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PRIME MINISTER 


When we d i s c u s s e d the Budget y e s t e r d a y you expr e s s e d concern t 

about the l i k e l y impact on p r i c e s o f the p r o p o s a l s d e s c r i b e d 
i n my minute of 21st May. You asked f o r more i n f o r m a t i o n 
about the i n f l a t i o n p r o s p e c t and the impact on i t o f d i f f e r e n t 
Budget packages. T h i s minute does t h a t and examines the 
consequences o f the v a r i o u s a l t e r n a t i v e s . 

2. I must s t a r t w i t h income t a x . We are committed t o 
s u b s t a n t i a l income t a x r e d u c t i o n s . The Budget i n t h i s r e s p e c t 
w i l l be seen as a t e s t o f our r e s o l u t i o n t o implement commitments 
we have e n t e r e d upon i n O p p o s i t i o n . The minimum changes 
r e q u i r e d i n my judgement are as f o l l o w s : 

To cut the b a s i c r a t e to 30 per cent. 

To cut the top r a t e to 60 per cent on income over £ 2 5 , 0 0 0 . 

To i n c r e a s e the s i n g l e and m a r r i e d a l l o w a n c e s by £120 
and £190 r e s p e c t i v e l y ( i n c l u d i n g the £90 and £1^0 i n c l u d e d 
i n the~~c~aretaker Finance A c t) 

The c o s t o f these changes i n 1979/80 i s around £ 3 . 1 b i l l i o n 
( £ 3 . 9 b i l l i o n i n a f u l l y e a r ) . Together w i t h o t h e r l e s s 
c o s t l y improvements (eg. f o r o l d people and on investment income) 
the c o s t t h i s y e a r to the PSBR i s about £ 2 . 8 b i l l i o n . And i f 
i t were p o s s i b l e to do more than t h i s on the t h r e s h o l d s the 

package would be b e t t e r - b a l a n c e d , p a r t i c u l a r l y i n r e l a t o n t o 

those at the bottom o f the income s c a l e . 


4. I t i s c l e a r l y r i g h t t h a t we must look to f i n a n c e c u t s i n 
income t a x by cut s i n p u b l i c e x p e n d i t u r e . The p r o p o s a l s agreed 
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i n C abinet amount to about £3-4 b i l l i o n i n 1979/80, i n c l u d i n g 


£1 b i l l i o n from s a l e s o f a s s e t s . I t i s c r i t i c a l t o the Budget 

a r i t h m e t i c t h a t C o l l e a g u e s d e l i v e r these c u t s i n f u l l . 


5. The PSBR f o r 1979/80 i s c u r r e n t l y f o r e c a s t on unchanged 


p o l i c i e s at about £10J b i l l i o n . The net e f f e c t of our in t e n d e d 


p u b l i c e x p e n d i t u r e c u t s and of the income tax r e d u c t i o n s 


( i n c l u d i n g the minor r e l i e f s ) would reduce t h i s f i g u r e to around 

£10 b i l l i o n . T h i s c o n t r a s t s w i t h our t a r g e t r e d u c t i o n t o at 


l e a s t £8 b i l l i o n . 


6. We can o n l y a t t a i n t h i s o b j e c t i v e by i n c r e a s i n g i n d i r e c t 


t a x e s , as we have s a i d we would. T h i s w i l l put up p r i c e s . 

Before any Budget changes the RPI i s f o r e c a s t t o r i s e t o about 

13 per cent by the end of t h i s y e a r . The c h o i c e i s between 


adding to t h a t f i g u r e or f a l l i n g w e l l s h o r t o f our PSBR 

t a r g e t ; o r , of c o u r s e , d o i n g much l e s s than we want i n r e d u c i n g 


income t a x . These are the v a r i a b l e s . I can see no o t h e r 


a l t e r n a t i v e s . 


7. An i n c r e a s e i n VAT t o a u n i f i e d 15 p e r c e n t , coupled w i t h 


a 15 per cent i n c r e a s e on p e t r o l duty and a 10 per cent i n c r e a s e 


on o t h e r s p e c i f i c d u t i e s would j u s t about c l o s e the gap. We 


would be i n s i g h t o f a £8 b i l l i o n PSBR, perhaps j u s t a l i t t l e 


more. But the RPI would i n c r e a s e by 4.3 per cent on t h i s 


account. ( I i g n o r e any o t h e r s m a l l i n c r e a s e which might 


a r i s e from p u t t i n g up c h a r g e s ) . The same package, but o m i t t i n g 

i n c r e a s e s i n the duty on tobacco and d r i n k , would reduce the 

p r i c e i n c r e a s e to 3.6 per cent. But the PSBR would be £0.2 b i l l i o n 

h i g h e r . s^-111"1 


8. A 12i per cent VAT would reduce the RPI i n c r e a s e t o 2.9 per 


c e n t , i f coupled w i t h a 10 per cent i n c r e a s e i n t h e ™ ' ^ ™ 
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s p e c i f i c d u t i e s (15 per cent on p e t r o l ) . But t h i s would 


i n c r e a s e the PSBR by ££ b i l l i o n t o over £8£ b i l l i o n . E x c l u d i n 


any i n c r e a s e on d r i n k and tobacco would Feduce the RPI i n c r e a s e 


even f u r t h e r , t o 2.3 per c e n t , but i n c r e a s e the PSBR by another 


£0.2 b i l l i o n . 


9. L a s t l y , a 10 per cent VAT would reduce the RPI i n c r e a s e 
to 1.6 per c e n t , coupled w i t h a 10 per cent i n c r e a s e i n 
s p e c i f i c d u t i e s (15 per cent on p e t r o l ) . T h i s would i n c r e a s e 
the PSBR by a f u l l £1 b i l l i o n , compared w i t h a 15 per cent 
VAT - to a f i g u r e over £9 b i l l i o n . In s h o r t , i t i s s i m p l y 
not p o s s i b l e to make wo r t h w h i l e income t a x r e d u c t i o n s and keep 
the PSBR t o around £8 b i l l i o n w i t h o u t a 15 per cent VAT. 
With a 121 per cent r a t e income tax e x p e c t a t i o n s would be 
s a d l y d i s a p p o i n t e d ; w i t h o n l y a 10 per cent r a t e we c o u l d 
s c a r c e l y make a s t a r t . 

10.	 That s a i d , w i t h the year on year r a t e of i n c r e a s e i n 

average e a r n i n g s l i k e l y to be around 15$ at the end of the year 


do not u n d e r - r a t e the s i g n i f i c a n c e o f adding 3£-i* per cent t o 


an a l r e a d y r i s i n g RPI. 


11.	 But a comparison between g r o s s e a r n i n g s and p r i c e s g i v e s 


an i n c o m p l e t e and d i s t o r t e d p i c t u r e . What m a t t e r s i s 

a comparison between take home pay and p r i c e s , and everyone 

would be s e c u r i n g s u b s t a n t i a l income tax c u t s . Such 


a package would be p r e s e n t e d as g i v i n g g r e a t e r 


p e r s o n a l c h o i c e . T h i s message may be e a s i e r to get ac r o s s 


i f the s w i t c h to i n d i r e c t t a x a t i o n i s immediate and 

a m b i t i o u s than w i t h a more muted v e r s i o n . 
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12. I t i s t r u e t h a t t h e p e r c e i v e d r a t e o f i n f l a t i o n 


w i l l s u f f e r an i m m e d i a t e s h o c k , b u t t h i s w i l l n o t t h e n be 


r e p e a t e d month a f t e r month. By S e p t e m b e r o r O c t o b e r t h e r e 


w~oT[TaT-"be s u b s t a n t i a l t a x r e b a t e s c o m i n g j u s t a t a c r i t i c a l 


p e r i o d f o r wage b a r g a i n i n g , o r t h e f o r m u l a t i o n o f 


p r o s p e c t i v e wage c l a i m s . A t what w i l l be t h e most d i f f i c u l t 


p e r i o d f o r wage n e g o t i a t i o n , t h e B u d g e t p r i c e i n c r e a s e w i l l 


be i n t h e p a s t . A g a i n s t t h a t b a c k g r o u n d , we must c o n s i d e r 


w h e t h e r an e x t r a one o r two p e r c e n t on t h e RPI on t o p o f 

what w o u l d be n e c e s s a r y anyway w o u l d make a c r i t i c a l d i f f e r e n c e 


t o t h e c l i m a t e f o r e a r n i n g s i n t h e n e x t pay r o u n d . T h i s c a n 


o n l y be a m a t t e r o f j u d g e m e n t , b u t I see no r e a s o n t o 


s u p p o s e t h a t t h i s w o u l d make a c r i t i c a l d i f f e r e n c e i n t h e 

s e n s e o f c r o s s i n g some t h r e s h o l d o f d a n g e r . I n my j u d g e m e n t , 


t h i s B u d g e t p r o v i d e s o u r o n l y o p p o r t u n i t y t o make a r a d i c a l 


s w i t c h f r o m d i r e c t t o i n d i r e c t t a x a t i o n and t h u s h o n o u r 


t h e commitment on w h i c h o u r c r e d i b i l i t y d e p e n d s . C o u p l e d 


w i t h f i r m m o n e t a r y p o l i c i e s , one o r two a d d i t i o n a l 


p o i n t s on t h e RPI s h o u l d n o t be d e c i s i v e . 


J T I hope we may have an e a r l y o p p o r t u n i t y t o t a l k t h i s 


t h r o u g h . I am s o r r y t o b u r d e n you w i t h more f i g u r e s ( i n 

t h e a t t a c h e d t a b l e s ) , b u t I am r a p i d l y a p p r o a c h i n g t h e 


a d m i n i s t r a t i v e d e a d l i n e f o r a d e c i s i o n on t h e i n d T r l F c r t t a x e s . 


The n e c e s s a r y p r i n t i n g t i m e t a b l e r e q u i r e s i d e n t i f i c a t i o n 


o f a l i m i t e d r a n g e o f o p t i o n s by t h e weekend and f i n a l c h o i c e s 


by t h e end o f 3 1 s t May. 


(GEOFFREY HOWE) 


•2Z hlau il?̂  
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PSBR 1979-BO RPI i m p a c t 
(£million) e f f e c t 

D i r e c t Tax 

I n c r e a s e * i n s i n g l e and m a r r i e d 
a l l o w a n c e s by £120 and £190 
r e s p e c t i v e l y , t o g e t h e r w i t h 
c o r r e s p o n d i n g age a l l o w a n c e 
i n c r e a s e s 

R e d u c t i o n i n b a s i c r a t e t o 30p + £ 2 , 7 9 0 

I m p r o v e m e n t s i n h i g h e r r a t e
s t r u c t u r e and t o p r a t e 60* 

 ' . 

I n v e s t m e n t i n c o m e s u r c h a r g e : 
s i n g l e t h r e s h o l d o f £ 5 , 0 0 0 

P u b l i c E x p e n d i t u r e 

C a s h l i m i t s s q u e e z e on p r i c e s 
and pay (assumed £720 m i l l i o n 
r e d u c t i o n i n volume o f c e n t r a l 
G o v e rnment s p e n d i n g ) . 

RSG c u t o f £300m ( a s s u m e d 
£100m r e d u c t i o n i n vo l u m e 
o f LAs s p e n d i n g ) . 

S p e c i f i c c u t s o f £ 1 . 3 b n . - £ 3 , 0 0 0 

C o n t i n g e n c y r e s e r v e c u t 
o f £250 m i l l i o n . 

S a l e s o f a s s e t s o f £1 bn. 

I n d i r e c t Tax 

VAT a t 15? 

15* i n c r e a s e i n p e t r o l d u t y . 

10% i n c r e a s e i n s p e c i f i c 
d u t i e s e x c e p t VED _ c 1750 1.3* 

A l t e r n a t i v e l y 
As a b o v e , b u t e x c l u d i n g d r i n k 
and t o b a c c o • ­ ~ - £ 1 5 5 0 3.6* 

• . I n c l u d i n g C a r e t a k e r F i n a n c e A c t i n c r e a s e s . 


( N o t e : T h e s e f i g u r e s a r e r o u g h e s t i m a t e s b a s e d on t h e use o f 

c u r r e n t r e a d y r e c k o n e r s and a s s u m i n g a f l o a t i n g e x c h a n g e 

r a t e and u n c h a n g e d m o n e t a r y g r o w t h ) . 
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PSBR 1979-80 RPI impact 

(£ m i l l i o n ) e f f e c t 


D i r e c t Tax 


I n c r e a s e * i n s i n g l e and m a r r i e d 
a l l o w a n c e s by £120 and £190 
r e s p e c t i v e l y , t o g e t h e r w i t h 
c o r r e s p o n d i n g age al l o w a n c e 
i n c r e a s e s 

R e d u c t i o n i n b a s i c r a t e t o 30p 

Improvements i n h i g h e r r a t e 

s t r u c t u r e and t o p r a t e 60% 


Investment income s u r c h a r g e : 

s i n g l e t h r e s h o l d o f £5,000 

P u b l i c E x p e n d i t u r e 


Cash l i m i t s snueeze on p r i c e s 

and pay (assumed £630 m i l l i o n 

r e d u c t i o n i n volume of c e n t r a l 

Government spending) 


RSG c u t of £300a (assumed 
£100 m r e d u c t i o n i n volume 
of LAs s p e n d i n g ) . 

S p e c i f i c c u t s of £1.3 bn 

Con t i n g e n c y r e s e r v e c u t 

of £250 m i l l i o n 
S a l e s of a s s e t s of £1 bn 


I n d i r e c t Tax 


VAT at 123$ 


15% i n c r e a s e i n p e t r o l duty 

10% i n c r e a s e i n s p e c i f i c 

d u t i e s except VED 


A l t e r n a t i v e l y 


As above, b u t e x c l u d i n g 

d r i n k and tobacco 


+£2,790 


•£2920 
 0.4% 


-£1,265 2.9% 


-£1060 2. 3 % 


• I n c l u d i n g C a r e t a k e r F i n a n c e Act i n c r e a s e s . 


(Note: These f i g u r e s are rough e s t i m a t e s based on the use of 

c u r r e n t ready r e c k o n e r s and assuming a f l o a t i n g exchange 

r a t e and unchanged monetary g r o w t h ) . 
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D i r e c t T a x 

PEBR 1979-80
(£ m i l l i o n )

 R P I i m p a c t 
 e f f e c t 

I n c r e a s e * i n s i n g l e a nd m a r r i e d 
a l l o w a n c e s b y £120 a n d £190 
r e s p e c t i v e l y , t o p - e t h e r w i t h 
c o r r e s p o n d i n g age a l l o w a n c e 
i n c r e a s e s 

R e d u c t i o n i n b a s i c r a t e t o 30p +£2,790 

I m p r o v e m e n t s i n h i g h e r r a t e 
s t r u c t u r e and t o p r a t e 6 0 % 

I n v e s t m e n t i n c o m e s u r c h a r g e : 
s i n g l e t h r e s h o l d o f £5,000 

P u b l i c E x p e n d i t u r e 

C a s h l i m i t s s o u e e z e on p r i c e s
a n d p a y ( a s s u m e d £5/40 m i l l i o n 
r e d u c t i o n i n v o l u m e o f c e n t r a l 
G o vernment s p e n d i n g ) 

RSG c u t o f £300m ( a s s u m e d 
£100m r e d u c t i o n i n v o l u m e 
o f L A s s p e n d i n g ) . 

S p e c i f i c c u t s o f £1.3 b n 

C o n t i n g e n c y r e s e r v e c u t 
o f £250 m i l l i o n 

 -£2,830 0.45? 

S a l e s o f a s s e t s o f £1 b n 

I n d i r e c t T a x 

VAT a t 10% 

15% i n c r e a s e i n p e t r o l d u t y 
10% i n c r e a s e i n s p e c i f i c 
d u t i e s e x c e p t VED on c a r s . 

- £750 1.6* 

' I n c l u d i n g C a r e t a k e r F i n a n c e A c t i n c r e a s e s . 


( N o t e : T h e s e f i r r u r e s a r e v e r y r o u g h e s t i m a t e s o f t h e o r d e r s o f 

m a g n i t u d e b a s e d on t h e u s e o f c u r r e n t r e a d y r e c k o n e r s a n d 

a s s u m i n g a f l o a t i n g e x c h a n g e r a t e a n d u n c h a n g e d m o n e t a r y 

g r o w t h ) . 


BUDGET SECRET 





