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From the Private Secretary 24 May 1979 


The Prime M i n i s t e r h e l d a meeting at 1800 hours t h i s 


e v e n i n g w i t h the C h a n c e l l o r of the Exchequer and the C h i e f 


S e c r e t a r y t o d i s c u s s t h e Budget. They had b e f o r e them the 


C h a n c e l l o r ' s f u r t h e r minute o f 23 May. 


The Prime M i n i s t e r s a i d t h a t she remained e x t r e m e l y 


w o r r i e d about the p r i c e consequences o f the C h a n c e l l o r ' s 


p r o p o s a l s , and the e f f e c t they might have on pay n e g o t i a ­


t i o n s i n the coming w i n t e r . She wondered whether t h e r e 


were not e t h e r ways o f meeting the C h a n c e l l o r ' s o b j e c t i v e s 


on the income t a x f r o n t than through i n c r e a s i n g VAT t o 15 


per c e n t . In p a r t i c u l a r , t h e r e seemed no reason why the 

income t a x r e l i e f s c o u l d not be made e f f e c t i v e from Budget 


Day r a t h e r than b e i n g b a c k d a t e d t o the b e g i n n i n g o f the 

f i n a n c i a l y ear. Taxpayers would not expect such b a c k d a t i n g 


and the revenue s a v i n g s would be very s u b s t a n t i a l . The 


revenue s a v i n g s would be about s u f f i c i e n t t o ena b l e the 


VAT i n c r e a s e t o be c o n f i n e d to 1 2 i p e r c e n t . I t appeared 


from the f i g u r e s a t t a c h e d t o the C h a n c e l l o r ' s minute as i f 


the t a x p a y e r would be g e t t i n g c o n s i d e r a b l y more i n t a x r e l i e f 


than he would be p a y i n g out i n h i g h e r i n d i r e c t t a x e s . She 


r e c o g n i s e d t h a t t h e r e were a d m i n i s t r a t i v e d i f f i c u l t i e s , 


but i t ought t o be p o s s i b l e t o overcome them. The Prime 

M i n i s t e r went on t o ask whether a l l the o p t i o n s f o r r a i s i n g 


revenue had been f u l l y c o n s i d e r e d . One p o s s i b i l i t y which 


she had i r . mind was the replacement o f the VAT element i n 

the p e t r o l t a x by a s t r a i g h t duty: t h i s would b r i n g i n 


/ a d d i t i o n a l 
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a d d i t i o n a l revenue because t h e r e would be no VAT o f f s e t 


on b u s i n e s s p u r c h a s e s and the RPI e f f e c t would be s m a l l . 


The C h a n c e l l o r s a i d t h a t , i n h i s view, making the t a x 

r e l i e f s e f f e c t i v e from Budget Day, and not b a c k d a t i n g them, 


r a i s e d i n s u p e r a b l e d i f f i c u l t i e s . Not t o backdate them would 


d e s t r o y t h e c u m u l a t i v e method on which the PAYE system was 


based. As f o r the argument t h a t the t a x p a y e r appeared t o 


be g e t t i n g back more than he would be p a y i n g i n i n d i r e c t 


t a x e s , the C h a n c e l l o r e x p l a i n e d t h a t t h i s was not so i n terms 


o f p u r c h a s i n g power. Because o f the three-month l a g i n VAT 


c o l l e c t i o n , much more had t o be g i v e n t o the t a x p a y e r i n 


t a x r e l i e f s i n y e a r one than the revenue which would a c c r u e 


to the exchequer i n o r d e r t o l e a v e h i s r e a l d i s p o s a b l e 


income r o u g h l y unchanged. I t was t h e r e f o r e e s s e n t i a l to 


i n c r e a s e VAT t o 15 p e r cent i f h i s income t a x o b j e c t i v e s 

were t o be met. In any c a s e , a 15 per cent r a t e o f VAT 


would be needed i n 1980/81, and i t c o u l d w e l l be more d i f f i ­


c u l t p o l i t i c a l l y t o r a i s e the r a t e a g a i n i n the second year 


than i t was t o move s t r a i g h t t o 15 p e r cent i m m e d i a t e l y . 


He had c o n s i d e r e d v a r i o u s o t h e r revenue r a i s i n g o p t i o n s , 


i n c l u d i n g i n c r e a s i n g Advance C o r p o r a t i o n Tax. But he had 


c o n c l u d e d t h a t ACT was not a runner because company l i q u i ­


d i t y , n o t w i t h s t a n d i n g t h e s h o r t run cash f l o w improvement 


r e s u l t i n g from t h e VAT i n c r e a s e , would remain t i g h t ; and 


a l t h o u g h he was w i l l i n g t o c o n s i d e r the p o s s i b i l i t i e s f u r ­


t h e r , he d i d not t h i n k t h e r e was much l i k e l i h o o d o f f i n d i n g 


s i g n i f i c a n t a d d i t i o n a l revenue w i t h o u t e i t h e r a f f e c t i n g t h e 


RPI o r damaging b u s i n e s s c o n f i d e n c e (as would happen, f o r 

example, i  f the NIS were i n c r e a s e d a g a i n ) . In o r d e r t o 


m i t i g a t e the RPI e f f e c t s , he was d i s p o s e d not t o i n c r e a s e 


the s p e c i f i c d u t i e s on a l c o h o l and tob a c c o : r e v a l o r i s a t i o n 


o f t h e s e d u t i e s would reduce the PSBR by o n l y £200 m i l l i o n , 


w h i l e they would i n c r e a s e the RPI by 0.6 p e r c e n t . In t h i s 


way, the p r i c e r i s e s i n the Budget would be c o n f i n e d t o the 

VAT i n c r e a s e and the i n c r e a s e i n p e t r o l d u t y , and the t o t a l 


/ e f f e c t would be 
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e f f e c t would be 3.6 p e r cent - which would be m a r g i n a l l y 


l e s s than the 33 per cent RPI e f f e c t o f Ur. He a l e y ' s f i r s t 


Budget. T h i s e x c l u d e d any i n c r e a s e s i n p r e s c r i p t i o n and 

s c h o o l meal c h a r g e s ; i n o r d e r t o keep w i t h i n the 3$ per cent 


m a r g i n , he thought t h e r e was a s t r o n g case f o r not announcing 


any such i n c r e a s e s i n the Budget. 


The C h i e f S e c r e t a r y added t h a t the s w i t c h t o i n d i r e c t 
t a x e s which the C h a n c e l l o r was p r o p o s i n g was e s s e n t i a l t o 
h i s o v e r a l l s t r a t e g y - both i n terms o f a c h i e v i n g h i s 
minimum income t a x o b j e c t i v e s and i n terms o f k e e p i n g t h e 
PSBR w i t h i n r e a s o n a b l e l i m i t s i n 1980/81. There was of 
co u r s e a r i s k t h a t t h e r e would be i n d u s t r i a l r e p e r c u s s i o n s , 
and the i n d u s t r i a l s i t u a t i o n i n the w i n t e r would not be 
easy; but i n h i s view the Government was more l i k e l y t o 
f a c e i n d u s t r i a l t r o u b l e i n i t s second and t h i r d y e a r s o f 
o f f i c e . Hence, i t was b e t t e r t o get the l a r g e p r i c e i n c r e a s e 
out o f the way e a r l y . Once a VAT r a t e a t 15 per cent had 
been a c h i e v e d , t h e r e would be no need t o r a i s e VAT a g a i n i n 
the l i f e o f the p r e s e n t P a r l i a m e n t ; the o n l y f u r t h e r i n d i r e c t 
t a x i n c r e a s e s t h a t would be needed would be the r e v a l o r i s a t i o n 
o f s p e c i f i c d u t i e s . A f u r t h e r argument f o r making the major 
s h i f t t o i n d i r e c t t a x e s was t h a t t h i s would r e s u l t i n l e s s 
t a x e v a s i o n . A l t h o u g h the immediate e f f e c t o f the Budget 
would be i n f l a t i o n a r y , the o v e r a l l Budget s t a n c e was d e c i d e d l y 
d e f l a t i o n a r y ; and indeed on the c o n v e n t i o n a l p r e s e n t a t i o n , 
t h e Budget would be shown as h a v i n g a s i g n i f i c a n t c o n t r a c t i o n a r y 
e f f e c t on t h e economy. The C h a n c e l l o r s a i d t h a t i n p r e s e n t i n g 
t h i s i t would be n e c e s s a r y t o p o i n t out t h a t , w i t h the c u r r e n t 
p r o s p e c t s f o r the PSBR, any Budget - whether p r e s e n t e d by 
a C o n s e r v a t i v e o r Labour a d m i n i s t r a t i o n - would have had t o 
be d e f l a t i o n a r y . 

The Prime M i n i s t e r then asked whether t h e C h a n c e l l o r 


was s a t i s f i e d w i t h the PSBR f o r e c a s t . She u n d e r s t o o d t h a t 


t h e r e was a wide margin o f e r r o r i n i t  , and wondered 


/ whether t he 
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whether the C h a n c e l l o r was happy w i t h the u n d e r l y i n g assumptions. 


The C h a n c e l l o r r e p l i e d t h a t t h e r e was indeed a wide margin 


o f e r r o r , but he was r e a s o n a b l y s a t i s f i e d t h a t t h e f o r e c a s t e r s 


had done a good j o b . He would be c o n s i d e r i n g whether t h e r e 


was any p o s s i b i l i t y o f a d j u s t i n g t h e f o r e c a s t down, but he 


d i d not t h i n k t h e r e was much scope f o r t h i s . As f o r t h e 


c o r r e c t s i z e o f the PSBR, he was s u b j e c t t o c o n f l i c t i n g a d v i c e . 


On the one hand, t h e r e were tho s e who were p r e s s i n g him t o 

go back on h i s p r e - e l e c t i o n commitment; on the o t h e r hand, 


i t was c l e a r t h a t even w i t h a PSBR o f j u s t under £8J b i l l i o n , 


t h e r e was a r e a l r i s k t h a t i n t e r e s t r a t e s would s t a y h i g h . 


On the whole, he f e l t i t e s s e n t i a l t o aim f o r a PSBR below 


£8| b i l l i o n . The P r i m e M i n i s t e r agreed. 


Summing up, the Prime M i n i s t e r s a i d t h a t she r e l u c t a n t l y 


agreed t o the C h a n c e l l o r ' s main p r o p o s a l s . T h i s would mean 


i n c r e a s i n g VAT t o 15 p e r cent and i n c r e a s i n g p e t r o l duty 


by 15 per c e n t , and e x c l u d i n g any i n c r e a s e s on to b a c c o and 


d r i n k . At the same t i m e , i  t would be worth f o r g o i n g any 


i n c r e a s e i n p r e s c r i p t i o n charges and any i n c r e a s e i n the 

s c h o o l meal charge over and above t h a t announced by t h e 

p r e v i o u s a d m i n i s t r a t i o n . The Department o f E d u c a t i o n and 


t h e Department o f H e a l t h and S o c i a l S e c u r i t y would have t o 


f i n d o f f s e t t i n g s a v i n g s t o meet the C h i e f S e c r e t a r y ' s p u b l i c 


e x p e n d i t u r e r e q u i r e m e n t s . The C h a n c e l l o r s h o u l d c o n s i d e r t h e 


p o s s i b i l i t y of any f u r t h e r measures which would b r i n g i n 

revenue w i t h o u t a f f e c t i n g the RPI - i n c l u d i n g r e p l a c i n g VAT 


on p e t r o l w i t h a h i g h e r p e t r o l duty s t i l l  . These c o u l d be 


used t o p r o v i d e f u r t h e r improvements i n the income t a x package. 


A. M. W. B a t t i s h i l l , E s q . , 
H.M. T r e a s u r y . 
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