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From the Private Secretary 22 May 1979 


The P r i m e M i n i s t e r a nd t h e C h a n c e l l o r o f t h e E x c h e q u e r 

had a g e n e r a l d i s c u s s i o n a b o u t t h e B u d g e t p r o s p e c t s a t 1000 h o u r s 

t h i s m o r n i n g . They h a d b e f o r e them t h e C h a n c e l l o r ' s m i n u t e o f 

21 May. The P r i m e M i n i s t e r a nd t h e C h a n c e l l o r s p o k e p r i v a t e l y 

f o r p a r t o f t h e m e e t i n g ; t h e f o l l o w i n g p o i n t s came up w h i l e I was 

p r e s e n t . 


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 e c h a n g e s w h i c h he was 
p r o p o s i n g on t h e i n d i r e c t t a x f r o n t , a c c o m p a n i e d b y t h e £3 b i l l i o n 
s a v i n g on p u b l i c e x p e n d i t u r e , w e r e t h e minimum n e e d e d i f he w e r e 
t o move d e c i s i v e l y on d i r e c t t a x e s . I n p a r t i c u l a r , a n y t h i n g l e s s 
t h a n 1 5 % on VAT w o u l d e f f e c t i v e l y r u l e o u t any m a j o r c h a n g e t h i s y e a r 
on i n c o m e t a x : i t w o u l d n o t b e p o s s i b l e t o make t h e r a d i c a l i m p r o v e 
m e n t s i n t h e h i g h e r r a t e s t r u c t u r e u n l e s s t h e s t a n d a r d r a t e w e r e 
a l s o r e d u c e d t o 30 o r 31p. M o v i n g VAT no h i g h e r t h a n 12Y!o w o u l d 
n o t o n l y l o s e a s i g n i f i c a n t amount o f r e v e n u e , i t w o u l d a l s o mean 
a l o s t o p p o r t u n i t y p o l i t i c a l l y - o n c e t h e VAT r a t e was r a i s e d t o 
1 2 i % , i t m i g h t w e l l be d i f f i c u l t t o move i t h i g h e r i n s u b s e q u e n t 
y e a r s . The C h a n c e l l o r e m p h a s i s e d t h a t t h e B u d g e t a r i t h m e t i c was 
v e r y t i g h t . The p a c k a g e o u t l i n e d i n h i s m i n u t e w o u l d o n l y g e t t h e 
PSBR down t o n e a r l y £8 b i l l i o n i f t h e p r e - B u d g e t f o r e c a s t t u r n e d o u t 
t o be a b o u t £10 b i l l i o n ; t h e f o r e c a s t , w h i c h was due i n t h e n e x t 
f e w d a y s , c o u l d w e l l t u r n o u t h i g h e r t h a n £10 b i l l i o n . T h e r e was 
a p o s s i b i l i t y t h a t a s s e t s a l e s c o u l d be r a i s e d t o £1J b i l l i o n r a t h e r 
t h a n t h e £1 b i l l i o n m e n t i o n e d i n h i s n o t e . On t h e o t h e r h a n d , i t 
was ope n t o q u e s t i o n w h e t h e r t h e s p e c i f i c d u t i e s on d r i n k and 
t o b a c c o s h o u l d be i n c r e a s e d : i n c r e a s e s on t h e s e i t e m s w o u l d h a v e a 
l a r g e p r i c e i m p a c t i n r e l a t i o n t o t h e r e v e n u e w h i c h t h e y w o u l d b r i n g 
i n . 

The P r i m e M i n i s t e r s a i d t h a t s h e was c o n c e r n e d a b o u t t h e p r i c e 

i m p a c t o f t h e C h a n c e l l o r ' s p r o p o s a l s . An i n c r e a s e i n t h e RPI o f 

a r o u n d 4%, w h i c h w o u l d be t h e r e s u l t o f what t h e C h a n c e l l o r was 

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

by a b o u t d o u b l e what i t had be e n a t t h e end o f l a s t y e a r ; a nd 

a l t h o u g h much o f t h e i n c r e a s e was a t t r i b u t a b l e t o t h e c u r r e n t pay 

r o u n d f o r w h i c h t h e G o v e r n m e n t c o u l d n o t be b l a m e d , t h e r e w o u l d 

s t i l l be a c c u s a t i o n s t h a t t h e RPI h a d d o u b l e d i n t h e G o v e r n m e n t ' s 

f i r s t y e a r o f o f f i c e . T h e r e was a c l e a r r i s k , i n t h e P r i m e 
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M i n i s t e r ' s view, t h a t t h e v e r y l a r g e RPI e f f e c t of the C h a n c e l l o r ' s 

p r o p o s a l s would have a damaging impact on next w i n t e r ' s pay 

n e g o t i a t i o n s ; and i t c o u l d p o s s i b l y r e s u l t i n the r e o p e n i n g 

of some of t h i s y e a r ' s pay s e t t l e m e n t s . A l s o , t h e l a r g e r t h e 

RPI e f f e c t of the Budget, the l a r g e r would have t o be the u p r a t i n g 

of p e n s i o n s and o t h e r l o n g term b e n e f i t s ; and t h i s would add t o 

p u b l i c e x p e n d i t u r e . ( I n r e p l y t o t h e l a t t e r p o i n t , the C h a n c e l l o r 

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

i n h i s c a l c u l a t i o n s . ) 


More g e n e r a l l y , the Prime M i n i s t e r wondered whether i t was 

n e c e s s a r y o r w i s e t o t r y t o a c h i e v e a l l of the Government's 

o b j e c t i v e s on the income t a x f r o n t i n the f i r s t y e a r . I t might 

be b e t t e r t o c o n c e n t r a t e on c u t t i n g p u b l i c e x p e n d i t u r e , c u r b i n g 

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

economy r i g h t i n t h e f i r s t y e a r - w i t h major r e d u c t i o n s i n income 

t a x b e i n g l e f t t o t h e second. She r e f e r r e d i n t h i s c o n t e x t t o 

t h e Budgets o f 1952 and 1953. Mr. B u t l e r ' s f i r s t Budget had been 

a tough one, and i t was o n l y i n h i s second Budget t h a t he had 

i n t r o d u c e d major r e d u c t i o n s i n income t a x and o t h e r i n c e n t i v e s 

t o the b u s i n e s s community. 


B e f o r e t a k i n g a f i n a l v iew on the o v e r a l l s t r a t e g y proposed 

by t h e C h a n c e l l o r , t h e Prime M i n i s t e r s a i d t h a t she would l i k e t o 

see an a n a l y s i s of the i n f l a t i o n p r o s p e c t . T h i s s h o u l d show the 

f o r e c a s t f o r t h e RPI b e f o r e t h e Budget, and the a d d i t i o n s t o t h e 

f o r e c a s t which d i f f e r e n t Budget packages would i n v o l v e . I t s h o u l d 

a l s o t a k e i n t o account e x p l i c i t l y t h e v a r i o u s p r i c e i n c r e a s e s 

which a r e c u r r e n t l y i n t h e p i p e l i n e , f o r example, br e a d , m i l k , 

gas, e l e c t r i c i t y and t h e l i k e l y i n c r e a s e i n p e t r o l p r i c e s . 

The Prime M i n i s t e r u n d e r s t a n d s t h a t t h e s e i n c r e a s e s a l o n e would 

add 0.9% t o the RPI. I would be g r a t e f u l i f you c o u l d l e t me 

have an a n a l y s i s on t h e s e l i n e s as soon as p o s s i b l e . 


A.M.W. B a t t i s h i l l , Esq. 

H.M. T r e a s u r y . 
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