 

has slowed down appreciably. 	And retail sales, too, 

seem to have levelled off over the past three months, 

presaging a gradual recovery in the personal savings 

ratio. 

The outlook for 1989 is for inflation to rise a 

little further to something approaching 8 per cent as 

• 
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recorded by the RPI (although excluding mortgage 

interest payments the rate is forecast to remain  A149,421 

below 6 per cent) before falling back in the second half 

, 
of the year to 5'/ per cent in the fourth quarter and 

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

A slow down in real growth is probatly inevitable 

as we get inflation back onto a downward path - indeed, 

it has almost certainly already begun to 

Overall growth is forecast to fall from the 

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

domestic demand growth also at 2 per cent. Within this, 

investment is once again forecast to grcw faster than 

consumption. The current account deficit is forecast to 

remain at roughly the same level as this year's. 

But the question of how "soft" or "hard" the 

landing is as we get the economy back on track is not a 

matter for Goveinment, nor is it a sensible objective of 

economic policy. The Government's policy is to reduce 
i/  

inflation by acting, through monetary policy, to bring 
4.4....440••••.4 3 

down the growth of GDP in m6hey terms. 	The extent to 

which, over the short term, this is reflected in a 

reduction in inflation, and the extent to which it is 

reflected in a growth in real output, is up to business)  

and industry. 

• 
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In a free economy, it is up to them tD 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. Any failure by industry to control its 

costs will only make the necessary reduction in the 

growth of nominal GDP more painfuli:  not least in terms 

of employment prospects. 

But over the medium-term, it is clear from 

experience over the past ten years that it-1.4-inflation 
GAN. 

that -will come down, wi-le steady growth will resume. 

Indeed, i-t----i-e—e-l-srar—that over anythinc but the very 

short term, the use of fiscal and monetary policy to 

promote growth merely leads to inflation; whereas the 

use of macroeconomic policy to curb inflation, when 

coupled with the right supply side policies, produces 

real growth. 

Monetary policy 

Monetary policy, to which I now turr, plays and 

must always play, the central role in the tattle against 

inflation. It is at the very heart of the medium-term 

financial strategy, the 10th Edition cf which I am 

publishing today. 

9 
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• 
I have already described the monetary tightening 

that has taken place over the past nine months. 	This 

has lead to a sharp deceleration in the rate of growth 

of the target aggregate, NO, although for 1988-89 as a 

whole it is likely to have grown at some [2] percentage 

points above its target range. 

For 1989-90, the target range will be 1-5 per 

cent, as envisaged in last year' MTFS. Although 

starting the year above the top of that range, its very 

low growth over the past six months - some 21/2  per cent 
\c•kat 

at an annualised rate - suggests that it will 	goo* come 
&Q.+ 	r•-.1Lci2. 

backLwithin it; i  The exchange rate is also of particular 

importance in the conduct of monetary policy. 	The 

Government's clear commitment not to accommodate 

increases in domestic costs by exchange rate 

depreciation remains a key safeguard against inflation. 
Lot— 

u has rac-e-ntly been demonstratedtin the markets by our 

readiness to make use of the massive reserves we have 

accumulated. In this context, we will continue to work 

with our G7 partners to maintain the exchange rate 

stability that has been a feature of the past two years. 

32. 	As for the past [three) years, there is no target 

for the growth of broad money, or liquidity, but it will 

continue to be taken into account. 



Short-term i t rest rates remain the essential 

instrument of monetary policy. As I have already 

indicated, the battle against inflation is paramount, 

and there can therefore be no question of any premature 

reduction, 	interest rates. 

Meanwhile, I am today adding one more entry to the 

long list of financial controls which we have swept away 

during our term of office. The last surviving relic of 

the post-War apparatus for the direction of capital by 

the State is the Control of Borrowing Ordei which since 

1946 has involved first the Treasury then the Bank of 

England in giving consents for equity and bond issues in 

the capital markets. 	The Treasury has today made a 

General Consent under the Control cf Sorrowing 

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

those who wish to make capital market issues to obtain 

the Bank of England's consent to the timing of such 

issues; and we will, as soon as possible, revoke the 

Order itself and repeal the legislaticn on which it 

depends, the 1946 Borrowing (Control and Guarantees) 

Act. 

The sterling capital market has ir recent times 

been going through a period of considerable adjustment, 

• 
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as the Government has changed from being a large issuer 

to a large purchaser of its own debt. I will have more 

to say about that in a moment. The abolition of the 

Control of Borrowing Order will remove an unnecessary 

and bureaucratic restriction on issuers of capital as 

they move into the space formerly occupied by the 

Government when it was a borrower. 

Public Sector finances 

When we first took office the public sector 

borrowing requirement was almost 6 per cent of GDP - 

equivalent to some £[30] billion in today's terms. 

This was steadily reduced over the years as a 

deliberate act of policy, until, by 1987-88, the PSBR 

had been eliminated altogether and we started to repay 

the national debt. 

Accordingly, last year I budgeted for a further 

Public Sector Debt Repayment, or PSDR, of some 

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

five times as large, at £15 billion, or 3 per cent 

of GDP. 	Even if there had been no 	privatisation 

proceeds at all, the public finances would still be in 

surplus, to the tune of some £8 billion. 

• 
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Nothing like this has ever been achieved since the 

War. 	And no other major country enjoys a comparable 

budget surplus. It has not been easy, even though we 

were assisted in the year now ending by a combination of 

an extra £2 billion of privatisation proceeds, and by 

the exceptional buoyancy of the econony, which both 

boosted tax receipts and reduced public exrenditure well 

below the planned level. As a result, total public debt 

as a proportion of GDP is now lower than at any time 

since before the First World War. 

Moreover, the substantial repayment cf public debt 

over the past two years has permanently reduced the 

burden of debt servicing, both now and for future 

generations. For the coming year, for exauple, the debt 

repayments of the last two years mean that debt interest 

costs are lower by E[X] billion a year. 	Indeed, debt 

reduction on this scale means that in this year's 

Finance Bill I shall have to take a new power, not 

needed before, to enable gilts to be acquired by the 

NLF, for cancellation. 

The dramatic improvement in the United Kingdom's 

public finances has also provided a welcone opportunity 

to devote more attention to the structure of the debt 

13 



that remains. Now that the Government has become a net 

purchaser of debt, it has become possible to tailor 

repayment policy so as to reduce future interest costs, 

and to improve the quality of outstanding Government 

debt 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 today inform the 

House that the programme will be continuing, at a level 

of around ecu 21/2 billion. [What period?] 

In last year's Budget Speech , I set out the 

principle of a balanced budget as a proper objective of 

fiscal policy. 

A balanced budget is a valuable discipline for the 

medium term. It represents security for the 

present and an investment for the future. Having 

achieved it, I intend to stick to it. 	In other 

• 
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words, henceforth a zero PSBR will be the norm. 

This provides a clear and simple rule, with a good 

historical pedigree." 

It is a rule that ensures that, as GDP continues 

to rise, the ratio of public debt to GDP continues to 

fall, and with it the burden of debt interest. It 

ensures, too, that the State makes no claim either on 

the savings of the private sector or on flows of finance 

from overseas. But to go further than this, and seek to 

achieve the maximum possible repayment of public debt, 

would be neither economically sensible, nor consistent 

with the Government's policy, as it would mean deferring 

for a very long time the prospect now before us of a 

sustainable and progressive reduction in the burden of 

taxation. 

So I reaffirm the principle of the balanced 

budget. 	However, given the substantial surplus we now 

have, the path of prudence and caution is clearly to 

return to balance not overnight, but gradually, over a 

period of years. Thus we can expect to have a number of 

further years of debt repayment. ahead of us. Moreover, 

given the particular uncertainties there are at the 

present time, I believe it would be right to budget for 

1989-90 for a surplus similar to that secured in the 

• 
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year now ending, after adjusting for the change in 

privatisation proceeds: 	that is to say, a further 

public sector debt repayment, or PSDR, of some 

£13 billion. What this means is that it will not be 

possible in this Budget to reduce the burden of 

taxation that is to say, to reduce taxation as a share 

of GDP. 

• 
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BUDGET SPEECH - FIRST SECTION 

The background to this year's Budget is the overriding 

need to bear down on inflation, at a time when, 

throughout the world, it is edging up for the first time 

NrdjeJC.14 P7, 414L44 f t4Jt  
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2. 	It is only by doing this, whatevli the short-term 
0/41 	ev,  

difficulties, that we will preserve
A 
 the great gains we 

I shall begin, as usual, with the economic 

background to the Budget, I shall then deal with 

monetary policy and the public sectcr finances. 

Finally, I shall propose a number of measures to carry 

forward the process of tax reform. 

As usual, the Financial Statement and Budget 

Report together with a number of Press Releases filling 

out the details of my tax proposals, will be available 

from the Vote Office as soon as I have sat down. 

• 

this decade. 

/- have made in this country over the past ten years, !gains 

which offer so much hope for the future.. 	fitt44 	 vat*, 4 I 

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

seen a transformation both in the way in which economic 
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policy is conducted, and in the results that have been 

achieved. 

6. 	For the first time, economic policy has been set 

firmly and explicitly in a medium-term context. That 

means that we do not bend to every puff cf 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 
do di 6-04.4-c_ 

special significance. We
A 
 stand ready to act and act 

promptly whenever inflationary pressures threaten to 

re-emerge. But that is within a general philosophy that 

the Government should set a sound medium-term financial 

framework and leave it to the private secter to operate 

with confidence within it. 

• 

7. 	The Government came to office with two central 

objectives: to defeat inflation, and to breathe new 

-- F p lite into a moribund economy. Inflation is a disease of 
A 

money; and monetary policy is its only cure. Yiscal 

policy Lis use_tito bring the public accounts into balance 

and keep them there, and thus complete the process of 

re-establishing sound money. And L/ithin the context of 

sound money, markets had to be allowed to work again, 

and the enterprise culture restored, by the removal of 

unnecessary restrictions and controls, by the reform of 

2 



trade union law and promotion of all forms of capital 

ownership, and by the reform and reduction of taxation. 

In the early years, the urgent task as to stamp 

out the inflationary brcis that had raged in the '70s, 

and wrought so much economic and social havoc. 	Between 

1974 and 1979 inflation averaged over 15 per cent. By 

1983 we brought it down to 5 per cent, and that is what 

it has averaged since. 

It was not surprising that in those early years 

less progress was made in improving the supply 

performance of the economy. 	But once business and 

industry recognised the dramatic changes that were 

occurring in the economic climate, they responded with 

vigour and confidence. As a result, we have experienced 

the longest period of sustained stronc growth since 

records began. Indeed, output in the United Kingdom has 

grown faster than in all the major European nations 

during the '80s - a marked contrast to the previous two 

decades, when we were bottom of the leacue. And this 

growth has been based on a dramatic and sustained 

improvement in productivity, which in the economy as a 
A 

whole has been second only to that of Japan among all 

the major nations during the '80s - and in manufacturing 

has exceeded that of Japan. 

• 
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We have more people in work than ever before, and 

their living standards have improved beyond recognition. 

But it is not just our economic performance over 

the past ten years that has been transformed: 	so have 

our prospects for the future. For over the past 

seven years, investment has grown very nearly twice as 

fast as consumption, and total business investment is 

now a higher proportion of GDP than ever before. And 

its quality has improved immeasurably, too: witness the 

dramatic improvement in profitability. 

So the outlook is good, provided we remain firm in 

our resolve to get on top of inflation. 

A year ago, in the aftermath of the worldwide 

stock market crash, it looked as if there would be some 

slowing down from the rapid growth of 1987. In fact 

that was not to be. 

It now looks as if we had in 1S88 a second 

successive year of growth at 41/2  per cent - the first 

time this has happened [since the War/for 30 years] - 

with unemployment falling by half a million to well 

below the European average. [This means, incidentally, 
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that we have had six successive years of growth at 3 per 

cent or better, the first time this has ever occurred.] 

Manufacturing output grew particularly rapidly, by 

more than 7 per cent, to a level well above the previous 

peak reached as far back as the first half of 1974. 

But total domestic demand also grew by some 7 per 

cent, faster than the economy's capacity to supply, 

mainly because of the boom in industrial investment, in 

itself a welcome event, but also because of continued 

strong growth in consumer spending. 	This last was 

financed to an unprecedented degree by borrowing, 

overwhelmingly mortgage borrowing. Of all borrowing by 

households, almost 85 per cent is acccunted for by 

mortgages compared with under 5 per cent by credit 

cards. 

Inevitably this led to renewed inflationary 

pressure. To some extent this was relieved by a sharp 
ad 

rise in imports, and hence,in the current account of the 
/A 

balance of payments. This is officially recorded as 

having reached £143/4  billion in 1988, although given 

the £151/4  billion positive balancing item (another name 

for errors and omissions) the true ficure is almost 

certainly less than this. More important - for whatever 

• 
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the true figure, it is undoubtedly large, and a sharp 

increase on the deficit recorded in 1987 after 

seven successive years of surplus - it is one that, 

given sound policies can readily be financed. 

Unlike previous current account deficits we have 

known in this country, it does not reflect a budget 

deficit, but rather the excess of private sector 

investment over total private savings. 	And this is 

something that will in due course correct itself. 

But there has also been some pick up in recorded 

inflation. 	Excluding the distorting effect of mortgage 

interest payments, the RPI which rose by 51/4 per cent  

in 1983, increased by 41/2  per cent last year. But the 

rate picked up markedly through the year, and the most 

recent figure is 51/2  per cent. 

Moreover this pick up in inflation appears to be a 

worldwide trend. Indeed, over the past six months, the 

rate of inflation excluding mortgage payments has 
K 

probably risen by slightly less than inflation in the 

rest of the G7. 

In any event, it soon became clear that it was 

necessary to tighten monetary policy sharply, by the 

only effective means of raising short-term interest 

• 
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rates, and this was duly done, starting last June. I 

repeat what I have stated clearly on a number of 

previous occasions: interest rates will stay as high as 

is needed for as long as is needed to get on top of 

inflation. 	Nor am I prepared to allow the struggle 

against inflation to be undermined by exchange rate 

l et.w? 21 

22. 	I am of course keenly conscious of the effects of 

the rise in interest rates on borrowers, particularly 

home owners. But however unwelcome high interest rates 

are, they are infinitely preferable to the damage that 

would be done by high inflation. 

depreciation. 90-112- 
1 	1,11.01-4.4.. 

There are now increasing signs that the determined 

action already taken is having the desired effect. 	The 

housing boom that played such a large part in the events 

of last year has largely subsided. 	Monetary growth, 

particularly as measured by the target aggregate, NO, 

has slowed down appreciably. 	And retail sales, too, 

seem to have levelled off over the past three months, 

presaging a gradual recovery in the personal savings 

ratio. 

The outlook for 1989 is for inflation to rise a 
I,r ImA A4loi 	fv-ttz) 	 atral 

little further to omething approaching] 8 per cent as 
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recorded by the RPI (although excluding mortgage 

interest payments the rate is forecast to remain well 

below 6 per cent) before falling back in the second half 

of the year to 51/2 per cent in the fourth quarter and 

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

A slow down in real growth is probatly inevitable 

as we get inflation back onto a downward path - indeed, 

it has almost certainly already begun to happen. 

Overall growth is forecast to fall from the 41/2  per 

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

domestic demand growth also at 2 per cent. Within this, 

investment is once again forecast to grcw faster than 

consumption. The current account deficit is forecast to 

remain at roughly the same level as this year's. 

But the question of how "soft" or "hard" the 

landing is as we get the economy back on track is not a 

matter for Government, nor is it a sensible objective of 

economic policy. The Government's policy is to reduce 

inflation by acting, through monetary policy, to bring 

down the growth of GDP in money terms. The extent to 

which, over the short term, this is reflected in a 

reduction in inflation, and the extent to which it is 

reflected in a growth in real output, is up to business 

and industry. 



• 

In a free economy, it is up to them tD 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. Any failure by industry to control its 

costs will only make the necessary reduction in the 

growth of nominal GDP more painful, not least in terms 

of employment prospects. 

But over the medium-term, it is clear from 

experience over the past ten years that it is inflation 

that will come down, while steady growth will resume. 

Indeed, it is clear that over anything but the very 

short term, the use of fiscal and monetary policy to 

promote growth merely leads to inflation; whereas the 

use of macroeconomic policy to curb inflation, when 

coupled with the right supply side policies, produces 

real growth. 

Monetary policy 

Monetary policy, to which I now turn, plays and 

must always play, the central role in the battle against 

inflation. It is at the very heart of the medium-term 

financial strategy, the 10th Edition cf which I am 

publishing today. 
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I have already described the monetary tightening 

that has taken place over the past nine months. 	This 

has lead to a sharp deceleration in the rate of growth 

of the target aggregate, NO, although for 1988-89 as a 

whole it is likely to have grown at some [2] percentage 

points above its target range. 

For 1989-90, the target range will be 1-5 per 

cent, as envisaged in last year' MTFS. Although 

akok 

starting the year above the top of that range, its very 

low growth over the past six months - some 21/2  per cent 

at an annualised rate - suggests that it will soon come 

back within it. The exchange rate is also of particular 

importance in the conduct of monetary policy. 	The 

Government's clear commitment not to accommodate 

increases in domestic costs by exchange rate 

depreciation remains a key safeguard against inflation. 

It has recently been demonstrated in the markets by our 

readiness to make use of the massive reserves we have 

accumulated. In this context, we will continue to work 

with our G7 partners to maintain the exchange rate 

stability that has been a feature of the past two years. 

32. 	As for the past [three] years, there is no target 

for the growth of broad money, or liquidity, but it will 

continue to be taken into accountto. 

Ctitoittfr,4 



• 

Short-term interest rates remain the essential 

instrument of monetary policy. As I have already 

indicated, the battle against inflation is paramount, 

and there can therefore be no question of any premature 

reduction in interest rates. 

‘MeanwhileT1I am today adding one more entry to the 
A 

long list of financial controls which we have swept away 

during our term of office. The last surviving relic of 

the post-War apparatus for the direction of capital by 

the State is the Control of Borrowing Order which since 

1946 has involved first the Treasury then the Bank of 

England in giving consents for equity and bond issues in 

the capital markets. 	The Treasury has today made a 

General Consent under the Control cf Borrowing 

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

those who wish to make capital market issues to obtain 

the Bank of England's consent to the timing of such 

issues; and we will, as soon as possible, revoke the 

Order itself and repeal the legislaticn on which it 

depends, the 1946 Borrowing (Control and Guarantees) 

Act. 

The sterling capital market has ir recent times 

been going through a period of considerable adjustment, 
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as the Government has changed from being a large issuer 

to a large purchaser of its own debt. F will have more 
to say about that in a moment. The abolition of the 

Control of Borrowing Order will remove an unnecessary 

and bureaucratic restriction on issuers of capital as 

they move into the space formerly occupied by the 

Government when it was a borrower. 

Public Sector finances  

/r141,1frt,:ft,E it s 
When we first todk office the public sector 

A 
borrowing requirement was almost 6 per cent of GDP 

equivalent to some £[30] billion in today's terms. 

This was steadily reduced over the years as a 

deliberate act of policy, until, by 1987-88, the PSBR 

had been eliminated altogether and we started to repay 

the national debt. 

Accordingly, last year I budgeted for a further 

Public Sector Debt Repayment, or PSDR, of some 

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

five times as large, at £15 billion, or 3 per cent 

of GDP. 	Even if there had been no privatisation 

proceeds at all, the public finances would still be in 

surplus, to the tune of some E8 billion. 

• 
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39. 	Nothing like this has ever been achieved since the 

War. 	And no other major country enjoys a comparable 

budget surplus. It has not been easy, even though we 

were assisted in the year now ending by a combination of 

an extra £2 billion of privatisation proceeds, and by 

the exceptional buoyancy of the econony, which both 

boosted tax receipts and reduced public expenditure well 

below the planned level. As a result, total public debt 

as a proportion of GDP is now lower than at any time 

since before the First World War. 

Moreover, the substantial repayment cf public debt 

over the past two years has permanently reduced the 

burden of debt servicing, both now ard for future 

generations. For the coming year, for exanple, the debt 

repayments of the last two years mean that debt interest 

costs are lower by E[X] billion a year. 	Indeed, debt 

reduction on this scale means that in this year's 

Finance Bill I shall have to take a new power, not 

needed before, to enable gilts to be acquired by the 

NLF, for cancellation. 

The dramatic improvement in the United Kingdom's 

public finances has also provided a welcone opportunity 

to devote more attention to the structure of the debt 

13 



that remains. Now that the Government has become a net 

purchaser of debt, it has become possible to tailor 

repayment policy so as to reduce future interest costs, 

and to improve the quality of outstanding Government 

debt 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 today inform the 

House that the programme will be continuing, at a level 

of around ecu 21/2 billion. [What period?] 

In last year's Budget Speech , I set out the 

principle of a balanced budget as a proper objective of 

fiscal policy? 

(1 
A balanced budget is a valuable discipline for the 

medium term. It represents security for the 

present and an investment for the future. Having 

achieved it, I intend to stick to it. 	In other 

• 

14 



4r,  

• 
words, henceforth a zero PSBR will be the norm. 

This provides a clear and simple rule, with a good 

historical pedigree." 

It is a rule that ensures that, as GDP continues 

to rise, the ratio of public debt to GDP continues to 

fall, and with it the burden of debt interest. It 

ensures, too, that the State makes no claim either on 

the savings of the private sector or on flows of finance 

from overseas. But to go further than this, and seek to 

achieve the maximum possible repayment of public debt, 

would be neither economically sensible, nor consistent 

with the Government's policy, as it would mean deferring 

for a very long time the prospect now before us of a 

sustainable and progressive reduction in the burden of 

taxation. 

So I reaffirm the principle of the balanced 

budget. 	However, given the substantial surplus we now 

have, the path of prudence and caution is clearly to 

return to balance not overnight, but gradually, over a 

period of years. Thus we can expect to have a number of 

further years of debt repayment ahead of us. Moreover, 

given the particular uncertainties there are at the 

present time, I believe it would be right to budget tor 

1989-90 for a surplus similar to that secured in the 

15 
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year now ending, after adjusting for the change in 

privatisation proceeds: 	that is to say, a further 

public sector debt repayment, or PSDR, of some 

£13 billion. What this means is that it will not be 

possible in this Budget to reduce the burden of 

taxation)  that is to say, to reduce taxation as a share 

of GDP. 

16 
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BUDGET SPEECH - FIRST SECTION 
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throughout the world,u,t is edging up for the first time 
4 it 4.4~-40.......„4.1,61.:__ this dec adel  ekd 

01.41% ,16.4 110."MAW14. t 11444 

It is only by doing this,--witertever—t-he—s-herrt—terft--L 

, difficulties-, that we will preserve the great gains we 

have made in this country over the past ten years, gains 

which offer so much hope for the future. 

I shall begin, as usual, with the economic 

background to the Budget, I shall then deal with 

monetary policy and the public sectcr finances. 

Finally, I shall propose a number of measures to carry 

forward the process of tax reform. 

As usual, the Financial Statement and Budget 

Report together with a number of Press Releases filling 

out the details of my tax proposals, will be available 

from the Vote Office as soon as I have sat down. 

The Government's first ten years in office have 

seen a transformation 

merk.1 	6,44  
t4....1 	ettovvie,„A-r,or 

pJ  tjt  N`414  I tiu W4. 	10-wt441‘1 
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t havo boon- 

achieved-7' 

4conomic policyha been set 

firmly and explicitly in a medium-term context. That 

means that we do not bend to every puff cf 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. We stand ready to act and act 

promptly whenever inflationary pressures threaten to 

re-emerge. But that is within a general philosophy that 

the Government should set a sound medium-term financial 

framework and leave it to the private sectcr to operate 

with confidence within it. 

The Government came to office with two central 

objectives: to defeat inflation, and to breathe new 

life into a moribund economy. Inflation is a disease of 

money; and monetary policy is its only cure. 	Fis 	al 
Law., 

to bring the public accounts into balance 

and keep them there, and thus -Gemple.te( the process of 

re-establishing sound money. And within the context of 
p.."44...1- I444(rfilrvp44,6044., 

sound money4 markets had to be allowed to work again, 

and the enterprise culture restored, by the removal of 

unnecessary restrictions and controls, by the reform of 

• 

u-•• wioh 	t .rte- 
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trade union law and promotion of all forms of capital 

ownership, and by the reform and reduction of taxation. 

• 

8. 	In the early years, the urgent task as to stamp 

out the inflationary forces that had raged in the '70s, 

havoc. Between 

1974 and 1979 inflation averaged over 15 per 

1983,/we brought it down to 5 per cent, and that is what 
11"- 	14 '3 	" 	•  11....":3 

	cent. By 

it has averaged since. 

and wrought so much economic and social 

9. 	It was not surprising that in those early years 

less progress was made in improving the supply 

performance of the economy. 	But once business and 
614.4- 	fr41.1144 	 NO:4-11  , 014 	tt4.4 6-1-ruir:ZA 

industry recognisedLthe dramatic changes that were 

occurring in the economic climate, they responded with 

vigour and confidence. As a result, we have experienced 

the longest period of sustained stronc growth since 

records began. Indeed, output in the United Kingdom has 

grown taster than in all the major European nations 

during the '80s - a marked contrast to the previous two 

decades, when we were bottom of the leacue. And this 

growth has been based oji a dramatic end sustained 
• 

economy as a 

wholer has been second only to that of Japan among all 

the major nations during the '80s - and in manufacturing 

has exceeded that of Japan. 

improvement in productivity  ,L  sthi-ch in 
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We have more people in work than ever before, and 

their living standards have improved beyond recognition. 

But it is not just our economic performance over 

the past ten years that has been transformEd: 	so have 

Our prospects for the future. For over the past 

seven years, investment ha4!Wn very nearly twice as 

fast as consumption, and total business investment is 

now a higher proportion of GDP than ever before. 	And 

its quality has improved immeasurably, too: witness the 

dramatic improvement in profitability. 

A year ago, in the aftermath of the worldwide 

stock market crash, it looked as if there would be some 
ht#4 ,4' 14.4÷ -1""j  

slowing down from the rapid growth ot 1987)  /In fact 

that—was—net----to 

ei) Lt4 	 LOJZ1  

(I-t now looks as if we had in 1988 a second 
successive year of growth at 41/2  per cent - the first 

time this has happened [since the War/for 30 years] - 

with unemployment falling by half a million to well 

below the European average. iThis means, incidentally, 

• 
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• 
that we have had six successive years of growth at 3 per 

cent or better, the first time this has ever occurred.t 

Manufacturing output grew particularly rapidly, by 

more than 7 per cent, to a level well above the previous 

peak reached as far back as the first half of 1974. 

But total domestic demand also grew by some 7 per 

cent, faster than the economy's capacity to supply, 

mainly because of the boom in industrial irvestment, in 

itself a welcome event, but also because of continued 

strong growth in consumer spending. 	This last was 

financed to an unprecedented degree by borrowing, 

overwhelmingly mortgage borrowing. Of all borrowing by 

households, almost 85 per cent is acccunted for by 

mortgages compared with under 5 per cent by credit 

cards. 	 -4... I- %,t* (.44t.t1/41 	/4, 

	

SID ',A ALA) 6".1 	17. 	Inevitably this 	led to renewed inflationary 
-"&a..).404414+,-oi 1.444 	t-v.vt 

(1'4' 	1...../Aa  .1" 
 44') pressure. To some extent 	 La sharp 

	

WMA  S"—Tr 	rise in imports, and hence in the current account of the 

balance of payments. This is officially recorded as 

...621k4d. 	 having reached £143/4  billion in 1988, although given 

the £151/4 billion positive balancing item (another name 

for errors and omissions) the true figure is almost 

certainly less than thisl  More importantn---fer—whateVer 

L  tAft3/4.44J tilk tvs4A rivr4) 

ir:11 
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seven successive years of surplus.-, 

'ietZ4,71 	
given sound policies can readily be financed. 

/ 

Th4 t..ice7(-44 7- -- "o*ItLe( ("ZAat -4  " 
 L.-- ' 	previous current account deficits we have tiA,,t1.1“ ituA4 

known in this country, Lit does not reflect a budget 

deficit, but rather the excess of private sector 
th:4,-ttup Actirs•ZiA  

investment over total private savings.  L,  An this is 

something that will in due course correct itself. 

But there has also been some pick up in recorded 

inflation. 	Excluding the distorting effect of mortgage 

interest payments, the RPI, which rose by 51/4  per cent 

in 1983, increased by 41/2  per cent last year. But the 

rate picked up markedly through the year, and the most 

recent figure is 51/2  per cent. 

Moreover this pick up in inflation appears to be a 

worldwide trend. Indeed, over the past six months, the 

rate of inflation excluding mortgage payments has 

probably risen by slightly less than inflation in the 

rest of the G7. 

In any event, it soon became clear that it was 

necessary to tighten monetary policy sharply, by the 

only effective means of raising short-term interest 



rates, and this was duly done, starting last June. I 

repeat what I have stated clearly on a number of 

previous occasions: interest rates will stay as high as 

is needed for as long as is needed to get on top of 

inflation. 	Nor am I prepared to allow the struggle 

against inflation to be undermined by exchange rate 

depreciation. 

I am of course keenly conscious of the effects of 

the rise in interest rates on borrowers, particularly 

home owners. But however unwelcome high interest rates 

are, they are infinitely preferable to the damage that 

would be done by high inflation. 

There are now increasing signs that the determined 

action already taken is having the desired effect. 	The 

housing boom that played such a large part in the events 

of last year has largely subsided. 	Monetary growth, 

particularly as measured by the target aggregate, MO, 

has slowed down appreciably. 	And retail sales, too, 

seem to have levelled off over the past three months, 

presaging a gradual recovery in the personal savings 

ratio. 

The outlook for 1989 is for inflation to rise a 

little further to something approaching 8 per cent as 

• 
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recorded by the RPI (although excluding mortgage 

interest payments the rate is forecast to remain well 

below 6 per cent) before falling back in the second half 

of the year to 51/2 per cent in the fourth quarter and 

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

A slow down in real growth is probahly inevitable 

as we get inflation back onto a downward path - indeed, 

it has almost certainly already begun to happen. 

Overall growth is forecast to fall from the 41/2  per 

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

domestic demand growth also at 2 per cent. Within this, 

investment is once again forecast to grcw faster than 

consumption. The current account deficit is forecast to 

remain at roughly the same level as this year's. 

But the question of how "soft" or "hard" the 

landing is as we get the economy back on track is not a 

matter for Government, nor is it a sensible objective of 

economic policy. The Government's policy is to reduce 

inflation by acting, through monetary policy, to bring 

down the growth of GDP in money terms. The extent to 

which, over the short term, this is reflected in a 

reduction in inflation, and the extent to which it is 

reflected in a growth in real output, is up to business 

and industry. 

• 
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In a free economy, it is up to them tp 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. Any failure by industry to control its 

costs will only make the necessary reduction in the 

growth of nominal GDP more painful, not least in terms 

of employment prospects. 

But over the medium-term, it is clear from 

experience over the past ten years that it is inflation 

that will come down, while steady growth will resume. 

Indeed, it is clear that over anything but the very 
X 

\e" 	short term, the use of fiscal and monetary policy to 

promote growth merely leads to inflation; whereas the 

use of macroeconomic policy to curb inflation, when 

coupled with the right supply side policies, produces 

real growth. 

Monetary policy 

Monetary policy, to which I now turn, plays and 

must always play, the central role in the tattle against 

inflation. It is at the very heart of the medium-term 

financial strategy, the 10th Edition cf which I am 

publishing today. 

9 



• 
I have already described the monetary tightening 

that has taken place over the past nine months. 	This 

has lead to a sharp deceleration in the rate of growth 

of the target aggregate, MO, although for 1988-89 as a 

whole it is likely to have grown at some [2] percentage 

points above its target range. 

For 1989-90, the target range will be 1-5 per 

cent, as envisaged in last year' MTFS. Although 

starting the year above the top of that range, its very 

low growth over the past six months - some 21/2  per cent 

at an annualised rate - suggests that it will soon come 

back within it. The exchange rate is also of particular 

importance in the conduct of monetary policy. 	The 

Government's clear commitment not to accommodate 

increases in domestic costs by exchange rate 

depreciation remains a key safeguard against inflation. 

It has recently been demonstrated in the markets by our 

readiness to make use of the massive reserves we have 

accumulated. In this context, we will continue to work 

with our G7 partners to maintain the exchange rate 

stability that has been a feature of the past two years. 

As for the past [three] years, there is no target 

for the growth of broad money, or liquidity, but it will 

continue to be taken into account. 



• 
Short-term interest rates remain the essential 

instrument of monetary policy. As I have already 

indicated, the battle against inflation is paramount, 

and there can therefore be no question of any premature 

reduction in interest rates. 

Meanwhile, I am today adding one more entry to the 

long list of financial controls which we have swept away 

during our term of office. The last surviving relic of 

the post-War apparatus for the direction of capital by 

the State is the Control of Borrowing Order which since 

1946 has involved first the Treasury then the Bank of 

England in giving consents for equity and bond issues in 

the capital markets. 	The Treasury has today made a 

General Consent under the Control cf Borrowing 

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

those who wish to make capital market issues to obtain 

the Bank of England's consent to the timing of such 

issues; and we will, as soon as possible, revoke the 

Order itself and repeal the legislaticn on which it 

depends, the 1946 Borrowing (Control and Guarantees) 

Acl. 

The sterling capital market has ir recent times 

been going through a period of considerable adjustment, 

11 



as the Government has changed from being a large issuer 

to a large purchaser of its own debt. I will have more 

to say about that in a moment. The abolition of the 

Control of Borrowing Order will remove an unnecessary 

and bureaucratic restriction on issuers of capital as 

they move into the space formerly occupied by the 

Government when it was a borrower. 

Public Sector finances 

When we first took office the public sector 

borrowing requirement was almost 6 per cent of GDP 

equivalent to some £[30] billion in today's terms. 

This was steadily reduced over the years as a 

deliberate act of policy, until, by 1987-88, the PSBR 

had been eliminated altogether and we started to repay 

the national debt. 

Accordingly, last year I budgeted for a further 

Public Sector Debt Repayment, or PSDR, of some 

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

five times as large, at £15 billion, or 3 per cent 

of GDP. 	Even if there had been no privatisation 

proceeds at all, the public finances would still be in 

surplus, to the tune of some £8 billion. 

• 
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Nothing like this has ever been achieved since the 

War. 	And no other major country enjoys a comparable 

budget surplus. It has not been easy, even though we 

were assisted in the year now ending by a combination of 

an extra £2 billion of privatisation proceeds, and by 

the exceptional buoyancy of the econony, which both 

boosted tax receipts and reduced public expenditure well 

below the planned level. As a result, total public debt 

as a proportion of GDP is now lower than at any time 

since before the First World War. 

Moreover, the substantial repayment cf public debt 

over the past two years has permanently reduced the 

burden of debt servicing, both now and for future 

generations. For the coming year, for exarrple, the debt 

repayments of the last two years mean that debt interest 

costs are lower by E[X] billion a year. 	Indeed, debt 

reduction on this scale means that in this year's 

Finance Bill I shall have to take a new power, not 

needed before, to enable gilts to be acquired by the 

NLF, for cancellation. 

The dramatic improvement in the United Kingdom's 

public finances has also provided a welcone opportunity 

to devote more attention to the structure of the debt 

13 



that remains. Now that the Government has become a net 

purchaser of debt, it has become possible to tailor 

repayment policy so as to reduce future interest costs, 

and to improve the quality of outstanding Government 

debt 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 today inform the 

House that the programme will be continuing, at a level 

of around ecu 21/2 billion. [What period?] 

In last year's Budget Speech 
	

I set out the 

principle of a balanced budget as a proper objective of 

fiscal policy. 

A balanced budget is a valuable discipline for the 

medium term. It represents security for the 

present and an investment for the future. Having 

achieved it, I intend to stick to it. 	In other 

• 
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words, henceforth a zero PSBR will be the norm. 

This provides a clear and simple rule, with a good 

historical pedigree." 

It is a rule that ensures that, as GDP continues 

to rise, the ratio of public debt to GDP continues to 

fall, and with it the burden of debt interest. It 

ensures, too, that the State makes no claim either on 

the savings of the private sector or on flows of finance 

from overseas. But to go further than this, and seek to 

achieve the maximum possible repayment of public debt, 

would be neither economically sensible, nor consistent 

with the Government's policy, as it would mean deferring 

for a very long time the prospect now before us of a 

sustainable and progressive reduction in the burden of 

taxation. 

So I reaffirm the principle of the balanced 

budget. 	However, given the substantial surplus we now 

have, the path of prudence and caution is clearly to 

return to balance not overnight, but gradually, over a 

period of years. Thus we can expect to have a number of 

further years of debt repayment ahead of us. Moreover, 

given the particular uncertainties there are at the 

present time, I believe it would be right to budget for 

1989-90 for a surplus similar to that secured in the 

• 
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• 
year now ending, after adjusting for the change in 

privatisation proceeds: 	that is to say, a further 

public sector debt repayment, or PSDR, of some 

£13 billion. What this means is that it will not be 

possible in this Budget to reduce the burden of 

taxation that is to say, to reduce taxation as a share 

of GDP. 

4. 	• 

• 
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BUDGET SPEECH - FIRST SECTION 

The background to this year's Budget is the overriding 

need to bear down on inflation, at a time when, 

throughout the world, it is edging up for the first time 

this decade. 

It is only by doing this, whatever the short-term 

difficulties, that we will preserve the great gains we 

have made in this country over the past ter years, gains 

which offer so much hope for the future. 

I shall begin, as usual, with the economic 

background to the Budget, I shall then deal with 

monetary policy and the public sectcr finances. 

Finally, I shall propose a number of measures to carry 

forward the process of tax reform. 

As usual, the Financial Statement and Budget 

Report together with a number of Press Releases filling 

out the details of my tax proposals, will be available 

from the Vote Office as soon as I have sat down. 

The Government's first ten years in office have 

• 

seen a transformation both in the way in which economic 



• 
policy is conducted, and in the results that have been 

achieved. 

6. 	For the first time, economic policy has been set 

firmly and explicitly in a medium-term context. That 

means that we do not bend to every puff et wind that 

comes along 	we resist the blandishme . of those who 

urge reflation or deflation in automatic response to 

every new number that fashion dicta es should assume 

special significance. We stand ready to act and act 

promptly whenever inflationary pressures threaten to 

re-emerge. But that is within a ge -ral philosophy that 

the Government should set a sound edium-term financial 

framework and leave it to the priv te sectcr to operate 

with confidence within it. 

7. 	The Government came to Office with two central 

objectives: to defeat inflati 	and to breathe new 

life into a moribund economy. Inflation is a disease of 

money; and monetary policy is its only cure. 	Fiscal 

policy is used to bring the public accounts into balance 

and keep them there, and thus complete the process of 

re-establishing sound money. And within the context of 

sound money, markets had to be allowed to work again, 

and the enterprise culture restored, by the removal of 

unnecessary restrictions and controls, by the reform of 

2 



records began. Indeed, 

grown faster than 

output in the United Kingdom has 

the major European nations in all 

trade union law and promotion of all forms of capital 

ownership, and by the reform and reduction of taxation. 

In the early years, the urgent task vas to stamp 

out the inflationary forces that had raged in the '70s, 

and wrought so much economic and social havoc. 	Between 

1974 and 1979 inflation averaged over 15 per cent. By 

1983 we brought it down to 5 per cent, and that is what 

it has averaged since. 

It was not surprising that in those early years 

less progress was made in improving the supply 

performance of the economy. 	But once business and 

industry recognised the dramatic changes that were 

occurring in the economic climate, they responded with 

vigour and confidence. As a result, we have experienced 

the longest period of sustained stronc growth since 

• 

during the '80s - a marked contrast to the previous two 

decades, when we were bottom of the leacue. And this 

growth has been based on a dramatic and sustained 

improvement in productivity, which in the economy as a 

whole has been second only to that of Japan among all 

the major nations during the '80s - and in manufacturing 

has exceeded that of Japan. 

3 
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We have more people in work than ever before, and 

their living standards have improved beyond recognition. 

But it is not just our economic performance over 

the past ten years that has been transformEd: 	so have 

our prospects for the future. For over the past 

seven years, investment has grown very nearly twice as 

fast as consumption, and total business investment is 

now a higher proportion of GDP than ever before. And 

its quality has improved immeasurably, too: witness the 

dramatic improvement in profitability. 

So the outlook is good, provided we remain firm in 

our resolve to get on top of inflation. 

A year ago, in the aftermath of the worldwide 

stock market crash, it looked as if there would be some 

slowing down from the rapid growth of 1987. In fact 

that was not to be. 

It now looks as if we had in 1988 a second 

successive year of growth at 41/2  per cent - the first 

time this has happened [since the War/for 30 years] - 

with unemployment falling by half a million to well 

below the European average. [This means, incidentally, 

4 



that we have had six successive years of growth at 3 per 

cent or better, the first time this has e r occurred.] 

Manufacturing output grew particularly rapidly, by 

more than 7 per cent, to a level well above the previous 

peak reached as far back as the first half of 1974. 

But total domestic demand also grew by some 7 per 

cent, ,faster than the economy's capacity to supply, 

mainly because of the boom in industrial irvestment, in 

itself a welcome event, but also because of continued 

strong growth in consumer spending. 	This last was 

financed to an unprecedented degree by borrowing, 

overwhelmingly mortgage borrowing. Of all borrowing by 

households, almost 85 per cent is acccunted for by 

mortgages compared with under 5 per cent by credit 

cards. 

Inevitably this led to renewed inflationary 

pressure. To some extent this was relieved by a sharp 

rise in imports, and hence in the current account of the 

balance of payments. This is officially recorded as 

having reached £143/4  billion in 1988, although given 

the £151/4 billion positive balancing item (another name 

for errors and omissions) the true ficure is almost 

certainly less than this. More important - for whatever 

5 



the true figure, it is undoubtedly large, and a sharp 

increase on the deficit recorded in 1987 after 

seven successive years of surplus 	it is one that, 

given sound policies can readily be financed. 

Unlike previous current account deficits we have 

known in this country, it does not reflect a budget 

deficit, but rather the excess of private sector 

investment over total private savings. 	And this is 

something that will in due course correct itself. 

But there has also been some pick up in recorded 

inflation. 	Excluding the distorting effect of mortgage 

interest payments, the RPI, which rose by 51/4 per cent 

in 1983, increased by 41/2  per cent last year. But the 

rate picked up mar ly through the year, and the most /YLV'')  

recent figure is 5 /2  per cent. 

Moreover this pick up in inflation appears to be a 

worldwide trend. Indeed, over the past six months, the 

rate of inflation excluding mortgage payments has 

probably risen by slightly less than inflation in the 

rest ot the G7. 

In any event, it soon became clear that it was 

necessary to tighten monetary policy sharply, by the 

only effective means of raising short-term interest 

• 



rates, and this was duly done, starting last June. I 

repeat what I have stated clearly on a number of 

previous occasions: interest rates will stay as high as 

is needed for as long as is needed to get on top of 

inflation. 	Nor am I prepared to allow the struggle 

against inflation to be undermined by exchange rate 

depreciation. 

I am of course keenly conscious of the effects of 

the rise in interest rates on borrowers, particularly 

home owners. But however unwelcome high interest rates 

are, they are infinitely preferable to the damage that 

would be done by high inflation. 

There are now increasing signs that the determined 

action already taken is having the desired effect. 	The 

housing boom that played such a large part in the events 

of last year has largely subsided. 	Monetary growth, 

particularly as measured by the target aggregate, MO, 

has slowed down appreciably. 	And retail sales, too, 

seem to have levelled off over the past three months, 

presaging a gradual recovery in the personal savings 

ratio. 

The outlook for 1989 is for inflation to rise a 

little further to something approaching 8 per cent as 

• 
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recorded by the RPI (although excluding mortgage 

interest payments the rate is forecast to remain well 

below 6 per cent) before falling back in the second half 

of the year to 51/2  per cent in the fourth quarter and 

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

A slow down in real growth is probahly inevitable 

as we get inflation back onto a downward path - indeed, 

it has almost certainly already begun to happen. 

Overall growth is forecast to fall from the 41/2  per 

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

domestic demand growth also at 2 per cent Within this, 

investment is once again forecast to grcw faster than 

consumption. The current account deficit is forecast to 

remain at roughly the same level as this year's. 

26. 	But the question of how "soft" or "hard" the 

landing is as we get the economy back on track is not )a-- 
c 
_matter—ter Government, 10)49-4s—it—m sensible 	object 

• 

The Government's policy is to reduce 

inflation by acting, through monetary policy, to bring 

down the growth of GDP in money terms. 	The extent to 

which, °vet the short. term, this is reflected in a 

reduction in inflation, and the extent to which it is 

reflected in a growth in real output, is up to business 

and industry. 
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In a free economy, it is up to them tp 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. Any failure by industry to control its 

costs will only make the necessary reduction in the 

growth of nominal GDP more painful, not least in terms 

of employment prospects. 

But over the medium-term, it is clear from 

experience over the past ten years that it is inflation 

that will come down, while steady growth will resume. 

Indeed, it is clear that over anything but the very 

short term, the use of fiscal and monetary policy to 

promote growth merely leads to inflation; whereas the 

use of macroeconomic policy to curb inflation, when 

coupled with the right supply side policies, produces 

real growth. 1l.re-?a- 	 0,(kr.,42,rta 64i D; 4  

A 	 ovr 	 c-cAdook rtAr 

RAD,21-- 

MOnea4aFQ )  

Monetary policy, to which I now turn, plays and 

must always play, the central role in the rattle against 

inflation. It is at the very heart of the medium-term 

financial strategy, the 10th Edition cf which I am 

publishing today. 
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I have already described the monetary tightening 

that has taken place over the past nine months. 	This 

has lead to a sharp deceleration in the rate of growth 

of the target aggregate, MO, although for 1988-89 as a 

whole it is likely to have grown at some [2] percentage 

points above its target range. 

For 1989-90, the target range will be 1-5 per 

cent, as envisaged in last year' MTFS. Although 

starting the year above the top of that range, its very 

low growth over the past six months - some 21/2  per cent 

at an annualised rate - suggests that it will soon come 

back within it. The exchange rate is also of particular 

importance in the conduct of monetary policy. 	The 

Government's clear commitment not to accommodate 

increases in domestic costs by exchange rate 

depreciation remains a key safeguard against inflation. 

It has recently been demonstrated in the markets by our 

readiness to make use of the massive reserves we have 

accumulated. In this context, we will continue to work 

with our G7 partners to maintain the exchange rate 

stability that has been a feature of the past two years. 

As for the past [three] years, there is no target 

for the growth of broad money, or liquidity, but it will 

continue to be taken into account. 



• 

Short-term interest rates remain the essential 

instrument of monetary policy. As I have already 

indicated, the battle against inflation is paramount, 

and there can therefore be no question of any premature 

reduction in interest rates. 

Meanwhile, I am today adding one more entry to the 

long list of financial controls which we have swept away 

during our term of office. The last surviving relic of 

the post-War apparatus for the direcLion of capital by 

the State is the Control of Borrowing Order which since 

1946 has involved first the Treasury then the Bank of 

England in giving consents for equity and hand issues in 

the capital markets. 	The Treasury has today made a 

General Consent under the Control cf Borrowing 

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

those who wish to make capital market issues to obtain 

the Bank of England's consent to the timing of such 

issues; and we will, as soon as possible, revoke the 

Order itself and repeal the legislaticn on which it 

depends, the 1946 Borrowing (Control and Guarantees) 

Act. 

The sterling capital market has ir recent times 

been going through a period of considerable adjustment, 

11 



as the Government has changed from being a large issuer 

to a large purchaser of its own debt. I will have more 

to say about that in a moment. The abolition of the 

Control of Borrowing Order will remove an unnecessary 

and bureaucratic restriction on issuers of capital as 

they move into the space formerly occupied by the 

Government when it was a borrower. 

Public Sector finances 

When we first took office the public sector 

borrowing requirement was almost 6 per cent of GDP - 

equivalent to some £[30] billion in today's terms. 

This was steadily reduced over the years as a 

deliberate act of policy, until, by 1987-88, the PSBR 

had been eliminated altogether and we started to repay 

the national debt. 

Accordingly, last year I budgeted for a further 

Public Sector Debt Repayment, or PSDR, of some 

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

five times as large, at £15 billion, or 3 per cent 

of GDP. 	Even if there had been no privatisation 

proceeds at all, the public finances would still be in 

surplus, to the tune of some E8 billion. 

• 
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Nothing like this has ever been achieved since the 

War. And no other major country enjoys a comparable 

budget surplus. It has not been easy, even though we 

were assisted in the year now ending by a combination of 

an extra £2 billion of privatisation proceeds, and by 

the exceptional buoyancy of the econony, which both 

boosted tax receipts and reduced public expenditure well 

below the planned level. As a result, total public debt 

as a proportion of GDP is now lower than at any time 

since before the First World War. 

Moreover, the substantial repayment cf public debt 

over the past two years has permanently reduced the 

burden of debt servicing, both now and for future 

generations. For the coming year, for exanple, the debt 

repayments of the last two years mean that debt interest 

costs are lower by E[X] billion a year. 	Indeed, debt 

reduction on this scale means that in this year's 

Finance Bill I shall have to take a new power, not 

needed before, to enable gilts to be acquired by the 

NLF, for cancellation. 

The dramatic improvement in the United Kingdom's 

public finances has also provided a welcone opportunity 

to devote more attention to the structure of the debt 

13 



that remains. Now that the Government has become a net 

purchaser of debt, it has become possible to tailor 

repayment policy so as to reduce future interest costs, 

and to improve the quality of outstanding Government 

debt by relying less on the more liquid borrowing 

instruments. 

Similarly it has proved possible to restructure 

part of the Government's foreign currenc 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 today inform the 

House that the programme will be continuing, at a level 

of around ecu 21/2 billion. [What period?] 

In last year's Budget Speech 
	

I set out the 

principle of a balanced budget as a proper objective of 

fiscal policy. 

A balanced budget is a valuable discipline for the 

medium term. It represents security for the 

present and an investment for the future. Having 

achieved it, I intend to stick to it. 	In other 

6 
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words, henceforth a zero PSBR will be the norm. 

This provides a clear and simple rule, with a good 

historical pedigree." 

It is a rule that ensures that, as GDP continues 

to rise, the ratio of public debt to GDP continues to 

fall, and with it the burden of debt interest. It 

ensures, too, that the State makes no claim either on 

the savings of the private sector or on flows of finance 

from overseas. But to go further than this, and seek to 

achieve the maximum possible repayment of public debt, 

would be neither economically sensible, nor consistent 

with the Government's policy, as it would mean deferring 

for a very long time the prospect now before us of a 

sustainable and progressive reduction in the burden of 

taxation. 

So I reaffirm the principle of the balanced 

budget. 	However, given the substantial surplus we now 

have, the path of prudence and caution is clearly to 

return to balance not overnight, but gradually, over a 

period of years. Thus we can expect to have a number of 

further years of debt repayment ahead of us. Moreover, 

given the particular uncertainties there are at the 

present time, I believe it would be right to budget for 

1989-90 for a surplus similar to that secured in the 

15 



year now ending, after adjusting for the change in 

privatisation proceeds: 	that is to say, a further 

public sector debt repayment, or PSDR, of some 

£13 billion. What this means is that it will not be 

possible in this Budget to reduce the burden of 

taxation that is to say, to reduce taxation as a share 

of GDP. 

4 
	• • 

• 
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"This year's Budget comes at a time of concern, worldwide and 

at home, that the forces of inflation are beginning to gain 

ground again for the first time this decade. Against this 

background we must be more than ever vigilant, and more than 

ever resolute in our efforts to combat inflation, whenever 

and wherever it occurs. 

2. It is only by doing this ..." 
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The background to this year's Budget is the overriding 

need to bear down on inflation, at e time when, 
it4; 444-0 CAtiAlvia 

[throughout the worldj it is edging up for the first time 

this decade.  {-Not' hlAi "It S'egtStA)  " 	 c4&1144 14: 144;' 

Wt; 

AT 	2. 	It is only by doing this,r;whatever the short-term 

1k1 	
difficultieg that we will ptetainte7)great gains we 

have made in this country over the past ten years, gains 
g Qt,„4,4 

E which offer so much hope3for the future. 

I shall begin, as usual, with the economic 

background to the Budget, I shall then deal with 

monetary policy and the public secter finances. 

Finally, I shall propose a number of measures to carry 

forward the process of tax reform. 

As usual, the Financial Statement  and Budget 

Repor. ogether with a number of Press Releases filling 

out the details of my tax proposals, will be available 

from the Vote Office as soon as I have sat down. 

The Government's first ten years in office have 

seen a transformation)lboth in the way in which economic 
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every puff et wind that 7 
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policy is conducted, and in the results that have been 

achieved. 

6. 	For the first time, economic policy  -h-astbeern set 

firmly and explicitly in a medium-term context.  That 

CAN ovti' w ? I C 
 means that 40,9-414ailot bend to 

aryl,  #4,14-• ter_LotAi  4 	scomes  along: 	we resist the blandishments of those who 
CO-  Mit V4evi4444.jw 

wittkAhnei 	urge reflation or deflation in automatic 

CFvery new number that fashion dictates 
special significance ] We stand ready to act and act 

promptly whenever inflationary pressures threaten to 

re-emerge. But that is within a 	philosophy that 

the Government should set a sound medium-term financial 
ra-r;ve-1-e c 	 L51-414- & 64-41 I 

frameworkrand leave it to the—pr.iveto-geeterfto operate 

 

with confidence within it. 
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7. 	The Government came to office with two central 

objectives: to defeat inflation and to breathe new 
41.4-o KAIAK. LAWWIP 	L 	14  Y eA401. 011, ;A/ I. 01-4,14.; tire NAteti, 

life into a moribund economy.k Inflation is a disease of 
PlAt commOr AAA-A.4(4AL 

money; and monetary policy is its only cure. 	Fiscal 

policy is used to bring the public accounts into balance 
Mcs! prtmotelleiW 116401pedvt,tre 

and keep them there, and thus[complete3 the process of 

re-establishing sound money. AndEhthin the context of 

sound moneg markets had to be allowed to work again, 

and the enterprise culture restored, by the removal of 

unnecessary restrictions and controls, by the reform of 

• 
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performance of the 

vigour and confidence. As a result, 

occurring in the 

the longest period of Es_ustaine4] 

records began. Indeed, output 

industry recognised 

economy. But 

1. he i  dramatic 

economic climate, 

once business and 

changes that were 

they responded with 

we have experienced 
A4.4 

stroncorowth 

in the United Kingdom has 

ince 

trade union law and promotion of all forms of capital 

ownership, and by the reform and reduction of taxation. 

C.312 owl.. 6044, 
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1983(we brought it down to 5 per cent, and that is what /  
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8. 	In the early years, the urgent task TA as to stamp 

out the inflationary _f_arce's that had raged in the '70s, 

and wrought so much economic and social havoc. 	Between 

1974 and 1979 inflation averaged over 15 per cent. By 

it has averaged sinceg 

LT 

9. 
S-44.11.t.4D 

MS L 	['less progress was made in improving] the supply 

we wa4k4J1 
ivt 4: 

itiva 

PwS 

grown faster than in all the major European nations 

during the '80s - a marked contrast to the previous two 

decades, when we were bottom of the leacue. And this 

It was not surprising that in those early years 
114,14...4451•44.c mumat. 	 Lrik-prbve 
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growth has been based on 
	

dramatic and sustained 

improvement in productivity,Lwhich X the economy as a 

whole has been second only to that of Japan among all 

the major nations during the '80s. /G.ndlin manufacturing ik 

has exceeded that of Japan. 
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10. 	We have more people in work than ever before, and 

their living standards have improved beyond recognition.' 
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11. 	But it is not just our economic performance over 

the past ten years that has been transformed: 	so have 

our prospects for the future. For over the past 

seven years, investment has grown very nearly twice as 
16  • 	 "141-4-iN  1444,444,--voct* 	4i44444.4 

fast as consumption and total business investment is 

now a higher proportion of GDP than ever before. 	And 

its quality has improved immeasurably, too: 'witness the 

dramatic improvement in profitability] 
124.1:3244.4  +r, 	v4IN 6LcaLtJLJIL* t44 "" 41.1) 41-41  

So the outlook is good, provided we remain firm in 

L Pt-gu 	t-ot ei 0  rjour resolve to get on top of inflation.A  

-71 	 -  two 
A year ago, in the aftermath of the worldwide 

stock market crash, it looked as if there would be some 

C 	11.4i 14 U 	slowing down from Lhe rapid growth of 1987. In fact 

MA44/e4t4414.140  that was not to be. 

A114  

It now looks as if we had in 1988 a second 

IC* 
	 successive year of growth at 41/2  per cent - the first 

time this has happened [since the War/for 30 years] - 

with unemployment falling by half a million to well 

below the European average. [This means, incidentally, 
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"Unscrambling the composition of this growth is clouded by the 
macroeconomic eared in our large inconsistencies that have 

statistici..,..,flhe expenditure components of GDP grew by onl 

(211o2s_cent in 1988. 	here have also seen enormous 

discrepancies, or balancing items, in the main sectoral 

accounts, adding to the difficulties involved in interpreting 

the behaviour in particular sectors. 4 Domestic demand is 
estimated to have grown by some 61/2  per cent, faster....". 

ap 
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15. 	Manufacturing output grew particularly rapidly, by 
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itself a welcome event, but also because of continued 

strong growth in consumer spending. 	This last was 

financed to an unprecedented degree by borrowing, 

overwhelmingly mortgage borrowing. Of all borrowing by 

households, almost 85 per cent is acccunted for b 

mortgages compared with under 5 per cent by credit 

cards. 
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pressure. To some extent this 
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in the current account of the 

is officially recorded as 
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balance of payments. This 
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"19. But there has also been some increase in inflation, at 
home and worldwide. 	Indeed, the rate of inflation in the 
rest of the Group of 7 major industrialised countries has, 

over the past six months, risen slightly more rapidly than in 

Britain, if we exclude, as all the other countries except 

Canada do, mortgage interest payments from the comparison. 
On this basis the RPI, whinh rose by 54 per cent in 1983, 
increased by 41/2  per cent last year; but the rate picked up 
markedly throughout the year, and the most recent figure is 
51/2  per cent." 



19. 	But there has also been some pick up in recorded 

the year, and the most 
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20. 	Moreover this pick up in inflation appears to  1:01a 

worldwide trend. Indeed, over the past six months, the 

rate of inflation [excluding mortgage paymentij has 

probably risen by slightly less than inflation in the 

rest of the G7. 
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the true figure, it is undoubtedly large, and a sharp 

increase on the deficit recorded in 1987,  after 
tver../16,4,4 Itt.; i•-•A 

seven successive years of surplus- tit is one that, 

given sound policies can readily  ))4  financed:tr.  4 
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revious current account 
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known in this country, it Laoes n 

deficit, but rather the excess of 

investment over total private savings. 	And this is 

something that will in due course correct itself. 
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21. 	In any event, it soon became clear that it was 

necessary to tighten monetary policy sharply, by the 

)(  only effective mean f raising short-term interest 
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of last year has largely subsided. 	Monetary growth, 

particularly as measured by the target aggregate, MO, 

gk4  
has slowed down app 

 r  
eciably. And retail sales, too, 

L.414.r 3 
seem to have levelled off over the past three months, 

presaging a gradual recovery in the personal savings 

ratio. 

• 
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rates, and this 	s duly de, starting last June. I 

repeat what I have stated clearly on a number of 

16- ei+4 itt.; f33 
is needed for as long as is needed 

inflation. 	Nor 	am I prepared 	t 
avA,A444;t40i4vu,40X4r tiel;ttu i,oatte 

MIL birp against inflation to 	be undermined 
Unevu4 1.104/, 

depreciation. 

to get on top of 

o allow [he strugg14) 

by exchange rate 

previous occasions: interest rates will stay as high as 

I am of course keenly conscious of the effects of 

the rise in interest rates on borrowers, particularly 

home owners. But however unwelcome high interest rates 

are, they are infinitely preferable to the damage that 

would be done by high inflation. 

: cutk i.K44,prptitit* Ixtat44.e 	 wrY14,44.,‘ 

There are now increasing signs that the determined 
ilkesTC 

actionlreadiltaken is having the desired effect. 	The 

housing boom that played such a large part in the events 

24. 	The outlook for 1989 is for inflation to rise a 

little further torrmething approaching] 8 per cent as 

7 	cattiFi 	t,f 1a.vk fiij1,0-€ 
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recoried by the' RPI 	though excluding mortgage 

inter st pa ent6 the rate is forecast to remain well 
71.4 RP( kpv-ta 

below 
- 

below per  caJbefore  fallles back in the second half 

er cent in the fourth quarter and of the ye 

1G- 

perhap 	per cent in the second quarter of 1990. 
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25. 	A slow down in real growth is5robahlijinevitable 

as we get inflation back onto a downward path - indeed, 

it has almost certainly already begur to happen. 

Overall growth is forecast to fall from the 41/2  per 

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

domestic demand growth also at 2 per cent. Within this, 

investment is once again forecast to grcw faster than 

consumption. The current account deficit is forecast to 
MS 

remain atEoughlgthe same level as 	year's. 

14tc.R. of ahM4401 — Ir't 	141-e 

Ott: MKS 	
26. 	B t the question of how "soft" or "hard" the 

landing is as we get the economy back on track is not a 
GMKOLOmedit4KL 

matter 9yie Governmea nor is it a sensible objective of 
14t*t 4- LI A*1.0.1441t4AA, ti 

economic policy]] The Government'sLpeliGy is to reduce 

inflation by acting, through monetary policy, to bring 

down the growth of GDP in money terms. 	The extent to 

which, over the short term, this is reflected in a 

reduction in inflation, and the extent to which it is 

reflected in a growth in real output, is up to business 

and industry. 

14- 

74- 
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28. But over the medium-term, it is clear from 

Oti p,0 	vs, 
experience over the past ten years that/it is inflation 

this year does not lead to satnwarranted rise.3 in pay 

and other costs. Any failure by industry to control its 

\\
costs  will only make the necessary reduction in the 

growth of nominal GDP more painful, not least in terms 

of employment prospects. eilvi' 

cea2r 
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Dn a free economy, it is up to them r3 ensure that 

the temporary rise in inflation during the first half of 

T6i 

that will come down, while steady growth will resume. 

Indeed, [it is cleai] that over anything but the very 

short term, the use of fiscal and monetary policy to 

promote growth merely leads to inflation; whereas the 

use of macroeconomic policy to curb inflation, when 

coupled with the right supply side policies, produces 

real growth. 

krT faits cri4424444.41, 	t,l+ealve 
Monetary policy 

29. 	Monetary policy, to which I now turn, plays and 

must always play, the central role in the tattle against 

inflation. It is at the very heart of the medium-term 

financial strategy, the 10th Edition cf which I am 

publishing today. 

9 
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I have already described the monetary tightening 

that has taken place over the past nine months. 	This 

has lead to a sharp deceleration in the rate of growth 
mA"-e-o—tc 

of the target aggregate, MO, althoughilo01988-89  [as  a 
01--V 	 1,1/4064 12•144... 	 .2.112 

S3 P 	I 	whol it/Ts likely to have grown agsomedkal  percentage 

points above its target range. 

For 1989-90, the target range will be 1-5 per 

cent, as envisaged in last year' MTFS. Although 

starting the year above the top of that range, its very 

low growth over the past six months - some 21/ 2  per cent 

at an annualised rate - suggests that it will soon come 

back within it The exchange rate is also of particular 

importance in the conduct of monetary policy. 	The 

Government's clear commitment not to accommodate 

increases in domestic costs by exchange rate 

depreciation remains a key safeguard against inflation. 

[it has recently been demonstrated in the markets by our 

readiness to make use of tiklassive reservu)Itth have 
A4A4covvILM"Aou4 	1,1^4:10,4 lAem.R1Mkt.14.4,  • 

accumulatedf In this context, we will continue to work 

with our G7 partners to maintain the exchange rate 

stability that has been a feature of the past two years. 

32. 	As for the past [three] years, there is no target 

for the growth of broad money, or liquidity, but it will 

() 

LxI- siolvtuu 4;3 1/4•14'/-tve 

continue to be taken into account 11.44 144 NAti 
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Or if you want something shorter you could model it on the section 

we put in the note for the Queen 4attaG-he43.ileAsyq 

I shall be announcing on Budget day a substantial liberalisation 

of the London sterling capital market. I am abolishing the queue 

for bond and equity issues which has been operated by the Bank of 

England since 1946, opening up the market for sterling paper and 

at the same time simplifying its regulatory regime. 	I am also 

making some consequential changes in the taxation of deep discount 

and other bonds. Taken together all these changes ohearid give 

greater flexibility to those who issue capital in London; and 

wider choice to those who invest here. 
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Short-term interest rates remain the essential 

instrument of monetary policy. As I have already 

indicated, the battle against inflation is paramount,1  

and there can therefore be no question of any premature 

reduction in interest rates, 

Meanwhile, I am today adding one more entry to the 

long list of financial controls which we have swept away 

during our term of office. The last surviving relic of 

the post-War apparatus for the direction of capital by 

the State is the Control of Borrowing Order which since 

1946 has involved first the Treasury then the Bank of 

England in giving consents for equity and bond issues in 

the capital markets. 	The Treasury has today made a 

General Consent under the Control cf Borrowing 

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

those who wish to make capital market issues to obtain 

the Bank of England's consent to the timing of such 

issues; and we will, as soon as possible, revoke the 

Order itself and repeal the legislaticn on which it 

depends, the 1946 Borrowing (Control and Guarantees) 

Act. 

The sterling capital market has ir recent times 

been going through a period of considerable adjustment, 

11 



as the Government has changed from being a large issuer 

to a large purchaser of its own debt. I will have more 

to say about that in a moment. The abolition of the 

Control of Borrowing Order will remove an unnecessary 

and bureaucratic restriction on issuers of capital as 

they move into the space formerly occupied by the 

Government when it was a borrower. 

Ma kra44.c. 	mit444-it &1-614•11 tip hAitx oppri-241-e 

 

Public Sector finances 
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When we first took office the public sector 
cr-Arcr-  g 

borrowing requirement was alu6.6.t 6- per cent of GDP - 

equivalent to some 	llion in today's terms. 

This was steadily reduced over the years as a 

deliberate act of policy, until, by 1987-88, the PSBR 

had been eliminated altogether and werStarted to repay 

the national debq 	 Adole 	 • 

C -1•4 • 

38. 	Accordingly, last year I budgeted for a further 

Public Sector Debt Repayment, or PSDR, of some 

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

five times as large, at E. 	billion, or 3 per cent 

of GDP. 	Even if there had been no privatisation 

proceeds at all, the public finances would still be in 
7 

surplus, to the tune of some El/billion. 

12 
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Fry Go (errs 
been achievedrsince the 

Wag And no other major country enjoys a comparable 

budget surplus. It has not been easy, even though we 
MhZ, kAnet.1“444- 

.o were assisted in, 	year now ending by a combination of t   
'1.41 

an extra £2 billion of privatisation proceeds, and by 

the exceptional buoyancy of the econony, which both 

boosted tax receipts and reduced public expenditure well 
1"4-1-14-4̀#%-lkAk 

below the planned level.  Gs  a result total public debt 

as a proportion of GDP is now lower than at any time 

sinceCIDeforqthe First World War. 

CM 

Ktie 
40. 	Moreover, the substantialkrepayment cf public debt 

over the past two years has permanently reduced the 

;burden of debt servicing, both now and for future 

generations. For the coming year, for exanple, the debt 
14,4Ae 

repayments of the last two years mean that debt interest 
LsiLt D•1106.4 13 it  

costq're lower byl![X] billion a year. 

reduction on this scale means that 
k-t1444 

Finance Bill I shall&ave to take] a 

needed before, to enable gilts to be 

NLF, for cancellation. 

39. 	Nothing like this has ever 

• 

ctIONKAU pi 
Indeed,  t,  debt 

ir this year's 

new power, not 
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acquiredkny the 
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41. 	The dramatic improvement in the United Kingdom's 

public finances has also provided a welcoffe opportunity 

to devote more attention to the structure of the debt 

13 
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Lthat remains. Now that the Government has become a net 

purchaser of debt, it has become possible to tailor 

repayment policy so as to reduce future interest costs, 
r•-c pk"..pa  

and to improve the quality of outstanding Government 

debt by relying less on the more liquid borrowing 

instruments. 

42. 	Similarly it has proved possible to restructure 

part of the Government's foreign currency debt, 

• 

launching an innovative and cost-effective programme of 

Treasury Rills denominated ' The S114A  

3Eperimentag six/monthly tenders for these bills havteS 

proved extremely successful, and I can today inform the 

House thallihe programme will be continuing, at a level 

43. 	In last year's Budget Speech , I set out the 

principle of a balanced budget as a proper objective of 

fiscal policy. 

A balanced budget is a valuable discipline for the 

medium term. It represents security for the 

present and an investment for the future. Having 

achieved it, I intend to stick to it. 	In other 

Put 

itt4 	iv* 
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of around ecu 21/2  billion. [What period?]3 
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words, henceforth a zero PSBR will be the norm. 

This provides a clear and simple rule, with a good 

historical pedigree." 
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44. 	It is a rule that ensures that, as GDP continues 

to rise, the ratio of public debt to GDP continues to 

fall, and with it the burden of debt interest. It 

ensures, too, that the State makes no claim either on 

the savings of the private sector or on flows of finance 

from overseas. But to go further than this, and seek to 

achieve the maximum possible repayment of public debt, 

Ewould be neither economically sensible, nor consistent 
with the Government's policy, as it would mean deferring 

for a very long time the prospect now before us of a 

sustainable and progressive reduction in the burden of 

taxation-j 

45. 	So 

Cr 	
oe1,104 6,44 km.% hua4 welf '040 
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reaffirm the principle of the balanced 

budget. 	However, given the substantial surplus we now 

have, the path of prudence and caution is clearly to 

return to balance not overnight, but gradually, over a 

period of years. Thus we can expect to have a number of 

further years of debt repayment ahead of us. Moreover, 

given the particular uncertainties there are at the 

present time, I believe it would be right to budget for 

1989-90 for a surplus similar to that secured in the 

15 
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year now ending, after adjusting for the change in 

privatisation proceeds: 	that is to say, a further 

public sector debt repayment, or PSDR, of some 

£13 billion. What this means is that it will not be 

possible in this Budget to reduce the burden of 
NUJ 

I k 	taxation that is to say, to reduce taxation as a share 

of GDP. 
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BUDGET SPEECH - FIRST SECTION 

The background to is year's Budget is the continuing 

chex.ps/mw/13 
t 	 f 
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T  

need to combat inflation, at a time when, throughout the 

world, it is unmistakably edging up again. 

',14114driht 
It is only/whatever the short-term difficulties, 

ri..61tErv  If+ that we can be sure of pur±Trg the great gains we have 

made in this country over the past ten years, gains 

which offer the prospect of an even better future. 

I shall begin, as usual, with the economic 

background to the Budget, I shall then deal with 

monetary policy and the public sector finances. 

Finally, I shall propose a number of measures to carry 

forward the process of tax reform. 

As usual, the Financial Statement and Budget 

Report, together with a number of Press Releases filling 

out the details of my tax proposals, will be available 

from the Vote Office as soon as I have sat down. 

The GovernmenL's first ten years in office have 

seen a transformation both in the way in which economic 

policy is conducted, and in the results that have been 

achieved. 



• 	BUD 	SECRET 

For the first time, economic policy has been set 

firmly and explicitly in a medium-term context. 	We 

stand ready to act and act decisively whenever 

inflationary pressures threaten to re-emerge. But that 

is within the basic philosophy that the Government 

should set a sound medium-term financial framework and 

leave the private sector free to operate with confidence 

within it. 

7. 	The Government came to office with two central 

objectives 	to defeat inflation, and to breathe new 
ciC44er 

life into a moribund economy) nd a ctrn idea of how to 
otautv-e 

michrirs-e, them. 	Inflation is a disease of money; and 

monetary policy is its cure. Fiscal policy is used to 

bring the public accounts into balance and keep them 

there, and thus provide vital support for the process of 

re-establishing sound money. 	Within the context of 

sound money, markets have to be allowed to work again, 

and the enterprise culLuLe restored, by the removal of 

unnecessary restrictions and controls, by the reform of 

trade union law and promotion of all forms of capital 

ownership, and by the reform and reduction of taxation. 

Our first and most urgent task was to stamp out 

the inflationary fires that had raged in the '70s, and 

wrought so much economic and social havoc. Between 1974 

2 
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and 1979 infliotkan averaged over 15 per cent. Over the 
/ 

past six yea s7has averaged under 5 per cent. 

On the supply side, once business and industry 

recognised the fundamental changes that were taking 

place, they responded to the new economic climate with 

vigour and confidence. As a result, we have experienced 

the longest period of strong and steady growth since 

records began. Indeed, output in the United Kingdom has 

grown faster than in all the other main European nations 

during the '80s - a marked contrast to the previous two 

decades, when we were bottom of the league. 	And this 

growth has been based on a dramatic and sustained 

improvement in productivity, which for the economy as a 

whole has been second only to that of Japan among all 

the major nations during the '80s. In manufacturing it 

has exceeded that of Japan. 

In BriLain today we have more people in work than 

ever before, they are better motivated, and their living 

standards have improved beyond recognition. 

But it is not just our economic performance over 

the past ten years that has been transformed: 	so have 

our prospects for the future. For over the past 

seven years, investment has grown twice as fast as 

3 
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consumption, creating the increased capacity necessary 

to meet future demand. Total business investment is now 

a higher proportion of GDP than ever before. And its 

quality has improved immeasurably, too; as has the 

quality of British management. Hence the dramatic and 

long overdue improvement in company profits. And the 

total number of businesses is growing at the rate of 

1,000 companies a week. 

So the outlook is good, provided we remain firm in 

our resolve to get on top of inflation. And at least on 

this side of the House, we do. 

A year ago, in the aftermath of the worldwide 

stock market crash, it looked as if there would be some 

slowing down from the rapid growth of 1987. 	In fact 

that was not to be. 

It now appears that we had in 1988 a second 

successive year of growth at 41/2  per cent - the first 

time this has happened [since the War/for 30 years] - 

with unemployment falling by half a million to well 

below the European average. This means, incidentally, 

that we have had four successive years of growth at 

3 per cent or better, the first time this has ever 

occurred. 



to renewed inflationary pressure. To some extent 

was diverted into a sharp rise in imports, and hen 

the deficit on the currenL d000unL of the balance 

T 
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Manufacturing output grew particularly rapidly, by 

more than 7 per cent, to a level well above the previous 

peak reached as far back as the first half of 1974. 

But total domestic demand probably also grew by 

getting on for 7 per cent, considerably faster than the 

economy's capacity to supply, mainly because of the boom 

in industrial investment, in itself a welcome event, but 

also because of continued strong growth in consumer 

spending. 	This last was financed to an unprecedented 

degree by borrowing, overwhelmingly mortgage borrowing. 

Of all borrowing by households, almost 85 per cent is 

accounted for by mortgages compared with under 5 per 

cent by credit cards. 

Inevitably the rapid growth of total spending led 

This is officially recorded as having reached payments. 

P.43/4TJbillion 

r!,151/abillion 

for errors and 

certainly less 

in 1988, although given the 

positive balancing item - another name 

omissions - the true figure is almost 

than this. But whatever the true figure, 
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it is undoubtedly large, and a sharp increase on the 

deficit recorded in 1987 after seven successive years of 

surplus. 

But given sound policies can readily be financed. 

Moreover, unlike previous current account deficits we 

have known in this country, it reflects not a budget  

deficit, but rather the excess of private sector 

investment over total private savings. 	And this is 

something that will in due course correct itself. 

But there has also been some pick up in recorded 

inflation. Excluding the distorting effect of mortgage 

interest payments, the RPI rose by 41/2  per cent last 

year, much the same as the average over the previous 

five years. But the rate increased significantly 

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

Moreover this pick up in inflaLion appears to be a 

worldwide trend. Taking the seven major industrial 

nations as a whole, inflation is now at its highest 

level for some three years, and still heading upwards. 

In the UK, as in a number of other countries, it 

became clear that it was necessary to tighten monetary 
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policy sharply. This meant raising short-term interest 

rates, which I duly did, starting last June. 

I am of course keenly conscious of the 

difficulties for many borrowers, particularly home 

owners, caused by the rise in interest rates. 	But 

however unwelcome high interest rates are, they are 

infinitely preferable to the damage that would be done 

by high inflation. 

There are now increasing signs that the determined 

action I have taken is having the desired effect. 	The 

housing boom that played such a large part in the events 

of last year has subsided. Monetary growth has slowed 

down appreciably. 	And retail sales, too, seem to have 

levelled off over the past four months, presaging a 

gradual recovery in the personal savings ratio. 

The outlook for 1989 is for inflation to rise a 

little further, from 71/2  per cent including mortgage 

interest payments to close to 8 per cent, 	before 

falling back in the second half of the year to 51/2  per 

cent in the fourth quarter and perhaps 41/2  per cent in 

the second quarter of 1990. 
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A slowdown in real growth is inevitable as we get 

inflation back onto a downward path - indeed, it has 

almost certainly already begun to happen. Overall 

growth is forecast to fall from the 41/2  per cent 

recorded last year to 2 per cent this year, with 

domestic demand growth also at 2 per cent. Within this, 

investment, which is holding up well, is once again 

forecast to grow faster than consumption. The current 

account deficit is forecast to remain at the same level 

as last year. 

But the question of just how "soft" or "hard" the 

landing is as we get the economy back on track, is not 

in the hands of Government alone. The Government's task 

is to reduce inflation by acting, through monetary 

policy, to bring down the growth of GDP in money terms. 

The extent to which, over the short term, this is 

reflected in a reduction in inflation, and the extent to 

which it is reflected in slower output growth, is up to 

business and industry. 

The better industry succeeds in controlling its 

pay and other costs, the less painful the necessary 

reduction in the growth of nominal GDP will be, not 

least in terms of employment prospects. 
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28. 	But over the medium-term, it is clear from our 

experience over the past ten years that the policy we 

are pursuing will bring inflation down, and steady 

growth will resume. Indeed, over anything but the very 

short term, the use of fiscal and monetary policy to 

promote growth merely leads to inflation; whereas the 

use of macroeconomic policy to curb inflation, when 

coupled with the right supply side policies, produces 

real growth. 

Monetary policy 

Monetary policy, to which I now turn, plays and 

must always play, the central role in the battle against 

inflation. It is at the very heart of the medium-term 

financial strategy, the tenth edition of which I am 

publishing today. 

I have described the monetary tightening that has 

taken place over the past nine months. This has already 

led to a sharp deceleration in the rate of growth of the 

target aggregate, MO. 

For 1989-90, the target range for MO will be 

1-5 per cent, as envisaged in last year' MTFS. Although 

starting the year above the top of that range, its very 
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low growth over the past six months - under 3 per cent 

at an annualised rate - suggests that it will fairly 

soon come back within it. 	As for the past 

[three] years, there is no target for the growth of 

broad money, or liquidity, but I will continue to take 

it into account in assessing monetary conditions. 

The exchange rate is of particular importance in 

the conduct of monetary policy. The Government's clear 

commitment not to accommodate increases in domestic 

costs by exchange rate depreciation remains a key 

safeguard against inflation. This has been demonstrated 

both by the level of interest rates and by our readiness 

to use the massive reserves we have accumulated. In 

this context, we will continue to work with our 

G7 partners to maintain the exchange rate stability that 

has been a feature of the past two years. 

Short-Lelm interest rates remain the essential 

instrument of monetary policy. 	I repeat what I have 

stated clearly on a number of previous occasions: 

interest rates will stay as high as is needed for as 

long as is needed to get on top of inflation. 

10 
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I now turn to fiscal policy. When we first took 

office the public sector borrowing requirement was over 

5 per cent of GDP - equivalent to more than £25 billion 

in today's terms. 

This was steadily reduced over the years as a 

deliberate act of policy, until, by 1987-88, the PSBR 

had been eliminated altogether and we started to repay 

the national debt. 

Accordingly, last year I budgeted for a further 

Public Sector Debt Repayment, or PSDR, of some 

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

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

cent of GDP. Even if there had been no privatisation 

proceeds at all, the public finances would still be in 

buLplub, Lu Lhe Lune of some £7 billion. 

Nothing like this has ever been achieved in the 

past 40 years. And no other major country enjoys a 

comparable budget surplus. It has not been easy, even 

though we have been assisted in this in the year now 

ending by the exceptional buoyancy of the economy, which 

both boosted tax receipts and reduced public expenditure 

11 
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well below the planned level. As a result, Government 

debt as a proportion of GDP is now lower than at any 

time since the First World War. 

Moreover, the substantial net repayment of public 

debt over the past two years has permanently reduced the 

burden of debt servicing, both now and for future 

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

repayments of the last two years mean that net debt 

interest costs will be lower by some E.13/4  billion a 

year. This saving is being put to good use. 

The objective of funding policy remains unchanged: 

to achieve a full fund of the Government's borrowing 

requirement, which nowadays translates into using the 

Budget surplus to buy back an equivalent amount of 
tf‘t 

Government debt. WiLh4 PSDR this year likely to be 

considerably larger than earlier expected, it may not be 

practicable to buy back sufficient debt to meet the 

funding rule this financial year, in spite of 

innovations such as a reverse gilt auction. 	The 

undershoot will therefore be carried forward into the 

next financial year. Because there are unusually heavy 

12 
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maturities of gilt-edged stock in 1989-90, this is 

unlikely to require any major change in the rate at 

which the Bank of England purchases gilts. 

The dramatic improvement in the United Kingdom's 

public finances has also provided a welcome opportunity 

to devote more attention to the structure of the debt 

that remains. We will continue to seek both to minimise 

the cost of servicing the Government's domestic debt and 

to improve its quality by relying less on the more 

liquid borrowing instruments. 

We have also been able to restructure part of the 

Government's foreign currency debt, launching an 

innovative and cost-effective programme of Treasury 

Bills denominated and payable in ecu. The first series 

of six monthly tenders for these bills has proved very 

successful, and this is an innovation we plan to 

continue. 

Meanwhile, I am today adding one more entry to the 

long list of financial controls which we have swept away 

during our term of office. The last surviving relic of 

the post-War apparatus for the direction of capital by 

the State is the Control of Borrowing Order, which since 

1946 has involved first the Treasury and then the Bank 

13 
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of England in giving consents for equity and bond issues 

in the capital markets. The Treasury has today made a 

General Consent under the Control of Borrowing 

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

those who wish to make capital market issues to obtain 

the Bank of England's consent to the timing of such 

issues; 	and we will, as soon as possible, revoke the 

Order itself and repeal the legislation on which it 

depends, the 1946 Borrowing (Control and Guarantees) 

Act. 

The sterling capital market has in recent times 

been going through a period of considerable adjustment, 

as the Government has changed from being a large issuer 

to a large purchaser of its own debt. I will have more 

to say about that in a moment. 	The abolition of the 

Control of Borrowing Order will remove an unnecessary 

and bureaucratic restriction on issuers of capital as 

Lhey move into the space tormerly occupied by the 

Government when it was a borrower. 

This new freedom will be enhanced by a further, 

important, set of derogatorily medsu res for the sterling 

capital market which are being promulgated today in 

notices issued by the Bank of England. These measures 

will open up the market for sterling paper of less than 

14 
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5 years' maturity by extending the range of institutions 

which can make such issues; and they will create a 

unified regime for all these issues. 

Taken together the changes I have described 

constitute a major liberalisation of the arrangements 

for London's capital markets. They will give greater 

)( flexibility to issues and wider choice to investors. 
t- 

In last year's Budget Speech , I set out the 

principle of a balanced budget as a proper objective of 

fiscal policy, in these terms: 

"A balanced budget is a valuable discipline for 

the medium term. It represents security for the 

present and an investment for the future. 	Having 

achieved it, I intend to stick to it. In other 

words, henceforth a zero PSBR will be the norm. 

This provides a clear and simple rule, with a good 

historical pedigree." 

It is a rule that ensures that, as GDP continues 

to rise, the ratio of public debt to GDP continues Lo 

fall, and with it the burden of debt interest. 	It 

ensures, too, that the State makes no claim either on 

the savings of the private sector or on flows of finance 
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from overseas. But to go further than this, and seek to 

achieve the maximum possible repayment of public debt, 

would not be consistent with the Government's policy, 

as it would mean deferring for a very long time the 

benefits of a reduction in the burden of taxation. 

48. So I reaffirm the principle of the balanced 

budget. However, given the substantial surplus we now 

have, the path of prudence and caution is clearly to 

return to balance not overnight, but gradually, over a 

period of years. Thus we can expect to have a number of 

further years of debt repayment ahead of us. 	Moreover, 

given the particular uncertainties there are at the 

present time, I believe it would be right to budget for 

1989-90 for a surplus similar to that secured in the 

year now ending; in other words, a further public sector 

debt repayment, or PSDR, of some £14 billion. What this 

means is that it will not be possible in this Budget to 

reduce the burden of taxation; that is to say, to reduce 

taxation as a share of GDP. 
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BUDGET STATEMENT: TAX SECTION 

Thank you for copying your submission of 6 March and the 
Chancellor's latest version of the Speech and, once againi for the 
extra copy. 

I am returning to you copy 33 of your note. As before, textual 
suggestions have been annotated in red and explanatory comments, 
where necessary, in blue. 

Some of our suggestions need slightly fuller comments and these are 
on the attached sheet. 

I am copying this letter, without the annotated Speech, to Revenue 
recipients of your note and to Steve McManus. 

C S McNICOL 



BUDGET SECRET 

BUDGET STATEMENT: 6 MARCH 1989 VERSION  

Paragraphs 16 and 17: Schedule E - receipts basis  

We are not sure that, if pressed, we could sustain the argument 
that the "several higher rates" of tax necessitated an accruals 
basis for Schedule E. (The existing Schedule E basis of 
assessment was, in fact, introduced because of the change to 
PAYE. And there are other types of income not taxed on an 
accruals basis.) Hence the suggested recasting. 

Paragraphs 18 and 19: Close company legislation  

You asked us to check the reference in paragraph 19 to "many 
hundreds of thousands". 

In principle, all close companies (getting on for about 900,000) 
are potentially within the apportionment rules. But the great 
majority of these are not liable to apportionment mainly because 
trading income is no longer apportionable and small family 
companies tend to distribute their income as remuneration or 
dividends. It is the non-distributors of investment income and 
those making certain interest payments and annual payments that 
are caught by the present rules. 

But the complexity of the apportionment rules has given rise to 
complaints, and there has been pressure for their modification 
and, since last year's Budget, their abolition. So the point 
that abolition of apportionment will be welcomed is worth making 
and we suggest it might be done as indicated on the draft. 

Paragraph 38: Employee share schemes  

We would be inclined to omit the reference to the number of 
companies involved because:- 

the figure is a rough estimate; 

in practice it means very little (a scheme may involve 
one company with 10,000 employees, or 1,000 companies 
in a group covering the same number of employees); 

in any event, the figure is very stale. (It was used 
in 1986 in relation to 1,000 schemes and in January 
1988 in relation to 1,400 schemes.) 

Paragraph 40: ESOPs  

I understand that FIM may have some input to this paragraph: you 
may wish to touch base with them. 

Nb thiii kiftA/fA4‘ - 
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Paragraphs 49 et seq: Life Assurance 

A number of points. 

Paragraph 49: While, of the consultative document options, 
Option B has clearly been rejected, IT gather that, following a 
meeting chaired by the Financial Secretary, the Budget Day Press 
Release will indicate that Option A is not off the table 
altogether. One solution might be, in line 8, to refer to 
"reform" rather than "reforms". 

Paragraph 50: As indicated last time, "pension business" is part 
of a company's life business. "Entirely" is appropriate 
because, even under the present regime, companies have to keep 
the two businesses separate for some purposes. 

Paragraphs 51 and 54: It is important, for the sake of accuracy, 
that these additions, which we suggested last time, are made. 
As it stands, paragraph 54 especially, is misleading. 

Trusts 

As indicated on the draft, we think this short additional piece 
should go in. Since the measures are in part triggered by 
Independent Taxation, that part of the Speech seems the best 
place. 

Paragraph 85: Payroll giving  

I gather that Malcolm Buckler in the Paymaster General's Office 
is making enquiries about the status of this announcement. I 
suggest you liaise with him. (As 4  

t 	 p 	i4) 

1)W' L&5 	A4_ & G9wtfrk.t4A1-L4 isvt,4 Vt114,1L 	fr at; 

,-4,Vetkik frt-0 	64-yvvynt,i4 	r1,14 7.7-1 rd. 1t4tt4,  • 

• 



mg.ee/d1cp/8.3-pps  
CONFIDENTIAL 

From :DLCPeretz 
Date : 8 March 1989 

PPS 
	 cc PS/Economic Secretary 
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Miss O'Mara 
Mr Pickford 
Mr Chaplin 

BUDGET SPEECH : FUNDING POLICY 

I attach a paragraph on the lines you commissioned earlier today. 

2. 	I have tried to avoid use of the word uunfund", which always 

/i4444/0- 	 t) 

AP) n 

3. 	I have also avoided giving any figures for the likely size of 

strikes me as somewhat inelegant. 0 

the overfund to be carried forward to next year. 	If we gave a 

range it would be something like £0-£4 billion. Even leaving 

aside uncertainties about the PSDR itself, uncertainties about the 

scale of bank/building society purchases/sales of gilts in 

February and March, and about intervention over the rest of this 

month, mean that it is not impossible that we will end up with 

something quite close to a full fund, and equally that we could be 

as far out in the other direction from our present central 

estimate of overfunding for the year of about £2 billion. 	This 

central figure of course also assumes that the Bank will be able 

to continue to make good progress in buying in over the next 

3 weeks. 

/ 4e, 
yrs-4-N  , 	 D L C PERETZ 
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CONFIDENTIAL 

FROM: A C S ALLAN 

DATE: 8 March 1989 

MR PERETZ cc PS/Economic Secretary 
Sir P Middleton 
Sir T Burns 
Mr Scholar 
Mr Riley 
Mr Gieve 
Miss O'Mara 
Mr Pickford 
Mrs Chaplin 

BUDGET SPEECH: FUNDING POLICY 

The Chancellor feels it would be worth including a paragraph on 

funding policy in the Budget Speech. This would reEtate that our 

policy is a full unfund, but that the rapid increase in the PSDR 

has made it impracticable to achieve this this financial year. As 

a result some EX to EY billion will be carried forward to the next 

financial year, when maturities are particularly heavy so that 

there will not be any major change of gear in the rate of gross 

purchases. 

2. 	I should be grateful for a draft paragraph by close of play 

tonight. 


