
PRIME MINISTER 


I
 have a l r e a d y mentioned to you i n a .general way how my 


t h i n k i n g on the Budget has been d e v e l o p i n g . To meet the 


12th June d e a d l i n e I must now f i r m up s e v e r a l important 


d e c i s i o n s w i t h o u t f u r t h e r d e l a y , and I must do so w i t h your 


s u p p o r t . I have t h e r e f o r e set out below the c o n s i d e r a t i o n s 


most r e l e v a n t to those d e c i s i o n s 

2. Even t a k i n g f u l l c r e d i t f o r the l a t e s t p r o p o s a l s f o r c u t s 


(not yet agreed by c o l l e a g u e s ) we s h a l l have a very tough t a s k 


i n c u t t i n g t h i s y e a r ' s PSBR back to £8bn. T h i s w i l l be a 


very s u b s t a n t i a l r e d u c t i o n , both a b s o l u t e l y and i n r e a l terms, 


on the o u t t u r n f o r 1978-79, which i s now thought l i k e l y 


to be around £9 bn, w e l l above Denis Healey's t a r g e t . We 


have a l s o to a l l o w f o r the l i k e l i h o o d t h a t the new s h o r t - t e r m 


f o r e c a s t (due l a t e r t h i s week) w i l l p r e d i c t a PSBR f o r 1979-80 


(on pre-Budget p o l i c i e s ) l y i n g between £10 bn and £11 bn, 


r a t h e r than the £10 bn we now assume. 


3. On the t a x f r o n t we have i d e n t i f i e d i n broad terms a 
package o f income tax cuts which c o n s t i t u t e s an i r r e d u c i b l e 
minimum. I t s p r i n c i p a l f e a t u r e s are 

(1) c u t t i n g the b a s i c r a t e to J>0%, and the h i g h e r 
r a t e s to 60% maximum; 

(2) a modest but s i g n i f i c a n t improvement i n the 

a l l o w a n c e s over and above the p r o v i s i o n s o f the c a r e t a k e r 


Finance A c t . 


4. We have d e f e r r e d "buying o u t" the 25% reduced r a t e band u n t i l 
next y e a r , and s e t our f a c e f i r m l y a g a i n s t a number of o t h e r 
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s m a l l e r but h i g h l y d e s i r a b l e changes. The p r i n c i p a l d e t a i l s 


are s et out i n the a t t a c h e d t a b l e , though i t must be s t r e s s e d 


t h a t the c o s t i n g s are p r o v i s i o n a l and s u b j e c t t o r e v i s i o n 

when the f o r e c a s t i s a v a i l a b l e . (I can e x p l a i n when we meat 


the o t h e r s m a l l e r changes which we have i n mind - some o f which are 


i m p o r t a n t i n terms of p r e s e n t a t i o n and c o n f i d e n c e ) . 


5. As you w i l l know from l a s t Thursday's C a b i n e t , we have now 
taken an extre m e l y f i r m l i n e on p u b l i c spending f o r 1979-80, and 
I do not t h i n k t h a t t h e r e are more economies of any s i g n i f i c a n c e 
to be found i  f we can secure what we have b i d f o r . 

6. On the i n d i r e c t tax f r o n t the p o s i t i o n i s tough b u t , 
I b e l i e v e , manageable. Even i f t h i s week's new f o r e c a s t 
does not worsen the PSBR a r i t h m e t i c , the minimum d i r e c t tax 
package can o n l y be f i n a n c e d w i t h a 15% VAT r a t e . T h i s i s c r u c i a l 
and e q u a l l y i m p o r t a n t f o r next y e a r . The o n l y margin t u r n s on 
whether or not we i n c r e a s e the duty on d r i n k and t o b a c c o , both 
of which have a heavy weight i n the p r i c e i n d e x , t o g e t h e r w i t h the 
o t h e r s p e c i f i c d u t i e s . I f they are i n c l u d e d , the immediate 
impact o f the i n d i r e c t t a x changes on the RPI i s about 4.3£« 
I f n o t , i t i s j u s t over ~5i%. We need to balance t h i s 
d i f f e r e n c e a g a i n s t the importance o f r e d u c i n g the PSBR by the 
e x t r a £200 m i l l i o n t h a t i s i n v o l v e d . 

7. L o o k i n g beyond the mechanics and a r i t h m e t i c o f the 
p r o p o s a l s i s s t i l l d i f f i c u l t . But one or two p o i n t s are 
a l r e a d y c l e a r . On c o n v e n t i o n a l economic a r i t h m e t i c the impact 
of our measures would be deemed to be q u i t e s e v e r e l y 
c o n t r a c t i o n a r y . But i n s o f a r as any Government - i n c l u d i n g a 
Labour one - would have had t o cut the PSBR back to c i r c a £ 8 . 5 bn, 
any r e s p o n s i b l e Budget at t h i s j u n c t u r e would tend to have a 
c o n t r a c t i o n a r y e f f e c t . I i n t e n d o f course to s t r e s s t h i s 
p o i n t i n the course o f my Budget speech. But I t h i n k 
t h a t , i n c o n t r a s t to a Labour Government, we would expect 
to see our Budget l e a d to an improvement i n c o n f i d e n c e a t home and 
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abroad, amongst both consumers and i n v e s t o r s . T h i s s h o u l d l e a d 


to a more f a v o u r a b l e outcome. 


8. Furthermore, one must a l l o w something on the p l u s s i d e 
f o r the impact on the "supply s i d e " o f the economy of an 
important f i r s t s t e p towards g e t t i n g r i g h t our t a x s t r u c t u r e 
and i n c e n t i v e s . No one can know q u i t e how much t h a t 
i n t a n g i b l e but v i t a l c o n s i d e r a t i o n i s worth, o r when i t w i l l 
come i n t o e f f e c t . But i t i s no l e s s r e l e v a n t f o r t h a t . 

9. F i n a l l y t h e r e i s the q u e s t i o n o f c o n f i d e n c e i n our 
p o l i c i e s i n the l o n g e r term. I f I can g i v e r e a l l y f i r m and 
c o n v i n c i n g i n d i c a t i o n s i n my Budget speech of the Government's 
a b i l i t y and d e t e r m i n a t i o n t o get p u b l i c spending and borrowing 
down and t o c o n t r o l the money supply i n the l o n g e r term, 
then the response of the economy sh o u l d be s w i f t e r and more 
p o s i t i v e . T h i s p o i n t s , o f c o u r s e , to the extreme importance 
of our s e c u r i n g e a r l y agreement from our c o l l e a g u e s t o the 
need f o r l o n g e r run economies on the s c a l e we s h a l l be p u t t i n g 
forward i n t h i s Thursday's Cabinet d i s c u s s i o n o f the medium
term p u b l i c spending survey. 

(GEOFFREY HOWE) 


2 1 s t May 1979. 
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PSBR 1979-80
(£million)

 RPI impact 
 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 allowance 
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 to 30p +£2,790 

Improvements i n h i g h e r
s t r u c t u r e and top r a t e

 r a t e 
 605? 

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 squeeze 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 
Government s p e n d i n g ) . 

RSG cut of £300m (assumed 
£100m 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 o f £1.3 bn. -£3,000 0.4% 

Contingency r e s e r v e cut 
of £250 m i l l i o n . 

S a l e s of a s s e t s o f £1 bn. 

I n d i r e c t Tax 

VAT at 155? 

155? i n c r e a s e i n p e t r o l duty. 

105? 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 -£1750 4.35? 

A l t e r n a t i v e l y 
As above, but e x c l u d i n g d r i n k 
and tobacco -£1550 3.6;? 

* I n c l u d i n g C a r e t a k e r Finance 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 growth). 
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