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From the Private Secretary 24 May 1979

Do Tom,

The Prime Minister held a meeting at 1800 hours this
evening with the Chancellor of the Exchequer and the Chief
Secretary to discuss the Budget. They had before them the

Chancellor's further minute of 23 May.

The Prime Minister said that she remained extremely
worried about the price consequences of the Chancellor's
proposals, and the effect they might have on pay negotia-
tions in the coming winter. She wondered whether there
were not other ways of meeting the Chancellor's objectives
on the income tax front than through increasing VAT to 15
per cent. In particular, there seemed no reason why the
income tax reliefs could not be made effective from Budget
Day rather than being backdated to the beginning of the
financial year. Taxpayers would not expect such backdating
and the revenue savings would be very substantial. The
revenue savings would be about sufficient to enable the
VAT increase to be confined to 12% per cent. It appeared
from the figures attached to .the Chancellor's minute as if
the taxpayer would be getting considerably more in tax relief
than he would be paying out in higher indirect taxes. She
recognised that there were administrative difficulties,
but it ought to be possible to overcome them. The Prime
Minister went on to ask whether all the options for raising
revenue had been fully considered. Onre possibility which
she had in mind was the replacement of the VAT element in

the petrol tax by a straight duty: this would bring in
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additional revenue because there would be no VAT offset
on business purchases and the RPI effect would be small.

The Chancellor said that, in his view, making the tax
reliefs effective from Budget Day, and not backdating them,
raised insuperable difficulties. Not to backdate them would
destroy the cumulative method on which the PAYE system was
based. As for the argument that the taxpayer appeared to

be getting back more than he would be paying in indirect

taxes, the Chancellor explained that this was not so in terms

of purchasing power. Because of the three-month lag in" VAT
collection, much more had to be given to the taxpayer in
tax reliefs in year one than the revenue which would accrue
to the exchequer in order to leave his real disposable
income roughly unchanged. It was therefore essential to
increase VAT to 15 per cent if his income tax objectives
were to be met. 1In any case, a 15 per cent rate of VAT
would be needed in 1980/81, and it could well be more diffi-
cult politically to raise the rate again in the second year
than it was to move straight to 15 per cent immediately.

He had considered various other revenﬁe raising options,
including increasing Advance Corporation Tax. But he had
concluded that ACT was not a runner because company liqui-
dity, notwithstanding the short run cash flow improvement
resulting from the VAT increase, would remain tight; and
although he was willing to consider the possibilities fur-
ther, he did not think there was much likelihood of finding
significant additional revenue without either affecting the
RPI or damaging business confidence (as would happen, for
example, if the NIS were increased again). In order to
mitigate the RPI effects, he was disposed not to increase
the specific duties on alcohol and tobacco: revalorisation
of these duties would reduce the PSBR by only £200 million,
while they would increase the RPI by 0.6 per cent. In this
way, the price rises in the Budget would be confined to the

VAT increase and the increase in petrol duty, and the total

|/ effect would be
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effect would be 3.6 per cent - which would be marginally

less than the 3% per cent RPI effect of Mr. Healey's first
Budget. This excluded any increases in prescription and
school meal charges; in order to keep within the 3% per cent
margin, he thought there was a strong case for not announcing

any such increases in the Budget.

The Chief Secretary added that the switch to indirect
taxes which the Chancellor was proposing was essential to
his overall strategy - both in terms of achieving his
minimum income tax objectives and in terms of keeping the
PSBR within reasonable limits in 1980/81. There was of
course a risk that there would be industrial repercussions,
and the industrial situation in the winter would not be
easy; but in his view the Government was more likely to
face industrial trouble in its second and third years of
office. Hence, it was better to get the large price increase
out of the way early. Once a VAT rate at 15 per cent had
been achieved, there would be no need to raise VAT again in
the life of the present Parliament; the only further indirect
tax increases that would be needed would be the revalorisation
of specific duties. A further argument for making the major
shift to indirect taxes was that this would result in less
tax evasion. Although the immediate effect of the Budget
would be inflationary, the overall Budget stance was decidedly
deflationary; and indeed on the conventional presentation,
the Budget would be shown as having a significant contractionary
effect on the economy. The Chancellor said that in presenting
this it would be necessary to point out that, with the current
prospects for the PSBR, any Budget - whether presented by
a Conservative or Labour administration - would have had to

be deflationary.

The Prime Minister then asked whether the Chancellor
was satisfied with the PSBR forecast. She understood that

there was a wide margin of error in it, and wondered

/ whether the
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whether the Chancellor was happy with the underlying assumptions.
The Chancellor replied that there was indeed a wide margin

of error, but he was reasonébly satisfied that the forecasters
had done a good job. He would be considering whether there
was any possibility of adjusting the forecast down, but he

did not think there was much scope for this. As for the
correct size of the PSBR, he was subject to conflicting advice.
On the one hand, there were those who were pressing him to

go back on his pre-election commitment; on the other hand,

it was clear that even with a PSBR of just under £83% billion,
there was a real risk that interest rates would stay high.

On the whole, he felt it essential to aim for a PSBR below

£8% billion. The Prime Minister agreed.

Summing up, the Prime Minister said that she reluctantly
agreed to the Chancellor's main proposals. This would mean
increasing VAT to 15 per cent and increasing petrol duty
by 15 per cent, and excluding any increases on tobacco and
drink. At the same time, it would be worth forgoing any
increase in prescription charges and any increase in the
school meal charge over and above that announced by the
previous administration. The Department of Education and
the Department of Health and Social Security would have to
find offsetting savings to meet the Chief Secretary's public
expenditure requirements. The Chancellor should consider the
possibility of any further measures which would bring in
revenue without affecting the RPI - including replacing VAT
on petrol with a higher petrol duty still. These could be

used to provide further improvements in the income tax package.

A. M. W. Battishill, Esgq.,
H.M. Treasury.
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The Chancellor of the Exchequer
The Chief Secretary
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The Minister of State (C)
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Mr D Lovelock - Customs & Excise
Sir W Pile - I/Revenue

ESTIMATING TAX CHANGES

When we spoke this morning you asked for a quick note about the
revenue effects of VAT and specific duty changes compared with
reductions in the income tax. For illustrative purposes you
suggested a number of tax packages, and these have been used as a
basis for this note. In the time available it was not possible to
discuss these with Customs or Inland Revenue, but the estimates are
largely culled from the post-election briefing. They do not imply
any preference on the part of officials for the comrosition of one
package compared with the other, and in some instances the
individual tax changes would involve problems which would call for
detailed consideration before they could be regarded as serious
possibilities.

2. The starting point of our discussion was the Brief (B1l0),

on the Tax Ready Reckoner. You queried our estimates of the low
revenue effects stemming from a VAT change, and suggested that if
the income tax reductions were taken into account the revenue
implications would look significantly better. There are a number
of problems that arise here, some of them conceptual, but some of
them a reflection of the short comings of using a ready reckoner
approach. The main points seem to be:
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The full year revenue effect of tax changes show broadly

the effect on demand for the goods in question covered by the
tax changes or on the revenue of the income tax changes,
assuming income remains the same. This is a somewhat artificiec
concept since it takes no account of the indirect consequences
of the tax changes. These effects are widespread through

the economy, influencing both the level of incomes and of
overall demand for all goods and services. Thus the yield
from standard rate VAT at 8 per cent is estimated this year

to be £5,025m. But this includes VAT payments by Central
Government and deducting these, and allowing for other
necessary adjustments, the yield is estimated to be £4,800m.
If the standard rate was increased to 10 per cent it is
estimated to add an additional £1,000m in a full year.

(25 per cent of the estimate yield is £1,200m - the difference
of £200m reflects largely the estimated shift in demand

from goods taxed at the standard rate). But allowing for
consumers response to rising prices, possible effects on

wage costs and so on, the overall demand effects could be
larger. This accounts for the smaller revenue gain
associated with the PSBR change.

As you rightly argue if income tax reductions are made
simultaneously then the effect on demand would be offset
to some extent. With the ready reckoner the indirect tax
change can be added to the effect of the income tax
reduction. But this is a first approximation, and the net
PSBR effect may look very different from that suggested by
the ready reckoner.

You also expressed concern about how the changes would look
in the Financial Statement and Budget Report (FSBR).

The conceptual basis for the FSBR figures will reflect
broadly what you have in mind. The post Budget revenue
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figures are based on the level of activity predicted

for the economy in 1979/80. In contrast to the ready
reckoner these estimates show our best view of the yield
from indirect tax changes and will pick up any rise in
demand stemming from income tax reductions, as well as

other relevant changes in the Budget. This does not dispose
of the problem that the FSBR figure for indirect tax changes
in 1979/80 may look exceptionally low. Much depends on the
size of the income tax reductions.

3. For the moment you agreed to examine the possibilities solely
in terms of full year revenue, which is the recommendation we make
in the brief on the Tax Ready Reckoner. As I said at our discussion
it is reasonable to add the results together to get some broad
approximation of where a package may be heading. But a computer run
is needed as ideas about the shape of the Budget harden.

THE PACKAGES

4, On VAT you suggested three possibilities: unification at

10 per cent, 124 per cent and 15 per cent. On the specific duties

we might assume revalorisation based on the price change April 1978

to April 1979. For this purpose we have assumed slightly more -

a figure of 10 per cent. The attached table shows the revenue effects
of the indirect tax increases. It should be borne in mind that
revenue and prices will be marginally higher because of the
compounding effect of the increased VAT rate on the higher rates

of specific duties.

o

5. There are a number of problems about some of these options -

a 15 per cent standard rate VAT for example wculd be a very massive
increase in one jump and there could be some serious industrial
implications, especially for the car industry. But these and other
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matters rising on the possibilities will be takenfurther in the
discussions to come.

6. On the income tax the attached table shows the sort of income
tax packages which might be afforded on these varying assumptions
about indirect tax increases. In each case alternative (a) is based
on £5C0m extra, and alternative (b) on £1,000m extra which is added
to the estimated full year yield from the indirect tax changes - as
you suggested.

Te The changes shown in the table are the changes compared with
the 1978/79 rates and levels, and subsume the alterations contained
in the caretaker Finance Act, also following your instructions.

8. The figures represent broad measures of magnitude. Specific
packages of course will need to be costed on a much more precise
basis. And, as this note emphasises, since the packages are conceived
in full year revenue terms the PSBR effect is likely to be
significantly different - especially in 1979/80 - for reasons
explained and illustrated in Brief BlO.

AL
A H LOVELL
FPG

8 May 1979




tg*’ INDIRECT T A X CHANGZES (1)
1979/80 1979/80 RPI
(2) FULL YEAR REVENUE IMPACT
Specific Duties: 10% increase REVENUE RECEIPTS PER CENT
Road fuels 200 150 0.1
vep(3) 115 85 0.1
Alcoholic drink 125 90 0.2
Dobaees Trodgete’ T 125 85 0.3
565 410 0.7
VAT
Unification at 10%(2) 875 435 0.8
Unification at 123% 2250 1125 2l
Unification at 15% 3350 1775 3.5
Totals (¢)
VAT 10 per cent package 1440 845 1.5
VAT 12% per cent package 2815 1535 2.8
3915 2185 4,2

VAT 15 per cent package

Assumes June start

Excludes rebated oil
VED increase could be added to petrol duty to produce this additional revenue

P
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10 per cent increase specific duty only

No offset for petrol loss
These estimates do not allow for the additional revenue stemming from the increased VAT on

the higher level of the specific duties.



INCOME TAX CHANGES

VAT 10 per cent VAT 124 per cent VAT 15 per cent

case case case
%  increase % increase %  increase
(a) (b) (a) (b) (a) (b)
Basic Personal Allowance 15 20 20 20 25 27
Higher Rate Thresholds 10 10 20 20 25 27
Increase in IIS threshold (£) - 500 500 500 1000 1000
Basic Rate (P) - - -1 -2 =2 =2
Top Rates of Tax - - - - Abolish Top rate
83% to 60

rate per cent.
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NOTE OF A MEETING HELD IN THE CHANCELLOR OF THE EXCHEQUER'S
ROOM AT THE TREASURY AT 11.00 A.M. ON WEDNESDAY, 9TH MAY, 1979

Present:

Chancellor of the Exchequer
Chief Secretary

Financial Secretary
Minister of State (Commons)
Minister of State (Lords)
Sir Douglas Wass

Sir Anthony Rawlinson

Sir Lawrence Airey

Mr. Couzens

Sir Fred Atkinson

Mr. Lovell

Mr. Unwin

Sir William Pile )

Mr. J.M. Green ) Inland Revenue
Mr. Lovelock ) )
Mr. Phelps ) Customs and Excilse

Mr. Adam Ridley

PREPARATIONS FOR THE BUDGET

The Chancellor outlined his general approach to the
preparation of his first Budget, distinguishing between proposals
which he wished to see implemented immediately and those which
should await a later Finance Bill. The following records the
main conclusions and points made in discussion. The Chancellor

began by making four points:

(a) Monetary Targets. He aimed to reduce the current
monetary target from 8-12 per cent to 7-11 per cent.

(b) PSBR. The lower monetary target should be
supported by a PSBR reduced to no more than
£8 billion for 1979/80.

BUDGET ~ SECRET




(c)

(d)
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Exchange Control. The Chancellor wished to make

some early relaxation in exchange control.

Presentation. The Budget should be presented

in the context of a longer term programme of
stabilisation, though the Chancellor thought it
inadvisable to be committed publicly to medium
term targets for the money supply and PSBR.

Public Expenditure

2. The Chancellor said the aim should be to achieve maximum
savings in public expenditure in the current financial year.
Ministers would need to be assured that all actual or contingent
public expenditure claims had been identified and allowed for

in forecasting the PSBR. The Chancellor

invited the Treasury to confirm that the existing

forecasts took account of all outstanding public
expenditure claims.

3. The Chancellor then went on to identify the following

aspects of the Government's policy on public expenditure:

(a)

(b)

(c)

there should be a greater emphasise than so far
identified by officials on savings in revenue

rather than capital expenditure;

there was a .predisposition to leave spending
Ministers free to decide how to achieve savings

within their own programmes;

public sector disposals would have an important
part to play. The Government's policy should be
presented not as doctrinaire denationalisation
nor as the disposal of surplus assets but as a

genuine means of reducing the PSBR. There should
be four elements:
_2_
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(i) Public sector land:
(ii) Sales of council houses;
(iii) Readily disposal assets (e.g. shareholdings
in BP; the NEB etc.); and
(iv) Some private participation in public
corporations. This would require legislation
and would not be for the Budget.

The Chancellor invited

Sir Anthony Rawlinson to prepare, in consultation
with other departments as necessary, advice on
(1) and (ii) above; and

- Sir Lawrence Airey to prepare advice, after

similar consultation, on (iii) and (iv) above.

LE Charges. The Chancellor said that, whilst it remained a

legitimate objective to raise public service charges to more
realistic levels, this might have to take second place to the
immediate need to embark upon a substanital switch from direct
to indirect taxation this year. Ministers would probably wish
to endorse the announced 5p increase in school meal charges;
other increases would need to be carefully examined for their
effects upon the RPI.

Taxation

5. . Within the limits of politically acceptable price increases,

the Chancellor said he would wish to make the maximum possible

switch from indirect to direct taxation in his first Budget.

The late Budget also imposed particular constraints this year.
Since any increases in indirect taxes could not be made effective
until after Budget Day he asked whether there existed any means
by which reductions 1in income tax could operate from a current
date rather than back-dated to 6th April. Sir William Pile

said that, with an annual tax,splitting the year in this way

_3_
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was not a feasible proposition. The Chancellor

invited Sir William Pile to re-examine the

feasibility of making income tax changes effective
from a current date.

6. The Chancellor then went on to identify the following
proposals.

7. Income Tax

(1) He wished to eliminate the reduced rate band

this year, if this colld be linked with attainment
of a 25 per cent basic rate over 2 years.

(ii) He wished, if possible, to reduce the top rate
on earned income to 60 per cent this year.
This should have priority over widening other
higher rate bands. The latter could be left
until 1980, when he might wish also to introduce

formal indexation of the higher rate structure.

(iii) Personal allowances. Thresholds should be

raised by more than the amounts included in

the caretaker Finance Act. Within the available
revenue, the amount of the increase would be
determined by the need to "buy out" the loss

of the reduced rate band, keep clear head room
above the national insurance retirement pension
and offset the effects on prices .0f the proposed
switch to indirect taxation.

(iv) Basic rate. Subject again to available revenue

the Chancellor said he would like to cut the
basic rate by up to 3p this year.

- -
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(v) Age Allowance. The Chancellor wished to consider

abolishing the ceiling (and marginal provisions)
for the age allowance. The cost would be §£80 or
£90 million.

(vi) 1Investment Income Surcharge. The Chancellor was
inclined to raise the surcharge threshold to £4,500
(or to £4,000 or £5,000 if administratively simpler),
at the same time withdrawing the specially favourable
provisions for the elderly. He also favoured a
sﬁggestion by the Financial Secretary that a doubling
of the threshold justified removing the 10 per cent
rate of surcharge on the first £500 of surchargeable

investment income. This might point to raising the
threshold to £5,000.

(vii) War Widows' Pensions. The Chancellor confirmed his
wish to remove the residual tax liability on war
widows' pensions at a cost of some £6 million. This
should be included in the Budget.

(viii) Charities. The Chancellor said he would wish to consic
the consequences for charities of reducing income tax
and increasing indirect taxes. Sir William Pile said

that the Inland Revenue had a note in preparation.

(ix) 1Interest Relief. The Chancellor said he did not wish

to restore interest relief in toto. However, the

Finance Bill should make provision for a temporary
extension of the 6-year transitional period for
interest relief in the Finance Act 1974.

8. Businesses. The Chancellor said he was disposed to
consider two changes:

(i) raising the profits limits for the rate of

corporation tax paid by small companies; and

(1i) assuming the legislation was not over-lengthy and
complicated, provide for some arrangement for a

rolling programme to write off past stock relief.

-5 -
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9. Other direct matters

(1)

(i1)

(iii)

(iv)

(v)

(vi)

Petroleum Revenue Tax. The Chancellor said he

was inclined not to disturb the changes already
foreshadowed in rates of PRT. The Minister of
State (Commons) would consider whether anyfurther

changes in PRT should be introduced this year.

Discretionary Trusts. The transitional arrangements

. for capitaldistributions needed to be’

extended for at least one year.

Stamp Duty on Houses and Land. The Chancellor

regarded action on the £15,000 threshold as of
greater priority than raising the £25,000 limit
for mortgage interest relief. Stamp duty relief
should be included in the Budget.

Development Land Tax. The Chancellor said he

wished, 1f possible, to reduce the current
rates of DLT; or at least extend beyond

31st March 1980 the current transitional rates.
The Minister of State (Lords) would consider
the case for other changes in DLT, including
raising the £10,000 exemption level.

Capital Transfer Tax. The Chancellor said he

was looking to make an early easement in the
burden of CTT - both in the starting points and
in the tax scales. He had in mind larger changes
than those canvassed in the Revenue brief
(B13(c)). The Minister of State (Lords) would

consider a possible package with the Inland Revenue.

Capital Gains Tax. The Chancellor said he wanted

to remove the infla%ionary element from the taxation

BUDGET - SECRET
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of capital gains either by tapering or indexing
them. He personally preferred indexation. After
a short discussion, Ministers agreed that it was

best to leave changes in CGT until a later year.

(vii) Benefits in kind. After a brief discussion, the

Chancellor indicated that he was willing to

consider proposals from the Inland Revenue to

deal with the loophole in the 1971 legislation
on car leasing and the provision of petrol as

a benefit in kind. In a longer time scale he

was not unsympathetic to a more substantial

review of the benefits in kind legislation.

National Insurance Surcharge

10. The Chancellor said he would not wish to make any changes

'in NIS this year. In a longer time scale re-consideration of
the NIS might be necessary in the context of decisions to
phase out employment subsidies. He agreed that officials
should inform DHSS that there would be no change in the Budget.

Indirect Taxes

11. VAT. The Chancellor said that the Government's taxation
strategy depended on getting a substantial extra yield from
VAT. He was inclined to increase the standard and higher rates
to a new 15 per cent uniform rate if the price effects could

be tolerated. In discussion, 1t was suggested that the
Chancellor might wish to considered both the compounding effects
on particular prices of increases in VAT and specific duties,
and also possibly the industrial effects on the motor car
industry (including implications for changes in the car tax).
The Chancellor agreed that the Treasury should consult the
Department of Industry in confidence at official level.

] —7.—
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Specific Duties

12. Although specific duties had not generally been increased
for two years, the Chancellor thought it would bte sufficient

this year to restore them to April 1978 levels. He saw no reasor
to exclude alcohol or tobacco duties} noted EEC considerations
affecting. the duty on winej; he would wish to take a considered

view in the light of advice from Customs and Excise. The Chancel

invited Mr. Lovelock to prepare advice on a
package of increases in specific duties for

his consideration.

Motoring Taxes

13. The Chancellor did not wish to proceed with the switch

from VED to petrol duty: it seemed to promise only modest
staff savings for the loss of an important source of revenue.
He noted, however, that too little time remained before the
iBudget for necessary consultation with the Civil Service
department and the Ministry of Transport. VED should be left
unchanged this year. He would consider options for increasing

the duties on petrol and derv on advice from the Customs and
Excise. The Chancellor

invited Mr. Lovelock to prepare a note.

Other Taxation Matters

14, Taxation of the Family. The Chancellor said Ministers
would wish to proceed with early publication of a Green Paper

on this subject. This would be reaffirmed in his Budget
statement.

Miscellaneous Matters

15. Among other issues for later consideration, the Chancellor
mentioned the tax treatment of the National Heritage, Forestry,
Charities; VAT simplification; profit-sharing and wider

l‘ _ 8 _
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share ownership; and the Wilson Committee recommendations

on small businesses.

Royal Commission on Gambling (The Rothschild Commission)

16, This was also an important area for later consideration,
particularly the scope for raising more revenue from casinos.

The Chancellor agreed that it was not a matter for action in

his Tirst Budget.

Social Security Benefits

17. The Chancellor identified the followilng matters for

early consideration.

(a) Pensioners. Steps would need to be taken to
help pensioners meet the higher cost of living

resulting from the switch to greater indirect

taxation. The choice was between an improved
pension uprating in November; an enlarged
Christmas bonus; or some combination of the

two. Social Security Ministers would have
views.

(b) Families. There might also be a similar case

for a further increase in child benefit, though

arguably less strong than for pensioners because

most childrens' goods were zero-rated for VAT.

(¢) Taxation of short-term benefits. The Minister of

State (Lords) had been considering possible
approaches in advance of computerisation.
Differential uprating of long and short term
social security benefits might also have a part
to play in redressing the imbalance between

income in and out of employment.

_9...
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Finance Bill

18. In a brief discussion, Ministers generally agreed that

the Finance Bill would probably have to be taken wholly on

the floor of the House this year. The length of the Bill
would need to be contained. Some minor matters were essential
including, for example, matters consequential on the ending of
child tax allowances; and on the UK/US double taxation treaty.
The Government's supporters would press for action on other
matters e.g. retirement annuities. It would be helpful if the
two revenue departments would prepare early submissions on the
possible minor starters in their respective fields. These would
be considered by the Financial Secretary in conjunction with

the two Ministers of State.

Prices Index

19. The Chancellor said that, in Opposition, the Government

had given thought to ways of developing an index parallel bo

the RPI which could take account of the effect of changes in
-income tax on family income. Mr. Adam Ridley had taken the

lead in this. It would be useful if officials would consider,
with the help of the CSO, how best to make progress in this area.
The Chancellor

invited Sir Douglas Wass to set work in hand.

Conclusions

20. Sir Douglas Wass suggested that officials should prepare

an illustrative package of indirect tax changes, with their

estimated price effects, for the Chancellor's consideration.
The Chancellor agreed.

qﬁ}
(A.M.W. BATTISHILL)
9th May, 1979

Circulation

Those present
Mr. Littler BUDGET - SECRET
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Financial Secretary
Minister of State (C)
Minister of State (L)
Sir D Wass
Sir F Atkinson
Sir L Airey
Mr Couzens
Sir A Rawlinson
Mr Littler
Mr Love11>uOPY rop
Mr ShepheraN —
Mr Odling-Suee

Chairman, Inland Revenue
Chairman, Customs & Exci

PREPARATIONS FOR THE BUDGET

Following the meeting with you yesterday we thought you would find it
helpful, as a very approximate first "sighting shot", to have a quick
costing of the proposals for the Budget that you outlined to us.

2. The results are brought together in the Table attached. This
shows the effects of the various changes compared with the forecast
which has been presented to you (which itself, of course, is currently
being revised). The tax and public expenditure changes that we have
assumed are summarised in Annexes A and B respectively. We have
necessarily had to use some discretion at this stage in interpreting
the details of your proposals.

Ae I have to stress that this is a very quick and broad exercise, and
that the figures should not be pressed too far. To get a picture
quickly we have had to use the ready reckoners and there has not been
time to do a full simulation. The individual components of the package
are not additive, and a full analysis will require a run on the
computer.

4, However, with these necessary caveats, the main points to emerge
are as follows:-

(i) Tne package reduces the PSBR by some £900 million - ie

from the forecast figure of £10 billion to just over £9 billion,
or about £1 billion short of your target;

BUDGET SECRET
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(ii) the package has a strong deflationary effect - real
GDP is reduced by 2.2% percentage points in Q1 1980, giving
negative growth between this year and next, and there is a

substantial reduction in employment;

(iii) the effect on the RPI (mainly indirect taxes) is over
4,5%.

5e The table does not show the effect on interest rates but in the

first year this would be likely’to be small. Nor would the assumption
of a fixed exchange rate make much difference in the first year.

J B UNWIN
10 May 1979
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Economic Effects Of The Package

All estimates assume a floating exchange rate

Public
Changes in: Expenditure
Full year cost (£m)
First year cost (£m) -1,565
PSBR (£m): - 79/80 -1,420
| 80/81 -1, 450
Real GDP (%): 80 -0.5
RPI (%): Impact 0.2
80 Q1 0.1
81 Q1 -
Employment (thous): 80 Q1 -50
81 Q1 -90
82 Q1 -100

Indirect
Tax

-4,280
‘21505
-1,800
-2,800

-2.4
-3-2

TN
TN
6.0

-190

-430
-550

Other
Income Inland
Tax Revenue Total

5,175 390
2,410 160 -1, 300
2,160 160 =900
249490 260 =900
007 ) - -2.2
'].O - "'2.7
- - . 4.6
002 - 4‘.7
-0.1 == 509
70 - =170
140 - =380
170 - T =480
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ANNEX A

TAX PACKAGE

For the purpose of this first "sighting shot" the specific duties
have been increased by 10 per cent throughout, apart from the
rebated oil duty where O.5p was added to the existing level of
25p a gallon - equivalent to an increase of 20 per cent and
representing revalorisation over 2 years.

2. Each of the indirect taxes will be reviewed separately, and

attention drawn to any special considerations where these are
relevant:

- the effect of the combination of VAT and specific duty
- changes on prices may bear particularly heavily on some
industries, the whisky industry for example.

- Raising standard rate VAT to 15 per cent might also
cause difficulties for some industries. A separate study
-on the implications of an increase of this order for the
car industry is under way in consultation with Department
of Industry and Customs and will be ready early next week.

- A provision for a 10 per cent rise in VED on cars is
included, but this revenue sum can be raised by an
additional increase of about 5 per cent to the petrol duty
over and above the 10 per cent assumption. (The Minister
of Transport will be recommending an increase in VED
on heavy commercial vehicles which would yield somewhere
between £25-40m.)

3. The post election briefing on these taxes discusses the taxes
in detail. The points made in the briefs will be further amplified
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in a series of submissions now being prepared. Work is in hand
on the distributional effects of the indirect and income tax
changes on different family types at varying levels of income.

4. The large difference between the full-year and part-year
revenue effect for VAT reflects in part the late Budget, but is
also because of the 2% month lag by traders before VAT receipts
are paid to the Exchequer. This is reflected in the relatively
low PSBR effect. With VAT at 15 per cent the payments lag is
estimated to be £750m. It represents an immediate cash flow
advantége to the company sector and unless VAT is reduced becomes
a permanent rise in their liquidity.

FPG

10 May 1979
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INDIRECT TAX PACKAGE

1979/80° 1979/80 RPI
Full Year Receipts per cent
Revenue
£m £m
VAT
15 per cent unification 3580 1790 3.5
Specific Duties: 10 per cent
increase
Road fuels 205 155 0.1
VED:
Cars 90 65 0.1l
Commercial vehicles 25 20 -
Alcoholic drink 135 100 0.2
Tobacco 200 135 0.5
Rebated 0il (0.5p increase) _
= 20 per cent oC 40
Total Specific Duties 705 515 0.9

Grand Total 4285 2305 4.4



Single allovance (and wife's earned
income allowance)

Married allowvance

Additional personal allowance
Age allowance (single)

Age allowance (married)

Age allowance income limit
Lower rate

Basic rate

Higher rates

Investment income surcharge -
ordinary rate - exemption limit

15% threshold

65s and over - exemption limit

15% threshold

. \ ¢ P4
INCOME TAX PACKAGE 9 MAY 1979 -
92§ts £
Current Proposed Change Full First
121519 Value Value & Year Year
iqav] £A. I.
9%5s 1075 1205 +130 {3 Lo
($35 1675 1875 +200 IS T770 636
600 670 +70 o S
1300 1420 1590 +170 So WS Lo
l R
2075 2265 2535  +270 bS7SS 3
L1400 Abo1sS 1So 30 (2e
25% 206  (Abolish) = Qeco $6—Ty¥<
33% 308 3% Luio BV bee
35% $of - 10,000
hoos 8,000 -
Lsg 9,000 12,000
50% 10,000 15,000
55% 11,000 20,000 80 L
605 12,500 25,000 ?°° e
65% 14,000
70% 16,000 Abolish
75% 18,500
83% 24 000
1,700 —
2,250 5,000 1y
2,500 e 2085 77 1T
3,000 5,000
oA 3¢ 2, ure
300Y

"

Qe Wy

TV,
JORn
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ANNEX B

Reductions in Public Expenditure

Ex ante saving in

1979/80
(£ million)

Disposal of assets (mainly BP shares) 750
Reduction in the contingency reserve (social

security payments) 300
Other reductions: (€m at 1979 Survey prices.

Capital expenditure (mostly housing investment,

some motorway investment) 320

Special employment measures 100

NEB and Community Land Scheme purchases 70

British Rail fares \ 50

LA rents and prescription charges 60

Total gaa
Notes

1. The other reductions are slightly different from those shown in
the Annex to the draft Cabinet paper, because they are intended only
to provide a fairly realistic breakdown of an illustrative cut of
£600m at 1979 Survey prices; they are not precise estimates of
specific proposals for reductions.

2. Some of the reductions in programmes will lead to a reduction in
underspending rather than a reduction in actual expenditure. In
arriving at the first year cost estimates in the table some
allowance has been made for this in the case of capital expenditure
and special employment measures. _
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PS/Inland Revenue

CHANCELLOR OF THE EXCHEQUER

CUSTQMS AND EXCISE TAXES

1. At your meeting yesterday, you gave us an indication of

your probable intentions in relation to our taxes and it was
agreed that we should provide you with notes on the effects and
implications of raising the specific duties by 10%. These

should be available tomorrow. We thought that you would probably
not want a further substantive note on VAT but there are two
Departmental points we ought to put to you before you make the
choice between 1234% and 15%. Neither is in any way decisive

in that choice.

2e As I said at the meeting, we very much welcome the idea of
unification. There is no doubt that the trading community
(especially smaller traders) regard a.return to a single positive
rate as quite the most desirable measure of VAT simplification;
and (other things being equal) our contrcl effort should benefit
from a reduction in the number of rates.
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Se If you decide on 15%, however, the very large gap which
would then exist between our zero- and our standard-rates 1is
bound to give a strong impetus to pressures for additional
reliefs. No other EEC Member State has a gap of 15% between

its reduced and its standard rate (though admittedly there is

a 14% gap in the Netherlands and Denmark has a 20.25% rate

across the whole field of non-exempt gonds and services). The
pressures would probably arise even with a unified 121% rate;
they would be virtually inevitable with = 115% rate. They might
well be greatest (a) in areas where the borderline between zero-
and standard-rating is difficult to defend (eg "convenience"
foods such as confectionery and soft drinks, and building repairs
and maintenance), (b) on behalf of "near-essential" items such

as household goods and clothing and (c) for "worthy" causes such
as the arts and tourism. If zero-rating were refused (on grounds
of cost and EEC obligations), the demand might be diverted into a -
campaign for a reduced rate - which, if conceded, would not only
nullify the basic objective of simplification but in our view
would produce a more complicated tax than we have with our
existing higher rate.

4, Secondly, unification at 10% would have enabled us to make
modest staff savings without reducing our present control effort.
The savings would have been smaller with a rate of 123%.
Unification at 15% would make our control effort more rather
than less difficult. This is simply because the extra revenue
involved and (again) the gap between the zero- and the standard-
rate would give a greater incentive to all forms of evasion

and delay.

e The purpose of this note is not to try to dissuade you
from going for unification at 15% if you consider that this
is an essential part of your Budget strategy, and certainly
not to encourage you to contemplate concessions by way of
extra zero-ratings (contrary to EEC obligations) or the



“"N%
BUDGET - SEPRET < ”g R
¥ .

introduction of a reduced positive rate. But I thought it

would be right to bring these points to your attention before

you reached a decision because they do seem particularly relevant
to a 15% rate.

6. Early next week we will give you a note on dates of
implementation of changes in our taxes. Forestalling is a
factor but it differs in significance from case to case.

b

10 May 1979 D A LOVELOCK
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CHANCELLOR CF THE EXCHEQUER

OIL DUTIES AND A PCSSIBLE VAT "BLOCKING" PROVISION

This is the note I promised at this morning's Budget meeting
about oil duties znd the possibility of a/%%8$§é%%n for business
use. You indicated at the meeting that you did not propose

to consider such a change in respect of derv (and rebated o0il)
because o7 ites importance for industrial costs. Part A deals

with blockirg; Part B deals with duty.

Present position

Ca Petror is currently charged with VAT at 121% which
represents ‘10p in this week's 90p price of a typical gallon of
petrcl. Under your Budget proposals the rate will become 5%
(12p exclusive of factor price and duty changes) from 18 June.
Excise duty is currently charged at 30p. A person registered
for VAT purposes mzy deduct or reclaim any VAT (but not excise
duty) paid on purchases of petrol for the purpose of his taxable
business.
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3 A registered VAT trader who uses 2 car fcr both tusiness

and private purposes may treat as deductible input tax only

the VAT paid on his "business" petrol. He may calculate the
proportion of business use or, 1f this is not practicable,

make a fair and reasonable estimate. In practice, the deductions
for petrol are difficult to control, and there can be no doubt
that a significant amount of petrol for private motoring manages
to get an illegal benefit.

Practicalities of a change

4, There is no practical reason why a provision denying
businesses the right to take input tax credits for petrol

could not be introduced as a Budget measure. Similar provisions
exist for cars. ZFinance Bill legislation would not be required.
Section 3(9) of the Finance Act 1972 as amended provides for

the non-deductibility provisions to be made by Order

(Affirmative Resolution), and the widely-cast provisions of

the Section would certainly encompass an Order for petrol.

There is a ready-mede definition of petrol in Group 8 of the
present Higher Rate Schedule, and this could be used for the
purposes of a new Order. It would have to be all petrol used by
all business usersg: there could be no halfway house. The control
effort required to police a blocking provision would represent

no significant additional effort to that which we already envisage
for VAT at 15%. We envisage that an Order would come into effect
on Monday 18 June, together with the new 15% rate of VAT.

EEC implications

5. The EEC position is governed by the Sixth VAT Directive
which provides in effect that, prior to the agreement on common
.EEC rules, Member States may retain those exclusions already in
existence when the Directive came into force. However, subject
to consultation, Member States are entitled to add to existing
provisions "for cyclical economic reasons". If you wished to
introduce a blocking provision for petrol, we feel that we ought
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to be able to justify i1t on these grounds; and while there
might be complaints from the Commission about lack of advance
consultation, these could no doubt be answered by reference to

the urgency and the need to prevent forestalling.

Price revernue and RPI effectgs

6. The price effect of a blocking Order would, of course,
be to bring the price to the business consumer up to the same
level (currently 90p on a typical gallon) as that paid by the
private motorist. The revenue effects (based on an assumed

price of £1.05p a gallon in the second half of the year) would
be:-

- 1979-80 full year revenue + £250m
1979-80 revenue receipts + £125m

There would be nc impact effect on the RPI, but there would be
a secondary effect as the increased cost of petrol to business
users fed through into prices. We estimate that the effect on
the RPI might be 0.2% over time.

The case for a blocking provision

T As we understand it, the case for a blocking provision

rests primarily on revenue and on energy conservation considerations
There could be a case too on transport policy grounds - discouraging
the excescive use of business cars, especially in urban con-
ditions. The price elasticities of demend for petrol were

explained in the joint Customs and Excise and official Treasury

note of 23 May on petrol duty and demand. There is scope for
argument whether the elasticities are the same for business as

for all motoring, but for want of anything better in the cir-
cumstances we have used the standard short- and long-run
elasticities, (- 0.2 and - 0.4 respectively). These would imply
annual savings in petrol consumption as follows:
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c 350

Volune
saving Per cent roduction
’ g a ’ - I N\
(million (all petrol consumption)
gallons)

Short-run 60 1%

Long-run 120 2%

The long-run effects would come through after all adjustments
to business car use have taken place. The rate of saving will
then continue at this level, so that the accumulated saving
over several years could be considerable.

Disadvantages

e Business costs. The revenue gain from the proposal would
reflect an addition to business costs. This addition would not
be limited to expenditure on motor cars, but would extend to

other business expenditure on petrol, for example, delivery

vans, taxis etc (which amount to about one-third of all "business
use" of petrol). The implications would rno doubt be unwelcome

to the distributive trade, while the taxi trade (mainly provincial
- the traditional London cab is usually driven by derv) could be

a particularly sensitive area because of the time it normally
takes for their increased costs to be refiected in provisions

for increased charges.

9. Apart from specialised trades such as taxis, the effect of
the non-deductibility provision would be selective and would no
doubt give rise to complaints from those sectors most hardly
affected. In the time available we have not been able to under-
take a detailed examination of where these difficulties would
arise.

10. Effects on the car market. A major effect of a non-
deductibility provision for petrol would be to alter the
' balance of taxation between petrol- and diesel-driven vehicles.

This would be of particular importance for business cars.



As you know, the outlook for the UK car manufacturing

sector is poor, and any measure which weakened profitability
could prove very demaging. The company car market has remained
much more loyal to UK-manufactured cars than has the private
car market, but this loyalty could be subjected to considerable
strain if a substantial operational advantage was provided for
diesel cars through VAT. At present, virtually no diesel cars
are manufactured in the UK, but output has been increasing
elsewhere, especially in France and Germany. There could be a
high degree of risk that with only a fairly short lead time a
VAT advantage could result in substantial additional imports

of diesel cars aimed at the company market.

CONCLUSIONS

1M1 Our conclusions are as follows:-

(a) There are no legal or practical difficulties in
the way of introducing s provision removing the
existing VAT deductibility of petrol for business
use. '

(b) Such a measure would have advantages in terms of
the additional revenue, energy conservation and,
possibly, transport policy.

(c) On the other hand, the effects on business costs
are likely to be considerable and uneven. In
additicn, the incentive given to switching to
diesel-driven vehicles could damage the UK motor
industry and encourage imports. This course would
hit industry more, and be more unpopular with them, than
any of the contemplated duty-increases.



(d)

The proposal would ¢ to some extent a leap
intc the dark. We feel that it would requirec
more careful consideration than we have so far
been able to give it. We thercfcre recommend
no action this year, but if you were to feel
that the possibility warranted further con-
sideration, we suggest that this could most
usefully be carried out in the context of
taxation end transport policy as a whole prior
to the 1980 Budget.

Part B (over)

OIL DUTIES
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o Following the decisions at this mofning's meeting, we are ncw going

shead with printing three versions (Packages E,F and G) of a combined
notice covering the cxcise duties on petrol, derv and rebated oil.
Now that we shall not be printing notices or drinks or tobacco, we
can, if need be, process all three versions. We should need to-know
your decision between them by close of Thursday, 31 May. I attach a
re-vorked version of the table showing the figures for each package
on the assumption of a 15%  =xate of VAT. TYou will wish to bear
in mind that all our figuring is still on the basis of petrol costing
90p a gallon, so it will need to be re-worked for the Budget presenta-
tion.

Package E (4%p on petrol, 43p on derv and 4p on rebated oil)

would mean a 15% increase in the excise duty on petrol, an

increase of about 10% in the pump price, and; if there were an

order making VAT on petrol non-deductible, a 21.5% increase in

the effective price of petrol for business and commercial use (cars

and vans). There would be a 12.9% increase on derv duty, and a

10% increase on rebated oil duty. The full year revenue effect

of the excise duty package would be £325 million. It would leave

the differential between the petrol and derv duties unchanged.

Package F (7p on petrol, 4%p on derv, %p on rebated oil) would
mean a 23.3%% increase in the excise duty on petrol, an 11.2%
increase in the pump price, and, if there were an order making
VAT on petrol non-deductible,a 25.1%increase in the effective
price to business and commercial users. It would mean a 12.8%
increase in the excise duty on derv, and a 10% increase on
rebated oil duty. The full year revemue effect of the package
would be €455 million. It would cut the differential between
the petrol and derv duties to 2%p a gallon. Compared with

BUDGET  SECRET
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Package E, the extrs reverme wouvld be £170 million in a full year

(ﬁlOS million in 1979*80) at an RPI cost of 0.1%.

Packaze G (7p on petrol, 7p on derv, #p on rebated oil) would
have the same implications for petrol as Package F. It would
mean a 20% iﬁcrease in the duties on derv and rebated oil. The
full year revenue effect of the package would be £515 million.

It would, like package E, leave the differential between the
petrol and derv duties unchanged. Compared with Package T the
extra reverue would be £60 million in a full year (£45 million in
1979—80) with no extra RPI cost - because most of the additional

burden would fall on industry.

15« You may feel, in the light of this note, which we have drawn up in
consultation with Ir. Lovell, that Package F represents the best
combination of revemie, energy conservation and industrial considera-

tions. Non-cedinctibility of VAT might be left for later consideration.

b
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ANNEX (VAT at 15%)

Package E
Petrol Derv Rebated
oil
Duty increase 4% 4% P
Pump price change
(petrol only) 7.2 - -
1979 - 80 full year 235 65 25
reverue (£m)
1979-80 revenue
receipt (£m) 180 50 20
RPI impact effect 0.2 Nil negligible

Petrol Dexrv Rebated
oil
7 4% ry
10.1 - -
365 65 25
275 50 20
0.3 Nil negligible

G
Petrol Dexv Rebated
oil
7 7 %
10.1 - -
365 100 50
275 75 40
0.3 Nil regligible
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CHANCELILOR COF THE EXCHEQUER

DEADLINES FOR BUDGET DECISIONS ON CUSTOMS AND EXCISE TAYES

g I I minuted yesterday about the deadlines for Budget decisions
on our taxes. This further note explains ‘n more detail the
consequences if you are unable to let us have a decision on

the rate of VAT by the end of this weel.

L As I explained yesterday, the root of our difficulty is

the need to print complex notices for the benefit of our orfficers
and the trade under conditions oi zreat secrecy. The printing
capacity is limited to 12 notices and the distributional
capability (which becomes relevant by Thursday 31 May) to 10
notices. As shown in the annex to yesterday's note, we have
proposed a programmee of eight notices, one dealing with each

of the main taxes included in your provisional Budget package.

Din If, as I trust we may, we can regard the decision to increase
each of the drinks duties by 10% as firm (paragraph 4 of my



earlier note) this sccounts for t

provide

of our printing progromme.

the VAT decision by the end of the week (still from our

us with some
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scope for o raminaticn of the rest
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IT you are unable to let us have

point

of view much the best option) or, whick in practical terms

comes to much the same thing, by early on Tuesday morning,

we propose to expand and modify the programme ag follows:-

(a)

(b)

(c)

an extra notice on VAT at 122%;

either some reconstitution of the Budget
proposals on tobacco which could stand if
VAT were

provide a different package for tobacco

15% or 121% or an extra notice to

under 12%% VAT than that already provided
for 15% VAT.

note cn these policy alternatives; and

We are providing a separate

a rearrangement of the material on the three
0il cCuties (petrol, derv, rebated oil) to
combine them into a single notice. We avoided
this ir our earlier plan because separate
notices for each duty allows greater flexibility
between them. However, combining them will
allow up to four packages, each to be taken in
its entirety. Abortion up to the morning of
Budget Day, as described in our earlier note,
would then have to apply to the complete group,
Some of these/cou%dg33351bly apply either for
15% or for 121% VAT, but it is unlikely that
we could keep all of them open beyond Thursday
31 May.

on the policy possibilities.

Again we are providing a separate note




SUDGET BIC

4. If the narrowing of options were delayed beyond 31 May,

our practical difficulties would attain serious proportions.

By the morning of Friday 1 June the process of enveloping
notices for distribution to some 500 points around the country
will be fully under way, and 10 notices is all that can be

coped with at that stage. If we had not received firm decisions
we could well be forced to abandon the usual notice procedure

for some duties, and to do the best we could using in-house
printing and involving a larger number of staff in sorting and
despatclhi. We have not relied on in-house printing before and
unforeseen difficulties might arise. Certainly because of the
greater numbers of staff involved there would be an increased
risk to security; and the longer decisions were delayed, the
greater the risk - which is always inherent in rush Jjobs - of
mistakes. If the relevant notices failed to reach their intended
destinations, this could result in an appearance of muddle and
provoke criticism. Although we would, of course, attempt to
find ways of reducing these risks to negligible proportions,

the more the timetable is squeezed, the less we could guarantee

to avoid these problems. We strongly recommend against this
course.

5. To sum up.

1. Our strongly preferred option is for a decision
on the VAT rate (not because of the VAT notices but
because the VAT rate profoundly affects the
figuring on the tobacco and oil packages) by, at
latest, early Tuesday 29 May. This would enable
us to retain an adequate number of excise options.

2 Failing this, we can provide a set of options
for whittling down not later than close of 31 May,
the selection to be in the light of your decision on
the notes referred to in paragraph 3(b).

{)Vh,
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TilE BUDGET AND FINANCE BILL

Last weeli's Budget starters meeting, during which I considered some
of the possibilities for the Finance Bill with the two Ministers of
State (you will be receiving a note of the meeting shortly) left a
number of decisions unresolved pending submissions. A further
Ministerial meeting will probably be necessary, but you may find it

helpful to have my own conclusion naw,.

General

Before ~oing into the specific proposals, I should lilie to make the
ceneral observation that I really do believe that, because of the
shorta~e ol time and lateness of the Budset and the fact that the Bud
17111 dimplcement the central manifesto pledge on the tax front, we will
be rcadily excused any failure to implement this yecar lesser items whic
have been pressed on us in the past and the case for which in seneral
we have accepted. Indeed, politically sneakinz, there is a good case
for deferral of such items since if{ we include them this year they
1will be eclipsed by the fundamental change of direction and will lose
—most of their impact.

e A R R T
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Snecific measures

1. Petroleum Revenue Tax

The Revenue submission of 10 }ay makes it clear that this is a highly
conélex subject; affecting not nerely the rate of PRT itself, but a
host of other matters including "uplift", the o0il allowance,
"coincidence!'", payments between fellow licencees, exemption of BNOC
from PRT, valuation, metrication and unilateral relief. The Revenue
list as one of their options (iii, in paragraph 23, page 11) dropping

the entire package for the 1979 Finance Bill, and announcing that a firtt

review of the fiscal regime was being being made in consultation with
the companis. They add, however, that this will cost £130 million this
year. However, this loss only arises if the 1979 Finance Bill were to

make the changes retrospective to 1 January 1979. It seems to me

inconceivable that we could agree to retrospection going back to an
announcement made by a previous Government in a previous parliament. -
and an announcement, moreover, which, althoush we had not rejected it
we had not specifically endorsed either. If this is agreed, then there

is no loss of revenue whatever fom excluding the PRT package from the
1979 Finance Bill.

My recommendation, therefore, is that the only thing we should do in
this year's Finance Bill is to end the PRT exemption of BNOC. It will
be necessary to do this in order to go ahead with the sale of BNOC
assets on the right basis. Beyond that, I believe that we should
announce in the Budget speech a further review of the fiscal regime

in consultation with the oil companies - leading, not to inclusibn of
package in the 1980 Finance Bill, which would be too long a delay and
might also result in some loss of revenue, but to separate legislation
this auturm. You will recall that PRT was introduced not as a Finance
Bill but in separate legislation - the Q1 Taxation Act. What I am

recommending is an 0il Taxation (amendment) Bill this autumn.

I think it mizht be helpful to have David Howell's reactions to this

proposal as soon as possible.

2. Stamp duty on house purchase

You will recall that, during last weeli's Budget strategy meeting, I

BUDGET SILECRET
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suzcested that we should do nothing this year on stamp duty but promise
action in the next Budget. This suggestion was provisionally rejected -
largely, so far as I can recall, because the Revenue claimed that
this would have a disastrous effect on the housing market as everyone
would defer their house purchases for a year. I am agreeably surprised
to find that the Revenue have now changed their mind: in their submis-
sion of 11 May (paragraph 7) they recommend a modest £5,000 rise in

the threshold this year, with an undertaking '"to raise the threshold
again substantially next year". In the light of the Revenue's change
of heart, I would repeat my recommendation that we do nothing this year
coupled with an explicit undertaking to raise the threshold next year.
There is no real point in having two bites at this cherry. Moreover,
insofar as there is any small effect on the housing market, it would

be in the direction of depressing, to some extent, the expected rise

in house prices over the coming year, which might be no bad thing.

3. Taxation of Crown Servants worlking oversecas

I strongly recormend that we do nothing this year. The political
difficulties of introducing a measure whose main beneficiaries are

not only Civil Servants but also lMinisters are difficulties that we
should be crazy to court at a time when there is going to be (presumabl:y
a Boyle-inspired increase in !MP's and Minister's pay (and the
Civil Servants are not doing too badly either). In any event, we surel:

want to review the 30 day rule - a fiscal absurdity made necessary

by hizh marsginal rates of taxation. If we were going to do anything

this year —and’I am not recommending this but it should be considered -

. R . . .y . da .
it would be the abolition of the 30/f%Ye as a lozical consequence of

ct

(&}

e reductions in the higher tax rate. IHowever, I am well aware that

e
r’-

ni-t De more scnsible to conduct a thoroush review of the taxation

5s hefore talzing any decisioas of this liind.,.
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4, Car leasing

It does seem to me that this should be probed further. In paragraph
16 of the Revenue note of 10 May, it is stated that the problems of
forestalling ha&e precluded any direct consultation with the industry.
Yet in paragraph 4 of the same note the Revenue state that the legisla-
tion proposed has been so widely expected that the forestalling has
already, in effect, occured. Again, in paragraph 8, they say that the
blocking of this loophold would be equivalent to a price rise of

5 per cent in the cost of a car, which they reckon (no doubt quite
rightly) would not have a significant effect on demand. Yet the .
Customs and Excise were horrified at our suggestion of an increase

in VAT on cars from 8 per cent to 15 per cent, on the grounds that
this would have devastating effects on the motor industry. While I
am sure that the Customs' fears are exaggerated, it does seem to me
warth asking whether we would be wise to clobber the motor industry
by these two measures in the same Finance Bill - and of the two it

is clear which is essential and which is not. If, however, it is
decided thkt the motér industry is strong enough to bear both burdens,
then the Revenue's recommendations seem sensible, with the exception
of the proposed (paragraph 18) increase of the £5,000 limit to £8,000.
All such limits are highly arbitrary, and I would prefer to see them
scraped altogether unless the cost of doing so would be significante

However, I feel in my bones reluctant to rush into this without

more consultation.

5 Benefits in kind: provision of fuel for private motoring

I agree with Peter Rees: I would not touch this with a barge pole

this year. Apart from the highly relevant point he has raised (his
Private Secretary's note of 11 May), this anomaly arose as a result
of the rew legislation on the taxation of car benefits which we criticis
at the time as likely to cause all sorts of nonsenses, and which we
will certainly want to review in the context (heaven preserve us) of
a review of benefits in kind legislation generally. The Revenue
submission of 10 May points out that a consultative paper has already

been prepared on an inter-departmental basis on the taxation of car
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benefits. We will want to see this before coming to a final view.
The submission also suggests that the legislation should not come
into effect until April 1980: if we start consultations immediately -
announcing this in the 1979 Budget - and are able to reach a conclusic
later in the year enabling us to annouce an intention to legislate

in 1980, I do not see why the April 1980 implementation date need be

frustrated by not having it in this years Finance Bill.

6. Stock Relief

I think we must do this. Of the Revemue's recommendations in paragra;
32 of the 10 May submission, it seems to me that (a) is essential and
(b) seems a sensible compromise between doing nothing on dips and

going much further while (d) is a highly attractive (and well justifiec
sweetner for small businesses which are not getting much specifically

out of this Budget. I see no need to bother about (c) this year.

7. Rebated oil duty

I don't know whether this is at all practicable; but, if it is, instec
of an increase of 10 per cent in the rebated oil duty all round, I wot
much rather see no increase at all in the duty on heavy fuel o0il (whic
adds directly to industrial costs) coupled with a 20 per cent imrease

in the duty on gas oil. It would, incidentially, for what it is wort!

bring us much nearer to the EEC pattern.

8. Rate of VAT

I do not believe that, in political terms, the borderline problems

between zero and 15 per cent are appreciably greater than the borderlin

problems between zero and 12} per cent VAT. As for the comparison

with other EEC member states, I detect a touch of sophistry in

Mr Lovelock's mnote of 10 May. I camnnot see anything in this paper

to cause us to reject 15 per cent.

9. Tobacco products duty

0f th» five recommendations in paragraph 9 of Mr lLovelock's note of
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11 May, I agree with (a) and (e). I am happy with (b) as far as
pipe tobacco is concernedy, but I am more than a little apprehensive
of the gratuitious amunition we will give to the Opposition - and to
the cartoonists - by a sharp increase in cigarette taxes coupled wit’
no increase in cigar taxation. As to (c) this seems fine on the
basis of the 15 per cent VAT scenario. Finally, as to (d) I-am well
aware of the industry's strong lobbying in favour of a decrease in
the ad valoram duty on cigarettes in return for a compensating incre
in the specific duty. However,; the main reason they want this is be
the ad valoram element of the tax intensifies price competition - ha
a complaint we would wish to uphold. If, however, theresulting pric
competition really would lead to a loss of revenue, then of course t
charge will make sense; but this surely needs to be investigated furt
since it is unusual, to say the least, to find an industry pressing
a higher burden of taxation. As you will appreciate, behind my
reservations lie my worries about the need to increase the specific
duties each year unless and until we can index them. If we can inde
them soon, then I am quite happy to see a high‘specific element; but
if there are problems about indexation then surely we want to keep

the specific element as small as possible.

10. Alcholic drinks duties

I agree with all three of Mr Lovelock's recommendations in paragraph
However, recommendation (c) - no duty deferment - should I would
strongly suggest, be coupled with a very sympathetic statement that
you are looking into this with great understanding with a view to
possible legislation laer.The industry's case is a strong one, and
it would please the Scots, but this is clearly not the year to accep

an unnecessary ace- for—all bulge in the PSBR.

11. Petrol and derv duties

I agree with three of MMr Lovelock's recommendations contained in
paragraph 9 but not with (b). Bearing in mind the line we took

in Opposition, and the reasons why we took it, it would be political
inept to impose an additional duty increase of 1.7p per gallon over
and above the '"standard" 10 per cent rate of increase to compensate

for the failure to increase the €50 vin 12 23 TP N T S ey T
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together with the unchanged level of car tax,

should be explained

away ,- if these decisiorms need to be explained away at all - by a

recognition that the motor industry ( and the motor car buyer) are

having to bear a particularly sharp increase in VAT from 8 per cent

to 15 per cent (not to mention the additional impact of any change

we may make on car leasing - see above).

Customs' argument (paragraph

7) that without this extra 1.7p we would be widening the differential
between petrol and derv from 5p to 5.5p per gallon cannot be taken

seriously:

ate and real termse.

the differential remains exactly the same in both proportion

NIGEL LAWSON
14 May 1979
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VAT: ESTIMATES OF YIELD

1. The latest estimate for the full year yield of the increase in
VAT is £3580m.

An arithmetical calculation based on the estimated total yield
for the current year would give a figure exceeding &4700m. as the
yield of the increase.

There is therefore a gap of more than £1100m.

2. Part of this - possibly £L0Om. - represents the additional tax
which would be paid by Central Government. Strictly speaking this
is an item of expenditure, not a deduction from revenue.

3.1 The bulk of the discrepancj - some £765m. — represents the
loss of revenue consequent upon reduced demand due to the increase
in the tax or switching to non-taxable items of expenditure.

/This
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This figure appears to have been calculated on the assumption
that the increase in VAT is a net increase in taxation, which
would reduce consumers' income pro tznto zand therefore lead to
a fall in expenditure apd corresponding reduction in revenue.

L. In fact we propose an overall reduction in taxation so that
consumers' incomes will be increased not reduced. It is possible
however that the April increases in personal allowances, worth
about £1 billion, have already been taken into account in
calculating the total yield of VAT on the existing basis. If this
has been done, then on the basis of the figures in Mr. Unwin's
paper of 10th May, the new proposals to be announced in the coming
Budget would represent an increase in taxation of £1100m. in a
full year but a reduction of £100m. in the current year.

Be Even on this basis I have the utmost difficulty in believing
that the net effect of the package would be to reduce consumers'
expenditure or result in switching to non-taxable items to such

an extent that £765m. of revenue is lost.

6. There is a clear parallel between this point and the other
point which has been raised namely that it is claimed that the

package would reduce total activity by 2.2% by Q1 1980 and by

2.7% by Q1 1981.
{ ~ /“‘J .
AOLLNQ\_4th¢¢L&

(LORD COCKFIELD }

15th May, 1979.
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IMPLICATIONS OF AN INCREASE IN THE STANDARD RATE OF VAT
FOR THE CAR INDUSTRY

The Chancellor at his meeting of 9 May authorised us to consult
officials in the Department of Industry about the implications
for the UK car manufacturing industry of unification of the VAT
standard and higher rates at 123 or 15 per cent. This note
which has been prepared with the help of officials from Customs
and Excise, the Department of Industry and the Industrial Policy
Division of the Treasury, reflects the outcome of these consul-
tations. It examines briefly the prospects for the car industry
in the coming year, outlines the history of and Government
commitments over the car tax, and considers the likely impli-
cations for the car industry of an increase in the VAT rate. It
concludes that there is little case for any preferential tax
treatment for cars.

INDUSTRY PROSPECTS FOR 1979

2. The number of new passenger car registrations in the UK in
1978 was 1.59 million with an estimated total value of £4-5
billion. Import penetration in 1978 was 49.3 per cent by number
of registrations, and although value figures are not available,
the percentage import penetration by value was probably of the’
same order of magnitude. Business purchases of cars are estimatec
to be around 60 per cent of total registrations with a higher

percentage by total value. Exports accounted for 40 per cent of
the 1.22 million cars produced in the UK last year.

3. The immediate prospects for the UK car industry are not very
good. Demand for cars continues to be buoyant, over 5 per cent
up on the same period last year, but import penetration has now
reached 55 per cent so far this year. Sales of UK-produced

cars have fallen by 12 per cent. Ford, the market leader, is
now importing more than half of all its cars sold in the UK, and
accounts for more than a quarter of all car imports. Although
car production in March was higher than in any month of 1978

-/
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except March, in the first quarter it was down 9 per cent over
first quarter 1978.

4, The prospect is worst for BL. Its market share has already
slipped 2 per cent from last year's level of 23%.5 per cent,
which is also the budget figure for 1979, and with no major
improvement this year to their ageing volume-car range they are
going to be hard put to keep their share above 20 per cent.
Sales in the first four months have fallen 8 per cent against
the same period last year, and all the evidence suggests that
inspite of buoyant demand conditions sales are limited by lack
of demand for these cars in contrast to the situation over the
past year or so when supply was the major constraint. On
balance loss of market share in 1979 poses a greater threat
than a reduction of overall sales because of the need to avoid
dealer defections before introduction of the Mini replacement
in late-1980. On a forecast market in 1979 of 1.6 million cars,
a BL market share held at its current level of 21.07 per cent
implies a £39 million shortfall in its targeted profit before
tax of £84 million.

CAR TAX

5. We assume that any action to compensate (whether wholly or
partially) for the increase in car prices due to the increase in
VAT would be effected by means of the car tax. Car tax was
introduced in 1973 as part of the changeover from purchase tax
to VAT (the VAT standard rate by itself not being sufficient to
maintain the revenue from cars). The 10 per cent rate, which is
charged on the wholesale value of new cars, has remained
unchanged since its introduction. There are no regulator powers
covering the car tax, and Mr Barber in 1972 made it clear that
it was not the Government's intention to use the tax as an
economic regulator. There was no compensating change in car tax
when Mr Healey reduced the VAT standard rate from 10 per cent to
8 per cent in 1974. The tax is estimated to raise about £500
million in the full year 1979/80. The total tax burden (car tax

cos/
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and VAT) on the tax-exclusive retail price of cars is 17 per
cent. If car tax is left unchanged at 10 per cent this would
rise to about 22 per cent if VAT were unified at 124 per cent
and to Jjust under 25 per cent if VAT were raised to 15 per
cent. A reduction in car tax sufficient to compensate for the
price effects of a VAT increase to 124 per cent would cost
£250 million, and 15 per cent £43%0 million.

EFFECTS ON THE CAR MARKET OF INCREASING VAT

6. The demand for cars is influenced by a wide range of factors
including quality and design and also changes in consumer taste.
But the overall level of demand for cars is governed primarily
by two economic factors: the price of cars relative to other
goods and services and the level of real disposable income. An
increase in the taxes levied on cars will increase the price of
cars and this by itself can be expected to lead to some shift
of demand towards other goods and services and possibly some
increase in the level of savings. An increase in the general
level of prices also reduces real disposable income and this in
turn also affects demand. If the only change is an increase in
the tax on cars, the effect on real incomes in aggregate will
be small enough to be disregarded. If however there are sub-
stantial tax changes affecting incomes as well as prices the
impact of the package as a whole is likely to outweigh any
affects arising solely from changes in relative prices.

7. In considering the effect of changes in a tax such as VAT

we therefore have to consider separately two possible effects:
the substitution effect and the income effect. The substitution
effect is the reduction in demand due to substitution away from
say cars into all other goods purely as a result of the higher
relative price of cars. The response of demand to a change in

relative prices is measured by a price elasticity which is the
ratio of the percentage change in demand to the percentage
change in relative price. The i:icome effect is the change in
demand for cars due to the change in real disposable incomes

resulting from the price increase. A measure of this response

ceo/
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is given by the income elasticity; that is the percentage change
in demand for cars resulting from a given percentage change in
real disposable incomes.

8. For the purposes of this assessment we have assumed that the
change in VAT rates would form part of a demand-neutral fiscal
package - that is, one which would have no contractionary or
reflationary effects on the economy as a whole. This means
that the income effects can be ignored. We have however con-
sidered in paragraph 11 the implications of relaxing this
assumption. A further qualification that needs to be borne in
mind is that cars are not a homogeneous product. Changes which
affect the demand for cars may not have the same effect, for
example, on the demand for Rolls Royces as on the demand for
Minis. If car prices rise relatively to prices generally or

if real incomes fall there could be a trading down from more

expensive to cheaper models even if the number of cars purchased
is unchanged.

9. The effect on the demand for cars following an increase in
tax rates, as explained in paragraph 7/ above, depends upon the
price elasticity of demand. The price elasticity of demand for
new cars has proved difficult to estimate in recent years.
Demand for cars has been influenced by a wide range of factors
including petrol price changes and the growth of demand by the
business sector and for replacement. There is however a broad
consensus that the price elasticity of demand for cars is small,
probably -0.5 or less. The price effect of a VAT change (as
indeed any other price change) needs to take account of the
change in the price of the good in question relative to other
prices - clearly if all prices rise by the same percentage the
price effect would be entirely neutralised. If VAT is unified
at 121 or 15 per cent the price of cars relative to other goods
varies according to the VAT treatment of the other goods, as
shown in the following table:

4
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123% 15%
unified unified
VAT VAT
Price of cars relative to:
Standard-rated goods o 0
Higher-rated goods +. 2% + ., 2%
Zero-rated goods +4.2% +6.5%

10. On this basis there should be no substitution between cars
and other standard-rated goods since their prices rise by the
same percentage. Standard-rated goods other than cars themselves
account for about 40 per cent of consumers' expenditure. Any
substitution is likely to be mainly into higher-rated goods whict
aré"mostly consumer durables; but these account for only 6 per
cent of consumers' expenditure so that the scope for substi-
- tution is limited. Zero-rated goods covering "essential®™ items
such as food, fuel and housing cover about 30 per cent of
consumers' expenditure, and again substitution out of cars into
such goods is likely to be small. The remainder of consumers'
expenditure (about 20 per cent) is "exempt" for VAT purposes,
which means that VAT is paid on inputs but not reclaimable on
final output. Such goods will also rise in price with a VAT
increase, although the precise percentage increase is impossible
to estimate. Taking all these factors into account, and given
that our overall elasticity estimate is a maximum, the effect of
the unification of VAT at 123 per cent or even 15 per cent on
the demand for cars is likely to be less than 1 per cent.

11. Given that car import penetration is now well over 50 per
cent, it may be argued that any reduction in car demand would
fall disproportionately on imported cars since the reduction
would be most likely to occur among private purchasers, whose
propensity to buy foreign cars is higher than that of fleet
operators. The UK industry is not generally in a position to
absorb any of the VAT increase. It is possible that some
importers, intent on increasing their share of the UK market,
might try to do this, though it seems reasonable to assume that
in general imports are already taking advantage of whatever

et
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scope they have to price their cars competitively. Finally, it
may be noted that VAT does not enter into the price of exports.

EFFECTS OF OTHER POSSIBLE MEASURES

12. As was explained in paragraph 8, the estimates in the
previous section of this note relate only to the substitution
effects of a VAT change and take no account of changes in real
incomes. ZEstimates of the income elasticity of demand for cars
suggests that this is a much more important factor. It is
thought to be somewhere above unity; that is to say, if real
income rises by 1 per cent demand for cars would increase by
rather more than this percentage. It follows that much will
depend on the overall impact of the Budget on economic activity
and growth over the coming year. The composition of the Budget
may also influence the demand for cars. Reductions in the
higher rates of income tax leading to some redistribution of
income to higher income earners could stimulate demand for more
expensive cars and for second cars. On the other hand,
proposals to change the taxation of car leasing or car benefits
would tend to work in the opposite direction.

13. Increases in the price of petrol could also have an
important influence on the demand for cars, in particular by
encouraging a switch of demand towards more fuel-economical

and smaller-engined cars. UK industry, BL in particular, is

at its weakest in the small/medium car market. This is also
the less profitable end of the market for UK manufacturers:
margins are much higher on more lavishly equipped cars at the
top end of ranges. A 15 per cent VAT rate would in itself raise
the price of petrol by about 2p a gallon and this takes no

account of possible changes in the petrol duty and in the level
of factor prices.

CONCLUSION

14, Our main conclusion is that an increase in VAT on cars in

the context of a unification of the standard and higher rates

.../‘
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of VAT would not be expected to reduce the overall demand for
cars by more than about 1 per cent, equal to about £40-50
million sales at 1978 prices. Within this estimated fall in
demand, we have not found it possible to assess the share of

the decline in sales that would fall on the British car
manufacturers. Clearly a reduction in total car sales will

not be helpful to BL. On the other hand, the main constraint
on BL sales is the lack of demand for its volume models and
there is a danger that any further stimulus to car sales would
simply encourage still more imports, reducing BL's market share
still further. We conclude therefore that the revenue loss
involved in a reduction of car tax could not be justified by

the very marginal and uncertain benefits that might accrue to
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