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The C a b i n e t c o n s i d e r e d a memorandum by the C h a n c e l l o r o f the Exchequer 
( C ( 8 9 ) 3 ) on economic s t r a t e g y . 

THE CHANCELLOR OF THE EXCHEQUER s a i d t h a t the p a s t y e a r had had both 
good f e a t u r e s and bad. The good f e a t u r e s had been r a p i d i n v e s t m e n t - l e d 
growth; a s h a r p f a l l i n unemployment; the f a s t e s t growth of 
m a n u f a c t u r i n g p r o d u c t i v i t y i n any major n a t i o n ; and p r o f i t a b i l i t y i n t h e 
company s e c t o r a t i t s h i g h e s t l e v e l f o r t w e n t y - f i v e y e a r s . But t h e r e 
had a l s o been an i n c r e a s e i n domestic demand e x c e e d i n g the c a p a c i t y of 
the economy t o meet i t . Another way of e x p r e s s i n g i t was t h a t t o t a l 
s a v i n g s had remained c o n s t a n t , w i t h a r i s e i n company s a v i n g s o f f s e t t i n g 
a f a l l i n p e r s o n a l s a v i n g s , w h i l e i n v e s t m e n t had gone up. T h i s would 
t a k e time to c o r r e c t . I t had been r e f l e c t e d i n a s u b s t a n t i a l c u r r e n t 
account d e f i c i t , but the major problem had been the growth of i n f l a t i o n , 
a l t h o u g h i t s e x t e n t was e x a g g e r a t e d by the i n c l u s i o n o f mortgage 
i n t e r e s t i n the R e t a i l P r i c e I n d e x . 

C o n t i n u i n g , THE CHANCELLOR OF THE EXCHEQUER s a i d t h a t the problem of 
e x c e s s demand had been d e a l t w i t h by a r i s e i n i n t e r e s t r a t e s . T h i s was 
a l r e a d y s t a r t i n g t o a f f e c t the h o u s i n g market, r e t a i l s a l e s and the 
growth o f narrow money, a l t h o u g h i n f l a t i o n was l i k e l y t o go on r i s i n g 
f o r a few months. The r e were good s i g n s t h e r e f o r e t h a t the p o l i c y was 
w o rking. But i n t e r e s t r a t e s would have to remain h i g h u n t i l i t was 
q u i t e c l e a r t h a t i n f l a t i o n was coming down. Indeed, i f more needed to 
be done to c o n t r o l i n f l a t i o n , i t would be done. Although monetary 
p o l i c y was the key to r e d u c i n g i n f l a t i o n , f i s c a l p o l i c y must support i t . 
A prudent and c a u t i o u s f i s c a l s t a n c e was t h e r e f o r e e s s e n t i a l . T h i s 
i n d i c a t e d another s i z e a b l e P u b l i c S e c t o r Debt Repayment d u r i n g the 
coming y e a r . The scope f o r t a x r e d u c t i o n might w e l l be l a r g e l y 
r e s t r i c t e d t o o f f s e t t i n g f i s c a l d rag, and any t a x r e f o r m would have t o 
be accommodated w i t h i n t h i s t i g h t c o n s t r a i n t . A d i f f i c u l t y e a r l a y 
ahead. The growth of the economy, and w i t h i t the d e c l i n e i n 
unemployment, must slow. I t would be a few months y e t b e f o r e the 
i n f l a t i o n f i g u r e s t a r t e d t o come down. But the p r o s p e c t s t h e r e a f t e r 
were good so long as the Government m a i n t a i n e d i t s p o l i c y . 

I n d i s c u s s i o n the f o l l o w i n g main p o i n t s were made: 

a. The u n d e r l y i n g economic p o s i t i o n was s t r o n g but t h e r e was 
c o n s i d e r a b l e e v i d e n c e of the r e s u r g e n c e of i n f l a t i o n , f o r example 
i n the c o n s t r u c t i o n i n d u s t r y . A r e v i v a l of i n f l a t i o n a r y 
e x p e c t a t i o n s c o u l d be e x t r e m e l y damaging. The need f o r prudence i n 
f r a m i n g the Budget was paramount. 

b. The i n c r e a s e i n i n t e r e s t r a t e s had so f a r had l e s s p o l i t i c a l 
impact than might have been expected. The r e a s o n s f o r t h i s might 
be t h a t r e a l e a r n i n g s had c o n t i n u e d to i n c r e a s e , t h a t i n t e r e s t 
r a t e s had o n l y gone back t o the l e v e l p r e v a i l i n g i n the q u i t e 
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r e c e n t p a s t , and t h a t s a v e r s , e s p e c i a l l y the e l d e r l y , b e n e f i t t e d 
from h i g h e r r a t e s . N e v e r t h e l e s s , the p o s s i b i l i t y had t o be a l l o w e d 
f o r t h a t g e n e r a l p u b l i c r e a c t i o n might now become much s h a r p e r , 
e s p e c i a l l y among groups, l i k e r e c e n t house buy e r s on low incomes, 
who were b e i n g e s p e c i a l l y h a r d h i t . I t was r e l e v a n t t h a t the f u l l 
e f f e c t o f the r i s e i n r a t e s had not y e t been f e l t by borrowers w i t h 
endowment mortgages from B u i l d i n g S o c i e t i e s which a d j u s t e d t h e i r 
r a t e s o n l y a n n u a l l y . Farmers a l s o f e l t i n t e r e s t r a t e s a c u t e l y , 
h a v i n g s u f f e r e d a f a l l i n r e a l income. I t c o u l d be argued t h a t , to 
the e x t e n t t h a t t a x r e d u c t i o n s and i n t e r e s t r a t e r e d u c t i o n s were 
a l t e r n a t i v e s , i t was b e t t e r t o choose the l a t t e r . 

c. A d e c i s i o n t o make o n l y s m a l l t a x r e d u c t i o n s when the 
Government had such a l a r g e Budget s u r p l u s would r e q u i r e c a r e f u l 
p r e s e n t a t i o n . More c o u l d be done t o emphasise t h e advantages of 
debt repayment, which would be r e a d i l y a p p r e c i a t e d by the p u b l i c a t 
l a r g e . 

d. There were some d i s t u r b i n g s i g n s t h a t r e t a i l s a l e s , f o r 
i n s t a n c e of motor v e h i c l e s , were not r e sponding to the t i g h t e n i n g 
of monetary c o n d i t i o n s . Indeed, s i n c e i n t e r e s t payments were o f t e n 
not s e p a r a t e l y i d e n t i f i e d i n r e t a i l t r a n s a c t i o n s , i t was not c l e a r 
how e f f e c t i v e i n c r e a s e s i n i n t e r e s t r a t e s were i n t h i s a r e a . 
Moreover, banks, w i t h f o r e i g n d e p o s i t s encouraged by h i g h i n t e r e s t 
r a t e s i n t h i s c o u n t r y , were p u t t i n g c o n s i d e r a b l e e f f o r t i n t o 
e n couraging more borrowing. I n the l i g h t of t h i s , p r o s p e c t s f o r 
the b a l a n c e of payments and i n f l a t i o n were bound t o g i v e cause f o r 
c o n c e r n . On t h e o t h e r hand, some o t h e r i n d i c a t o r s o f r e t a i l s a l e s , 
o v e r s e a s h o l i d a y bookings and house p r i c e s i n d i c a t e d a response to 
the measures t a k e n . 

e. T a b l e 2 i n Annex 3 to C ( 8 9 ) 3 showed t h a t s i n c e 1979 Income Ta x 
and N a t i o n a l I n s u r a n c e C o n t r i b u t i o n s ( N I C s ) had r i s e n as a 
p ercentage of e a r n i n g s f o r those on h a l f average e a r n i n g s . T h e r e 
was t h e r e f o r e a v e r y s t r o n g case f o r c o n c e n t r a t i n g on the lower 
p a i d the b e n e f i t of any t a x r e d u c t i o n s t h a t f i s c a l p o l i c y a l l o w e d . 
T h i s c o u l d most r e a d i l y be done by r a i s i n g the t a x t h r e s h o l d r a t h e r 
than r e d u c i n g the b a s i c r a t e . G e n e r a l l y , a c t i o n on the t h r e s h o l d 
was v e r y a t t r a c t i v e , a l t h o u g h i t c o u l d be argued t h a t r e c e n t 
changes i n the b e n e f i t system had reduced i t s impact on i n c e n t i v e s . 
Another p o s s i b i l i t y was a c t i o n on NICs, f o r example to r a i s e the 
s t a r t i n g - p o i n t and improve the t r a n s i t i o n to the h i g h e r r a t e s . 

f . Other a t t r a c t i v e p o s s i b i l i t i e s f o r the use of any f i s c a l 
s u r p l u s t h a t was a v a i l a b l e were: a b o l i t i o n of the p e n s i o n e r s ' 
e a r n i n g s r u l e , t o encourage p e n s i o n e r s t o s t a y i n , or r e t u r n t o , 
the l a b o u r market; f u r t h e r c o n c e s s i o n s on l e a d - f r e e p e t r o l ; 
u n d e r - i n d e x a t i o n of the duty on p e t r o l ; and f u r t h e r a c t i o n to 
encourage s a v i n g s , perhaps by a l l o w i n g t a x r e l i e f on the i n i t i a l 
i n v e s t m e n t . I t would be important t o t a k e the o p p o r t u n i t y of 
f u t u r e p r i v a t i s a t i o n s to spread s h a r e ownership. 



THE PRIME MINISTER, summing up t h e d i s c u s s i o n , s a i d t h a t t h e C a b i n e t 
e n d o r s e d t h e a p p r o a c h t o economic s t r a t e g y s e t out by t h e C h a n c e l l o r o f 
the E x c h e q u e r i n C ( 8 9 ) 3 . I n p a r t i c u l a r , t h e y a g r e e d on t h e need t o g i v e 
p r i o r i t y t o c o u n t e r i n g i n f l a t i o n and on t h e c a s e f o r a c a u t i o u s f i s c a l 
p o l i c y . They a l s o b e l i e v e d t h a t any t a x r e d u c t i o n s t h a t were p o s s i b l e 
s h o u l d b r i n g p a r t i c u l a r b e n e f i t t o t h e l o w e r p a i d . 

The C a b i n e t -

1. Took n o t e , w i t h a p p r o v a l , of t h e Prime M i n i s t e r ' s summing up 
of t h e i r d i s c u s s i o n . 

2. I n v i t e d t h e C h a n c e l l o r o f t h e E x c h e q u e r t o t a k e a c c o u n t o f t h e 
d i s c u s s i o n i n p r e p a r i n g h i s Budget. 

C a b i n e t O f f i c e 

17 F e b r u a r y 1989 
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