




























































































MINUTES OF EVIDENCE

TAKEN BEFORE THE TREASURY COMMITTEE

THURSDAY 5 DECEMBER 2002

Members present:

Mr John McFall, in the Chair

Mr Nigel Beard Dr Nick Palmer
Mr Michael Fallon Mr James Plaskitt
Mr David Laws Mr Andrew Tyrie

Memorandum submitted by Robert Chote and Carl Emmerson, Institute for Fiscal Studies

The Golden Rule and the Cycle

The Pre-budget Report defines the golden rule as follows: “Over the economic cycle, the Government will
borrow only to invest and not to fund current spending”. (para 2.7). In other words, the Government should
keep the current budget in balance or in surplus on average over the course of the cycle, but not necessarily
in each year.

The Treasurymeasures progress against the golden rule “by the average surplus on the current budget since
1999–2000, which on the Government’s provisional judgement is the start of the current cycle.” (para 2.51).

Table 1

% GDP Current Average Cyclically Output
Surplus Since Adjusted Gap

1999–2000 Current
Surplus

1997–98 –0.2 N/A –0.1
1998–99 1.2 N/A 1.0
1999–2000 2.2 2.2 2.1
2000–01 2.2 2.2 1.8
2001–02 0.8 1.7 0.7 –0.3
2002–03 –0.5 1.2 0.2 –1.3
2003–04 –0.4 0.8 0.3 –1.0
2004–05 0.2 0.7 0.6 –0.3
2005–06 0.4 0.7 0.5 0.0
2006–07 0.6 0.7 0.6 0.0
2007–08 0.7 0.7 0.7 0.0

Source: HM Treasury (Pre-budget Report and Public Finances Databank)

On the Treasury’s estimates, the golden rule is overachieved by an average of 0.7% of GDP a year when
the cycle is forecast to endwith the closure of the output gap in 2005–06. (As the current budget was in surplus
by an average of 0.5% of GDP in 1997–98 and 1998–99, the golden rule would be overachieved by a slightly
smaller average of 0.6% of GDP if the earlier date is used.)

This suggests that there is a reasonable margin of error to meet the golden rule if the cycle takes longer to
complete than is currently expected. We can demonstrate this by: (i) assuming that the cyclically adjusted
surplus stabilises at 0.7% of GDP beyond 2005–06, (ii) assuming an alternative path for GDP that takes
longer to close the output gap, (iii) estimating the extra cyclical borrowing this would involve and (iv)
recalculating the average current surplus over the hypothesised longer cycle. We use the Treasury’s rule of
thumb that net borrowing is 0.5% of GDP higher in the first year and 0.2% of GDP higher in the second year
for every one percentage point shortfall in economic growth from the baseline (para B17).
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Table 2

% of GDP Output Output GDP Extra Cyclical
Gap (PBR) Gap (Alt) shortfall Borrowing

(approx)

2003–04 –1.0 –1.0 — —
2004–05 –0.3 –0.7 –0.4 0.2
2005–06 0.0 –0.5 –0.5 0.33
2006–07 0.0 –0.3 –0.3 0.25
2007–08 0.0 0.0 0.0 0.06

Source: HM Treasury and author’s calculations

Table 2 shows a scenario in which next year’s output gap is unchanged from the Pre-budget Report
forecast, but in which it takes four years rather than two to close the output gap. This implies roughly an extra
0.84% of GDP in cyclical borrowing. Combined with two further years of cyclically adjusted surpluses of
0.7% of GDP, this reduces the average surplus over the cycle only from 0.7 to 0.6% of GDP. So a longer
economic cycle need not mean that the golden rule is missed.

But in judging whether the projected path for the public finances is prudent, it is important to distinguish
between ex post and ex ante evaluations of the Government’s adherence to the golden rule.

An ex post evaluation requires us to look back over a past economic cycle and see whether the accumulated
current surpluses outweigh the accumulated current deficits. The surpluses accumulated between 1999–2000
and 2001–02 suggest theGovernment is likely to pass this test whenwe come to look back on the current cycle.

But in judging the appropriateness of the current stance of policy, it is perhaps more relevant to examine
the projected path of cyclically-adjusted surpluses looking forward. Here the Government has an apparent
margin of error rising to 0.7% of GDP in the medium term, which is encouraging. But there is considerable
uncertainty as to the size of the size and persistence of the so-called “cyclical and other temporary factors”
(para B8) which are assumed to be weakening the public finances this year and next (but not in the medium
term), especially given recent developments in equity and housing markets.

The greater threat to the achievement of the fiscal rules in the future comes from errors in distinguishing
temporary and persistent sources of weaknesses in tax revenue, rather than doubts about the precise dating
of the economic cycle.

December 2002

Memorandum submitted by Martin Weale, National Institute of Economic and Social Research

Introduction

The Pre-budget Report has attracted attention mainly because of the short-term worsening of the public
finances. This in turn is regarded as linked to the fact that, in 2002 the economy will almost certainly grow
more slowly than was expected in the Budget. Growth in 2003 has also been revised downwards, by °%point.
The revisions to the growth rate would, on their own lead to a revenue shortfall of about £3 billion in FY
2002–03. The fiscal position is, however, aVected by the fact that the projection for the “tax take” in the
current fiscal year, current receipts as a proportion of GDP, has been revised down from 38.7% of GDP to
38.3% of GDP, a change much larger than could be accounted for by conventional cyclical factors. Next year
(2003–04) the estimated tax take has been reduced from 39.9% of GDP in the Budget Statement to 39.3% in
the Pre-budget Report. It would have been prudent to project this weakness into the medium term. However,
a substantial increase in the tax take is instead assumed.

Over the period 2003–04 to 2006–07 the Government projects revenue on the assumption that output will
grow by an average of 2²% pa with the tax take rising from the figure of 39.3% in FY 2003–4 to 40.6% in FY
2006–07. These assumptions of recovery and fiscal buoyancy are, in turn needed, for the public finances to
continue to meet the golden rule (over the cycle that current revenues should be at least adequate to pay for
current spending). The report gives the impression, quite incorrectly, that, even in the cautious case in which
trend output is 1% below the level considered by the Treasury to be most likely, the golden rule will continue
to be met in the medium term.
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Revisions to Growth Forecasts

It must be stressed that the revisions to the forecasts of economic growth for both this year and next year
are by no means large; diVerences of this magnitude between successive forecasts can arise for good reasons
and do not themselves imply that the earlier forecasts were unreasonable. The Government’s forecast range
in the Budget was 2–2°%, with the upper value being expected if supply side conditions were favourable and
the lower figure expected otherwise. We are not told how favourable supply side conditions have been ex post
but it is probably reasonable to take the mid-point of the range because, although productivity performance
has been poor, labour market conditions have undoubtedly been favourable. In the Budget Statement, the
Government quotes a mean absolute forecast error (the average revision independent of its sign) of ²% and
this is close to the actual revisionMr Brown has made. In the Pre-budget Report we are told that the forecast
for 2003 has a mean absolute error of 1% point associated with it.1 This figure is based on past forecasting
errors.

Working from 2²%, the mid-point of the growth forecast range for 2003, the error figure probably implies
that there is a 70% chance that the growth rate will be between 1²% and 3²% and a 95% chance that it will
be between ®% and 5®%. In other words, interpreting it in the light of past forecasting errors, the forecast is
saying that a recession (a fall in output) is very unlikely, but it should come as no great surprise if, as the year
unfolds, output actually grows by less than 2% or more than 3°%.

In the light of these forecasting reliabilities, which are published in the Budget Statement and Pre-budget
Report, one can wonder why the text of the Pre-budget Report appears so confident that revenue will be
adequate to meet the Government’s spending programme.

It is important to distinguish the forecasts made in Appendix A of the Pre-budget Report from those used
in Appendix B for projecting the public finances. The growth forecasts in Table A8, which average 3% pa
over the period 2002–05, are optimistic if one believes that the trend rate of growth of the economy is 2²%,
as the Chancellor does. There is little statistical basis for forecasting a cyclical recovery two to three years
ahead. Wisely the forecasts used in the public finance projections are chosen to be cautious. These show an
average growth rate of 2²% p.a. for the period from 2003–04 to 2006–07. The result is that revenues by
2006–07 are £5 billion lower than they would be if the main forecast were used. There is no safety margin
relative to the trend rate of growth but, given the underlying assumption about the trend growth rate the
forecast is not optimistic either.

Thus concern about economic growth in the forecast hinges not on whether there is an undue assumption
of cyclical recovery but rather whether the trend rate of growth of the economy is in fact 2²% pa. At 2°% p.a.
one would expect output to be 1% below the projected level in 2006–07 with a revenue shortfall of £5 billion
as compared to the Pre-budget Report’s revenue projection.

There is a clear reason for concern about the trend calculations shown in tableA3 of the Pre-budgetReport.
The period over which the calculations are carried out, 1997H1 to 2001Q3 covers two phases of the cycle
where output is above trend and only one where it is below trend. Productivity growth is normally better in
above trend phases than in below trend phases. Thus there may be an upward bias.2

Revenue Forecasts

In Chart 1, I show the forecasts that have been made at various stages for the years 2–3–4 to 2006–07. The
forecasts have been adjusted for budget changes and tax changes between budgets. Thus the 2% increase in
National Insurance Contributions announced in the 2002 Budget is expected to bring in £7bn p.a. This has
been added on to the forecasts produced before 2002 on the grounds that they would have been increased by
this amount had the intention of increasing NI contributions been announced earlier. Other budget changes
and tax changes between budgets have been treated in the same way. The upward creep in all forecasts is
obvious but it is only for 2003 and 2004 that there has been a substantial downward adjustment from the
revenue peaks. The outcome predicted for 2003 is now back to that which had been forecast in 1998.

One clear message is that revenue forecasts are subject to substantial revision. If growth is systematically
underforecast, then one might expect revenue revisions to be more likely to be upward than downward. This
may explain some part of the drift in the figures. But, given themedium term growth projections in the current

1 Assuming the errors are normally distributed this implies a standard deviation of 1®% point.
2 Separately, next year the OYce for National Statistics will start to produce estimates of real GDP based on chain-linking. Bank
ofEngland staVhave suggested that this changewill reduce the rate of output growth by about 0.2%pa. Toput the point another
way, at present output is measured in 1995 prices. Demand has expanded rapidly for goods and services which have become
much cheaper. Many of these are associated with the new economy.When output is measured at prices more recent than those
of 1995, the volume eVect of the expansion of demand for these is considerably lower, so the estimated rate of growth is reduced.
This is, however, likely to be oVset by faster growth in the GDP deflator, the price index associated with GDP, and should not
aVect revenues.
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Revenue Forecasts at Various Stages
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pre-budget report, it is unlikely that growth continues to be underprojected. There is, therefore no reason to
expect further upward revisions.

On the other hand there are reasons for thinking it likely that, even if the average growth rate of 2²% is
delivered, the projections for 2004–05 and 2005–06 will be subject to further downward revision. We might
expect, on the basis of current evidence that this shortfall could be at least 1% of GDP and this is hidden by
an assumption of greater revenue buoyancy in the future than recent experience would support.

In 2001–02 the economy was probably, on average “on trend” in so far as such a trend can be identified.
Current revenues were then 39.2% of GDP. Increases in National Insurance Contributions add about 0.6%
of GDP to this. But by 2006–07 revenue is projected to rise to 40.6% of GDP, the additional increase being
larger than that attributable to the rise inNational Insurance contributions without any further tax increases.
This is despite the fact that the adjustment of the stock market to more normal levels in 2002 has depressed
revenue by about 0.3% of GDP.

There are a number of factors behind the forecast of revenue buoyancy. A more favourable view has been
taken of excise duties, despite the recent ruling of the High Court about importation for own use from the
Continent. Revenue from financial companies is assumed to recover to some sort of trend. Here history
equivocates. The 1929 crash in the United States led, after a while, to a sharp contraction of the financial
services industry. The 1974 crash did not seem to aVect it. But at the very least there is a considerable degree
of optimism in assuming that financial sector profits can recover to “trend” without the underpinning of a
bubble stock market. One might, instead, expect revenue to be below the 2001–02 figure, after adjusting for
NI contributions. A drop of 0.2% would give a 1% overall shortfall of revenue in 2006–07 and would equate
to £13 billion.

A comparison with the tax take in 1999–2000, again when the economy was close to trend gives a more
gloomy picture. Current revenues then amounted to 39.1% of GDP. Tax changes since then have been more
or less neutral; in fact the NI contribution increases do not quite make up for earlier reductions. But revenues
in 1999 were even more inflated by the stock market bubble than were those in 2001–02.

The revenue gap arising from a more prudent view of the tax take has to be added to the shortfall which
would arise if the trend rate of growth is 2°% pa rather than 2²% pa.

A Cyclical Slip

The Pre-budget Report focuses attention, for the first time, on the average cyclical deficit over the cycle.
It also refers to the cumulated surplus so far over the cycle. These figures are of obvious importance given
the Golden Rule. The latter refers to the current budget balance over the cycle; this is plainly diVerent from
and less restrictive than a requirement that the cyclically-adjusted budget balance should be in balance or
surplus every year.
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The discussion in the Pre-budget Report of whether the current cycle began in 1997 or in 1999 suYces (i)
to demonstrate that judgement is needed in assessing the cycle and (ii) raises the question whether that
judgement should be carried out by the Government or by an independent body such as the National Audit
OYce (seeking advice if necessary). It is however, with the end of the cycle that problems arise.

The Government shows the state of the economy relative to the cycle in Chart A4. Based on its current
projection, the present cycle would continue until 2007. Let us put on one side the fact that, given the
Government’s definition of the cycle as the period between two occasions when actual output crosses the
trend line in an upward direction, an eight-year cycle is unusually long. The key point is that the Government
analyses its cautious case, when trend output is 1% below its main assumption, using the same cyclical period.
This means that the deficits which occur in such a case are more than covered by the surpluses which have
more than arisen in the current cycle. Hence the claim that, even in this cautious case the fiscal rules would
be met.

The slip lies in the fact that, if trend output is 1% below the main assumption, then output will cross the
more depressed trend line rather earlier. Chart A4 suggests that the current cycle will come to an end in 2004
rather than 2007. Beyond this period, in the gloomy case the cyclically adjusted budget is in deficit and, since
one has moved on to a new cycle, the recent surpluses cannot be used to cover the gap. Thus in the gloomy
case the new cycle begins with deficits which can only indicate the need for further tax increases. The Pre-
budget Report is incorrect in claiming that the Golden Rule is met beyond 2004 in the cautious case.

Conclusions

The Pre-budget Report suggests that the government current account will move safely into surplus again
from 2004–05 and that by 2006–07 the position will be scarcely diVerent from that forecast in the Budget.
However, the fact that the balance for next year has been revised downwards by £12 billion must make even
the most credulous reader wonder how reliable the Government believes the forecasts for the middle of this
decade actually are.

Over and above the general uncertainty which is associated with medium-term fiscal projections, it is much
easier to see why those in the Pre-budget Report should be too optimistic rather than too pessimistic. They
assume a tax take rising well above that previously observed when the economy is on trend. The end of the
stock market bubble and associated weakness of the financial services sector provide good reasons for
expecting the reverse to be true. They assume a growth rate of 2²%pa from 2003–04 onwards. This is perfectly
possible but has to be described as optimistic.

December 2002

Examination of Witnesses

MrRobertChote, Institute for Fiscal Studies;MrEdwardTroup, Simmons& Simmons; andMrMartin

Weale, National Institute of Economic and Social Research, examined.

Budget and there are micro measures announcedChairman
then that we would rather had been raised at this

1. Good morning, gentlemen. Thank you very point in the proceedings, which would give a chance
much for attending this morning. I am very pleased to flag up and discuss earlier. I thought that was one
to see so many young voters out to look at micro- of the most striking factors, that the story from this
economic policy. I think this augurs well for politics report was essentially the macro-economic public
and the future of the country. Welcome. Can I finance story rather than using this as an opportunity
welcome you, Mr Chote, to our meeting this to introduce a whole raft of micro measures. I am
morning. Your distinguished predecessor, Andrew happy to give general impressions on the macro side,
Dilnot, is now oV to St Hugh’s College, Oxford, but but I do not know if you are taking things in that
he served us well on this Committee. We look order.
forward to you serving us also. Can I start by asking
you for your general views on the Pre-budget Report.

2. I think we will stick to micro for the moment,What captured your attention?
because our session is divided into two. Martin?(Mr Chote) In terms of the micro-economic

questions, to start oV with, I thought one of the (Mr Weale) I would have to agree with Robert. I
interesting features—and having been out of the think themicro side of it has not introduced anything
country for three years, please correct me if this is a I have noticed that generates a great deal of comment
wrong impression—is that this is less of a mini- or surprise. There are a number of concerns one can
Budget than had been the case in the past. The fact have about many of the Government’s micro
that there are not that many announced micro policies, for example pensions. There will be a Green
measures to have to discuss in this was a notable Paper on pensions shortly, and possibly documents
feature. Having that lack of measures announced on like that are feeding into the debate and covering
this occasion is not necessarily a bad thing. Our issues that could alternatively have been covered in

the Pre-budget Report.concern presumably comes if we end up getting to the
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(Mr Troup) I go along with all of that on the micro 4. Edward, in your answer could you address the

question of Stamp Duty and how significant a rise inside. The measures that are here are more about
protection of the tax yield than any give-aways Stamp Duty would be required to temper the

housing market?through micro-economic tinkering, if I can use that
word, and I think that those do raise some quite (MrTroup) I think it is very diYcult to quantify the
interesting questions, both structurally about where degree of tempering. I thinkRobert has identified the
the taxes are going, and also on the robustness of problem that anything which could be seen as a tax
some of the forecasts for yields going forward. move against the housing market risks triggering a

collapse of the bubble, which may or may not be a
bad thing. All I would say about Stamp Duty is that
there do seem to be some quite significant3. Can I touch on the housing market? As you
divergences in forecasts from yield. That may beknow, there have been a number of warnings, not
attributable to commercial property Stamp Dutyleast from the MPC when they appeared before us,
avoidance and the equity and stock marketbut in the Pre-budget Report there does not seem to
fluctuations have been taken into account inbe any reference to what some have referred to as a
explaining the divergences, but I amnot entirely clearboom in house prices. Were you surprised at that?
what is happening with Stamp Duty, and I certainly
would not want to say how much of a Stamp Duty(MrWeale) Could I say that one might reasonably
adjustment would be needed or could be put into thethink that in the Pre-budget Report there need not
housing market.necessarily be any reference to a boom on house
(MrWeale) Chairman, could I add to that that, asprices, unless the Chancellor were considering fiscal

an economist, I am not sure that a rise in StampDutymeasures to limit a house price boom. There are fiscal
as a means of dampening the housing market wouldmeasures, for instance, that I think an economist but
be terribly desirable, except on the principle that anprobably not a politician could imagine. For
old tax is a good tax, because, of course, a high levelexample, a tax on mortgage payments at a time of
of Stamp Duty discourages mobility. It may mean,very low interest rates might prove a means of
for example, that old people are living in houses thatlimiting the house price boom. But those sorts of
are larger than they would like because they do notissues are not under consideration, and the
want to face the Stamp Duty they would have to payChancellor could reasonably say that he does not
on trading down, and these considerations wouldcomment on the prices of assets in the economy, and
also have to be borne in mind.so the house price boom, in so far as it is a macro-

economic issue, is something for theMonetary Policy 5. Is volatility an inherent feature of the housing
Committee to take into account in setting interest market and we just have to live with it?
rates. (Mr Weale) We have had now four substantial

housing price booms in the last 30 years, so volatility(Mr Chote) One issue on the housing market,
does seem to be a feature of the British housingbecause I agree with Martin on the fact that micro-
market, and more so than in many other countries.economic, or rather specific tax measures clearly are
We, of course, have a higher level of ownernot on the agenda at the moment, and at a time when
occupation than many continental countries, andpeople are concerned thatwemay be reaching a point
people see house ownership as perhaps more of aat which there is over-valuation, and there might be
short-term phenomenon. They are readier to sella bubble, that is a particularly diYcult time to be
their houses and move somewhere else than perhapsconsidering whether we want to be doing anything
they are in Germany. This may be partly because ofspecific now that could be seen as triggering that sort
transaction costs. The measures that one would haveof change. A broader question though comes back to
to take to dampen volatility in the housing marketthe soundness of the public finances forecasts as a
would be politically unpopular. A tax on mortgageswhole. What seems to be particularly diYcult in
would be the most obvious tool.assessing the situation at the moment is that

normally we try to disentangle the eVect of the
economic cycle in terms of GDP and what that is

Mr Beardtelling us about the underlying health of the public
finances. At the moment, you also have to 6. One of the features of this Pre-budget Report is
disentangle the eVect of the stock market, the eVect the shortfall in tax compared with the estimate in the
of the housing market, and arguably where sterling Budget, particularly from financial company profits.
may go as well. One of the concerns that Iwould have Have these tax receipts from financial company
is that in the same way that the boom in the stock profits suddenly become significant? What is the
market may have lulled HM Treasury into a false significance of them in general?
sense of security about Corporation Tax revenues, (Mr Chote) This is one of those areas that comes
for example, there is always the danger that if there back to disentangling the impact of the stock market
is a bubble in the housing market and it bursts—and and associated boom and capital market boom there
needless to say there are dinner party debates about from what has been going on in the economic cycle.
that every night around the country—then there is a We have certainly seen not simply the profits of
possibility that the long-term health of some of the financial sector companies having gone up but also,
personal sector taxes may have been over-estimated for example, it has aVected Income Tax receipts in
if there is a similar bubble eVect that is lent a false the sense of bonuses of relatively highly paid workers
sense of security. But, as I say, there is widespread in the City. So it is not simply coming through in
debate as to whether there is a bubble and how far it terms of Corporation Tax revenue, but I think it is

fair to say that the share of total Corporation Taxwould have to burst if it did.
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receipts that have come from the financial sector have prices are much closer to normal levels, there may

have been at the very least a break in the trend. Letbeen rising. From the financial sector tax liabilities as
a share of the whole Corporation Tax has risen from me make though a historical observation: between

1929 and 1940 in the United States the share of thea little over 10% in 1982 to something over 30% by
2000, and that is obviously part of the fact of the financial sector contracted sharply. On the other

hand, after the 1974 crash it did not; it broadly keptrelative growth of the two sectors. Now the diYculty
is if the financial sector is particularly exposed to the going as a share of GDP. So we cannot say that

history gives an unambiguous message, but I thinkstockmarket boom cracking, then it is not surprising
to see that falling back. The problem for the Treasury theremust be a real concern that the financial activity

that we saw up to 2001 was in part generated by theis to work out what is realistic as a long-tem
expectation of what you expect to get from stock market boom and the activities associated with

it, and I must say I am sceptical without moreCorporation Tax revenue from this sector and more
broadly as a whole, and disentangling the impact of information on the calculations about that

projection of recovery.the stock market from that makes that job a lot more
diYcult, I think. 9. So you do not think that this is a temporary
(Mr Troup) I would add to that that the financial problem; you think it could well go on?

sector probably has benefited from fewer tax breaks (MrWeale) I would like to know more about howthan the non-financial sector and so is likely to have the Treasury did their calculations, and in thedisproportionately contributed to the Corporation absence of that knowledge, I suspect the loss inTax yield while the economy is going well. I would financial company tax revenue may be semi-also comment that in relation to this, the End ofYear permanent.Fiscal Report, which I have to say I thought an (Mr Chote) It is interesting to note just in theextremely useful document because it tends to comparison between non-financial and financialdisentangle on pages 19 and 20 the shortfall or the company profits, non-financial company profits wereexcess of forecasts from outturn into its various seen to recover to a slightly higher level than assumedcomponents of economic determinants and in Budget 2002; financial company profits wereforecasting errors, and actually, it does appear from projected to be lower, but to recover to slightly lowerthat that the shortfall in CorporationTax receipts for levels than assumed earlier in the year. So there is2001–02 is greater; the proportion attributable to some evidence of an adjustment there. I do not know.economic determinants is greater than the overall One of the things which may be behind theirshortfall. The overall shortfall is £5.4 billion, but of assumption that the revenue will bounce back is thatthat, £6.5 billion was attributable to economic it may be they concluded that there has beendeterminants and there was actually a positive relatively aggressive cost-cutting in the City and thatcontribution from the Revenue having eVectively as a result, when revenues recover, they might get aunder-estimated from a given base whatCorporation sharp bounce back in profits. I do not know. ThatTax revenues would be. could be a plausible reason for why they might have
thought that.
(Mr Troup) It is also aggravated by the eVect onChairman Income Tax, because one of the reasons for a

7. Can you refer us to that section again? significant overshoot in Income Tax last year was
(Mr Troup) That is table 3.3 on page 20 of the End because the Revenue had under-estimated the

of Year Fiscal Report, line 3, where you see the figure skewing of the additional income paid, salaries paid,
I have just referred to, which does suggest that towards those with higher rate marginal tax, so they
Corporation Tax revenues are very vulnerable to a were gettingmoremarginal pounds from the increase
climb in the fortunes of the financial sector, more so in income than they expected, and that they over-
than the bare figures might suggest. estimated this year, when incomes have come down,

so you will see there is actually a revenue forecasting
error of £1.9 billion in the same table, line 1, for
2001–02, and again, it is not just a question of whatMr Beard
happens with financial company profits but what8. One of the assumptions that the review is based happens with salaries in the financial sector. It is noton is that there will be a recovery in global markets possible to determine from these figures exactly howfollowing the FTSE All-Index equity market, and these errors for 2000–01 and 2001–02 have beenthat that will only rise in line with the rate of increase taken into future years’ forecasts for IncomeTax, butin money GDP, so it is a fairly slow rise. Yet for the if salaries do not recovery in the financial sectoryears 2003–04, 2004–05, 2005–06 and 2006–07 this either, then it seems to me that there will be ashortfall in the take from the financial company continuing shortfall there on Income Tax.profits is seen as getting less and less, despite this

assumption. Are these two things compatible? 10. So there is a consensus that this is a
phenomenon that is not just a matter of the bubble;(MrWeale) Could I say on that, please, that I read
it is partly that the tax take from the financial sectorin the document that financial company profits are
that in the past has been part of the bubble has goneexpected to return to trend, and I would like to know
down and now it is likely to be reduced permanently.more about what that trend is and where it comes

from. Your concern is a very real concern, but what (Mr Troup) It is just not clear. There are two
separate factors. There is the financial sector’sthe Treasury is identifying as a trend for financial

company profits may in fact be the consequence of profits, which go to Corporation Tax yields, and
there is the level of income and the distribution ofthe stock market bubble which we have had, the long

period of stock market boom, and now that share income within the financial sector, which goes to
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Income Tax. It is clear from the diYculties with the discover that it does seem to be going on still. The

question then simply was how quickly would thisforecasting on Income Tax in the last two years that
that latter factor has not been properly factored into happen and obviously, if there were to be a sudden

and abrupt adjustment in response to peopleforecasting. I think all one can say is that until we can
see bothwhat the trend is and how that feeds through suddenly becoming concerned about current account

deficits, for example, then that could make a biginto Income Tax yields, there may be some volatility
over and above some of the volatility determined diVerence, but with the problem in terms of

forecasting, it is just knowing how quickly this re-from looking at the corporate sector’s results.
balancing is likely to take.
(Mr Troup) I do not know whether you want to

talk separately about VAT but it seemed to me thereMr Plaskitt
are quite a lot of questions about VAT and the mix

11. Following on from that, can I ask you to of the economy and what people are doing with their
comment on this comment of a “revenue-unfriendly” money. There is the changed assumption about the
recovery which we have been reading about in percentage of consumer spending which will be
various learned articles? The Chancellor talks in his collected in VAT receipts, which is pretty hedged
report about a re-balancing of the economy and the around in the NAO report. There is also a quite
role of the consumer moves down a bit but it is interesting graph, chart 2.2 of the paper, measuring
replaced by exports, government spending, indirect tax losses, which does indicate that the
investment, etc. Thatwould suggest activities coming shortfall of VAT collected from eVectively what the
from other sectors of the economy that do not theoretical 100% collection rate would be has grown
produce so much revenue, and we get a recovery in steadily over the last ten years. I am not wholly
overall activity but not as much buoyancy of revenue persuaded by the explanations for that. You can
as we would have done had it been a diVerent sort of comment on the detail, but there does seem to be
recovery. The Pre-budget Report talks about the what is described as a cautious assumption that
economy coming back into balance, and yet if you about £1.4 billion of that shortfall will bemade good.
look at the tables that look forward to revenue That would bring us back only to the level of the
projections, they seem to reflect the old style of average of the last 10 years. That itself assumes that
economic activity rather than this re-balanced style. nothing has changed overall in the last ten years and,
Does anyone want to comment on that? as I say, I am not at all clear that that is correct. If we
(Mr Weale) Could I please say that I very much are worried about the nature of any recovery or just

share that concern? The characteristic of the period the path of the economy and themix of the economy,
1998–1999–2000 was that revenue was unusually and it seems to me that there are risks on the VAT side as
I think probably unexpectedly buoyant, and well as on the other sides.
obviously if revenue is unexpectedly buoyant, one
might worry that it could disappear as easily as it
came. If you take the 1999 fiscal position, adjust for

Mr Tyriethe tax changes that we have had but make no other
changes—and I take 1999 because the economy was 14. I was about to ask exactly that question, how
roughly in balance then—you end up with verymuch cautious you thought the Government’s overall
lower revenue, a much lower revenue share of GDP assumptions were about the reliability of the flows
in 2006–07 than the Chancellor has projected here. that would come from indirect taxes. The overall
That concern in aggregate is why I feel the forecasts question everybody wants to know the answer to, of
of revenue are too optimistic. course, is: is the Government going to get the money

or is there going to be a shortfall? Is the overall12. Because you think the economy will re-
estimate of borrowing an under-estimate or is it thebalance?
right one to have made? We are looking in micro at(Mr Weale) I think that although the growth various components of that. You have mentionedforecast that is built into the PBR is possibly only VAT. I notice that there is the market share ofslightly optimistic, we will not see the mix of factors smuggled cigarettes which the Government believesthat led to the buoyancy of revenue in the previous some action is going to do something about and overtwo or three, and therefore the comparison with the time the action taken does not quite come up to thelate 1990s is a sensible starting point and that gives a level required to clamp down on it. Are there othermuch gloomier view. areas that you feel should be taken into account in
the assessment?13. Does anyone disagree?

(Mr Chote) No. This is one of the reasons that I (Mr Troup) I think the most heroic assumption
that I have established from the Customs & Excisementioned the currency market, the housing market

and the stockmarket is one of the diYculties that one work—and I cannot lay my hands precisely on the
reference—is an extrapolation to establish what thehas to disentangle. The sort of story that you are

saying, that essentially if we do end up with a sharp VAT avoidance loss is fromwhat is understood to be
the fees paid to advisers on VAT avoidance schemes.fall in the pound and we end up then with more

activity taking place in the form of less export, less The fees are put at £250–300 million a year, and there
is a further extrapolation from that to say that onconsumption and you are assuming less tax in getting

less revenue from consumption than you are from average Customs believe that the fees paid for any
VAT avoidance advice is about 10% of the VATexports, then that is an entirely plausible story. The

questionmark presumably is one of timing. Two jobs saved, and from that they conclude that there is
about £2.5–3 billion of VAT avoided every year. Itago I was writing articles about how the two-speed

economy could not go on for ever. I have returned to seems to me that there is a series of heroic leaps in
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that, and that number is a large number. It may or 18. The CBI has provided a memorandum to the

Budget inquiry, and in its memorandum it states thatmay not be right, but however accurate it is, I do not
share at the moment Customs’ confidence that they “Treatment of UK branches of foreign companies:

Higher taxation . . . This may prompt foreign bankswill be able to recover a significant proportion of that
in the short term. I think in the longer term, if there to review their activities here, which would be to the

detriment of the City of London as a global financialis that level, they should be able to, but Customs’
record in this area has lagged behind the Inland centre.” First of all, can I ask for your comment on

that, and secondly, for your assessment of the impactRevenue quite significantly, and I think that there is
quite a lot of risk in the assumptions that a significant on the UK’s financial industry of the Treasury’s

proposals.proportion of that can be recovered quickly.
(Mr Troup) As a statement, it is clearly true,15. You discussed risk in assumptions, heroic

because anything which increases taxes causesassumptions. Putting the whole picture together as
businesses to look at whether they are operating infar as you can, if you were writing this, and using the
the right area either geographically or as a businessGovernment’s assumptions for the macro-economic
matter. I think the question for the Treasury and theaggregates, do you feel that the Government has
Government is to look at the tax system overall andbroadly got it right in forecasting these revenues, or
see whether the Corporation Tax system is taking ando you think that they are a bit on the optimistic side
appropriate level of tax from diVerent levels of theor pessimistic side?
economy. This question in relation to banks is a(Mr Troup) I know that the Treasury are once
subset of a much larger question, which is what is ourbitten, twice shy on spend to save projections from
ability to levy Corporation Tax on global businessesboth revenue departments, and I have no doubt that
when businesses are ultimately mobile. There arethey will have challenged and tested Revenue and
some very big questions indeed there, which theCustoms projections very carefully, particularly on
Americans are wrestling with. There have been aenforcement and anti-avoidance measures.
series of proposals to eVectively emigrate USNevertheless, there is something of an impression in
companies which has caused confusion amongst thethese figures of a feeling of optimism in a number of
US administration in trying to find the correct policythese assumptions, and it does seem to me that most
response. There are views that Corporation Tax isof the risks are on the downside rather than on the
ultimately doomed, that we cannot taxupside in terms of forecast yields. I am not going to
multinationals because they aremobile and can go toput a number on that, but frankly, I would be quite
wherever there is low tax, a view which has somesurprised and, from the Government’s point of view,
merit but which I do not fully subscribe to. There arepleased if we were sitting here in a year’s time looking
implications of that not just for taxation of branchesat numbers close to the forecast.
but taxation of overseas subsidiaries. There is a

16. But we are talking about billions, not hundreds measure this year which has hit a number of retailers
of millions? here who operate overseas assurance operations.
(Mr Troup) I think that is right. Within a billion, These are part of a subset of, as I say, a much bigger

you have done fantastically well. question and a big policy problem which is looming
for the Government, which is whether we can
continue to collect Corporation Tax from

Chairman multinational businesses. I am not saying I disagree
with the CBI but in a sense it is looking at the detail17. Could I ask about the taxation of foreign
of amuch larger problemwhich I know that certainlybranches of companies? The Treasury has said that is
oYcialdom is aware of but the Government quitehas now undertaken consultation with those aVected
naturally does not want to confront head on givenby the new proposals. Has the Treasury revised the
that we are talking in excess of £30 billion of revenueproposals to any extent following this consultation?
from Corporation Tax, and simply to say, “In order(Mr Troup) On the detail of the drafting of the
to be competitive we are going to abolishlegislation yes, there has been some revision and
Corporation Tax for multinationals” would haveamendment to the actual process of drafting, but it
some pretty serious political and financialdoes not aVect the substance, which I think can
implications.probably be described by those aVected as being a

fair cop, which is that a number of financial 19. Could I ask you to address the issue of North
institutions operating through branches here were Sea taxation, and ask what eVect would the abolition
getting excessive deductions for interest payments. In ofNorth Sea royalty payments have on investment in
a sense, the question of what forecast yield they are North Sea Oil fields, and to what extent will it oVset
going to get from that—and I am afraid I do not have the new supplementary Corporation Tax charge for
the Budget 2002 numbers, but it was in the hundreds North Sea producers?
of millions—not whether that was wrong at the time, (Mr Troup) I am afraid I do not have suYcient
although that was a question, but whether it will be knowledge of the area.
significantly aVected once again by the fortunes of (Mr Weale) Nor do I. It is a collective pass!
the financial sector generally and the banks in Chairman: On that very illuminating note, we will
London who clearly are having a very tough year as draw the micro evidence to a conclusion and go over
we have seen. On the technicalities, I think that is to the macro. Edward, thank you very much.
broadly working out as expected, but in terms of its
eVect on yield and whether the forecast yield will
come in is the point made previously.
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Memorandum submitted by Mr David Walton, Goldman Sachs

Summary

— Public sector net borrowing is running much higher than expected at the time of the Budget and the
outturn for 2002–03 could easily be higher than the PBR forecast. But the overshoot in borrowing
is well within the normal bounds of forecasting error.

— Fiscal policy is providing a great deal of support to the UK economy without jeopardising the
government’s fiscal rules.

— The government’s fiscal plans comply with the European Commission’s latest interpretation of the
Stability and Growth Pact.

Are the Growth Assumptions Reasonable?

The Treasury assumes that GDP will grow by 1.6% in 2002 and 2°–3% in 2003. Goldman Sachs’ forecasts
are 1.6% and 2.6% respectively; the latest consensus is 1.5% and 2.4%. The Monetary Policy Committee
expects growth next year of 3.1%.

For the purposes of projecting the public finances, the Treasury assumes trendGDP growth of 2°% a year.
This is a reasonable “central” projection in my view, though not a cautious one. The Treasury assumes that
output is 1.3% below trend in 2002–03 and the output gap is eliminated by 2005–06. Such estimates are
notoriously diYcult to tie down but I would not take great issue with them. On Goldman Sachs’ estimates,
output is 1.0% below trend in 2002–03 and we assume that the output gap is eliminated by 2005–06.

Could Borrowing be Even Higher in 2002–03?

The Treasury has revised its estimate for public sector borrowing in 2002–03 from £11.2 billion to £20
billion—a deterioration of almost £9 billion.

Most of the shortfall is attributable to lower tax receipts. The shortfall is much larger than can be explained
by weaker economic growth. This is primarily a reflection of:

(i) reduced financial companies’ profits—hitting receipts by £5 billion this year and next. In themedium
term, the Treasury assumes that this shortfall is recovered;

(ii) lower equity prices—hitting receipts by £1 billion this year and by £4 billion a year in future years;

The outturn for the first seven months of the financial year suggests tht the overshoot in borrowing could
be a little higher. In particular, central government receipts are up only 1.0% year on year so far in 2002–03,
compared with the Budget expectation of 4.1% for the year as a whole. If the present growth rate is
maintained, receipts will undershoot the Budget projection by £11.5 billion. The Treasury is now projecting
growth in central government receipts of 2.2% for the year as a whole. This is certainly not impossible but it
does imply an acceleration from that seen so far this year. Goldman Sachs’ forecast for PSNB in 2002–03 is
£21.1 billion.

Forecasts of the public finances have huge margins of error. On average, the error one year ahead is 1% of
GDP. If the outturn in around £20–21 billion, this would be well within the normal bounds of forecast error.

Fiscal Rules Still Met

Goldman Sachs’ forecasts for receipts remain about £5 billion a year lower than the Treasury’s projections.
Even so, the government’s fiscal rules—over the economic cycle to finance current spending out of taxation
and to keep the ratio of net public sector debt to GDP below 40%—are still met but with a smaller safety
margin than before (see Chart 13).

Like the Treasury, I believe that the economy was broadly on trend in 1999–2000. In that year, there was
a surplus on current budget of 2.2% of GDP and the ratio of net public sector debt to GDP was 36.2%. Since
then the debt ratio has fallen to around 31%, well below the ceiling of 40%. On Goldman Sachs’ forecasts,
the cyclically adjusted surplus on current budget averages 0.5% ofGDP between 1999–2000 and 2007–08; the
Treasury is slightly more optimistic at 0.7% of GDP a year. The ratio of net public sector debt rises from 31%
of GDP in 2002–03 to 33% of GDP in 2006–07 on both the Treasury’s and our forecasts.

One of the desirable features of the government’s fiscal rules is that they allow forecasting errors from year
to year without forcing an abrupt adjustment on either taxes or spending. The current budget is likely to be
in deficit by 0.6% of GDP this year—a deficit of 0.1% of GDP in cyclically adjusted terms on our estimates—
and the average surplus from 1999–2000 to 2002–03 has been 1.1% of GDP (1.3% of GDP in cyclically

3 Ev 11.
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adjusted terms). Hence there could be a deficit on the current balance averaging at least 1% of GDP a year
in each of the next four years and still meet the golden rule. In such a scenario, the debt ratio would rise to
around 38% of GDP.

Fiscal Stance Very Supportive of Growth

The increase in borrowing this year means that fiscal policy is providing a great deal of support to the
economy. On Goldman Sachs’ estimates, the fiscal stance will ease by 1.5% of GDP in 2002–03 and by a
further 0.3% of GDP in 2003–04. This follows an easing of the fiscal stance by 1.5% of GDP in 2001–02 (see
Chart 2). Expansionary fiscal policy is a key reason why growth in the UK economy has held up much better
than in continental Europe, where policy has been constrained by the Stability and Growth Pact.

UK Complies With Stability Pact

Gordon Brown’s plans comply with the European Commission’s latest interpretation of the Stability Pact.
Belatedly, the European Commission has recognised that it is not necessary for Member States to run a
balanced budget if the underlying fiscal position is sound, ie if debt levels are well below 60% of GDP. In a
press release on 27 November 2002, the Commission stated that “to reflect diVerences in the sustainability
of the public finances across Member States, a small deviation from the ‘close to the balance or in surplus’
requirement of a longer-term nature could be envisaged for Member States where debt levels are well below
60% of GDP reference value, and when public finances are on a sustainable footing.” This applies to the UK.

1 2

UK Fiscal Policy Supports Economic Activity
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Memorandum submitted by Professor Peter Spencer, York University

MAINTAINING MACROECONOMIC STABILITY: A COMMENT ON PBR 2002

Introduction and Summary

Since 1945 theUK economy has been significantly more volatile than that of other major OECD countries.
We have experimented withmacroeconomic frameworks based onmonetary targets and exchange rate bands
in an attempt to reduce this volatility, but without success. Now we have a monetary policy founded on an
inflation target and a fiscal policy based on rules for government borrowing that take into account the eVect
of the economic cycle. It is imperative that this framework succeeds in building credibility and stabilising the
economy.

My assessment is that the 2002 Budget was a watershed, marking a move from a cautious fiscal stance to
one that began to take chances with the fiscal framework. The deterioration in the fiscal position since then
has considerably increased this risk. It is far more than can be attributed to the business cycle. My arithmetic
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suggests that government finances are in current deficit, or at least close to deficit, even after cyclical
adjustment. Even the Treasury arithmetic leaves little leeway to deal with any shocks that hit the economy.
The worry is that if the Chancellor turns a blind eye to this, but is forced into admit a problem at some future
stage, the credibility of the new arrangements will be seriously undermined.

The Chancellor’s economic and revenue forecasts are all on the optimistic side of the possible. It would be
very surprising if everything turns out as nicely as he hopes.

Maintaining Macroeconomic Stability

Chapter 2 of the PBR sets out the Treasury’s fiscal rules and gives its assessment of the current position.
Central to this fiscal framework is the “golden rule.” This says that over the economic cycle, current
expenditures should be financed out of general taxation and other current receipts. This rule is sensible,
allowing the current account to move into temporary deficit when the economy slows relative to its trend.
However, its implementation requires assessments about trend & cycle and their eVect on the Exchequer that
are hard to make with any degree of certainty.

Chapter 2 asserts that the Government is firmly on track to meet its fiscal rules, saying that:

— the average current budget since the start of the present cycle in 1999–2000 is comfortably in surplus,
ensuring the Government is on track to meet the golden rule, using cautious assumptions and in the
cautious case;

— this is confirmed by the cyclically-adjusted current budget, which allows for the impact of the
economic cycle and is in surplus in every year throughout the projection period; and

— public sector net debt is projected to be low and stable throughout the next five years, comfortably
meeting the sustainable investment rule and, at 31 to 33% of GDP, the lowest in the G7.

The first two of these points concern the golden rule. The first point is essentially retrospective. However,
the problem with this style of analysis is that if you run into structural deficit it could take a full economic
cycle—however long that may be—before you have to admit that there is a problem. By that time it is too
late: you have run up a large and increasing amount of debt, the interest payments are beginning to spiral
upwards and it takes a very large rise in taxes to rectify the situation. This risk would be increased by a
fortuitously good start like the one we now seem to have had in 1999–2000.

The recession of the early 1990s oVers a clear warning. We moved from large surplus into large deficit
thinking that this was warranted by the downturn, but this judgement proved mistaken. The Treasury was
badly caught out by the consequent spiral in interest payments. The Public Sector Borrowing requirement
rose to over 6% of GDP and it took strenuous eVorts by three successive Chancellors to get it back under
control.

The second point is based on an assessment of the current position and provides a forward look. It is based
on an estimate of the economy’s position relative to its long run potential and the eVect of this deviation on
government revenues and spending. This gives an indication of the cyclically-adjusted current balance. (The
net borrowing requirement is adjusted in a similar way.)

Where are we now?

This instrument oVers a useful way of checking the current position. It provides a “snapshot” test of the
viability of the public finances over the medium term that in fact does not rely upon economic forecasts. If
this year’s adjusted balance shows a deficit then this means that fiscal policy is not sustainable and will need
to be tightened at some stage to bring it back into balance over the medium term.

At the time of the April Budget, the Treasury forecast a current surplus of £3.2 billions for this financial
year, but noted that the economy was slightly below trend, putting the cycle-adjusted current surplus at 0.5%
of GDP or £5.2 billions. This is shown in the third column of Table 1, taken from PBR Tables B1 and 5.



the treasury committee Ev 13

5 December 2002] [Continued

Table 1

CURRENT BUDGET

2001–02 2002–03 2003–04
Budget 2002 PBR 2002 Budget 2002 PBR 2002 Budget 2002 PBR 2002

Current Receipts 390.4 390.7 407.0 399.7 442.0 430
Current
Spending 367.4 369.6 390 391.4 420.0 420
Depreciation 12.8 13.4 14.0 14.1 15.0 15
Surplus on
Current Budget 10.6 8.4 3.2 "5.7 7.0 "5
Cycle-adjusted
Current
Surplus(% GDP) 1.0 0.7 0.5 0.2 0.6 0.3

As the table shows, the recent deterioration is almost entirely due to the weakness of current revenue. The
Treasury is now forecasting a deficit of £5.7 billions this financial year, £8.9 billions worse than six months
ago. However, it maintains that £5.8 billions of this deterioration is due to the cyclical slowdown (PBRTable
2.4). £1 billion is due to extra defence spending, leaving £2.1 billions to be explained by other factors, which
we would normally call “structural” factors. These figures are contrasted in Table 2, based on PBRTable 2.4.

Similarly, £9 billions of the deterioration of £12 billions in the current balance for 2003–04 is attributed to
the cycle and the remaining £3 billions to other more structural influences. On this calculation the Treasury
concludes that the deterioration is “largely cyclical”.

These cyclical adjustments are apparently based (Chapter 2, footnote 5) on the methodology set out in
“Fiscal policy, Public Finances and the Cycle”, published by the Treasury in 1999. Table 3.1 of that paper
gives a useful ready reckoner showing the eVect on the current budget of the output gap (OG, expressed as
a % of GDP, a negative number when output is below trend as at present). This rule states that the cyclically
adjusted (CA) current surplus is the current surplus less 40% of this year’s gap and 30% of last year’s:

CA current budget % current budget – 0.40 OG – 0.30 lagged OG.

(The CA rule for net borrowing is identical except that positive OG numbers add to rather than subtract
from CA borrowing.)

This rule suggests that the eVect of this year’s slowdown is much smaller than the £5.8 billion Treasury
figure. If output grows by 1.6% rather than the 2.25 % (the centre of the Budget 2002 range) then the output
gap will increase by 0.65% and push the current surplus down by 0.26% of GDP (£2.7 billions) in the first
year. This means that the cyclically adjusted surplus has fallen by 0.6% of GDP (£6.2 billion) as shown in the
second column of Table 2. In other words, the cyclically adjusted surplus of 0.5% of GDP in the baseline
Budget forecast has now become a small deficit.

On this calculation, about a third of this year’s deterioration is due to the eVect of the business cycle, the
rest has to be explained by other factors. We need to look at these influences and should try to decide whether
they are of a structural or reversible nature. The next section provides my assessment.

Table 2

FACTORS BEHIND CHANGES TO THE CURRENT BUDGET SINCE BUDGET 2002

£ billion
2002–03 2003–04

PBR 2002 ITEM PBR 2002 ITEM

Automatic stabilisers –5.8 –2.7 –9 –7
Other non-discretionary factors –2.1 –5.2 –4 –6
Policy decisions since Budget 2002 –1 –1 1 1
Total change –8.9 –8.9 –12 –12

The last columnof Table 2 uses this rule to provide a cyclical adjustment for 2003–04. This year’s slowdown
will reduce the current surplus by 0.45% of GDP (£4.9 billions) in the second year. Next year’s growth range
is 0.5 % below the Budget 2002 range, and this will reduce next year’s surplus by another £2.1 billions, giving
an overall cyclical eVect of £7 billions. This again points to an underlying deterioration of about £5 billions,
compared with the PBR estimate of £3 billion indicated in the penultimate column.
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Given the perennial uncertainty about the output gap and the state of the cycle it is not at all clear whether
the cyclically adjusted current balance is in surplus or deficit. Either way, it is surely close to balance. The
point is that any leeway that there was has been more or less used up, and so any further deterioration in the
structure of the tax base will have to be corrected by policy adjustments. Even on the latest Treasury
arithmetic, surpluses of 0.2 and 0.3 % of GDP are very small given the scale of the adverse shocks that could
impact upon the economy and the Exchequer.

Why have Direct Tax Revenues been Weaker than the Economy?

PBR Table B9 reveals that the big revision between the Budget and PBR has been on the direct tax side:
income tax is revised down by £3.4 billion and corporation tax by £3.7 billion. PBR Table B13 shows that
this is where the shortfall occurred over the first six months and that the Treasury are projecting a recovery
in the second half. However, the October figures were if anything worse. Receipts of income tax and capital
gains taxwere no higher in the first sevenmonths of this financial year than they were a year ago. Corporation
tax payments were down by 14%.

The fall in corporation tax receipts is explained by the weakness of company profits, but it is not at all clear
whether this represents a temporary cyclical eVect or a more permanent one. Non-financial company profits
have been under pressure for some years and failed to respond to the upturn in the economy seen over the
millennium. This reflects a lack of pricing power, which is variously explained by product market weakness,
excess capacity and the strong pound, but may be more deep seated. This must remain an area of uncertainty.

The weakness of the income tax is more diYcult to explain, but clearly mirrors the buoyancy seen in the
run up to the last election, when revenues spectacularly overshot the Treasury forecast. This overshoot was
much greater than could be explained by the business cycle; the surging stock market and the City. Our
explanation4, which was echoed in last year’s Pre-budget Report, suggested that the shift towards the top end
of the income distribution that marked Labour’s first term in oYce had increased the income tax take, by
perhaps as much as £15 billions. Remarkably, Inland Revenue statistics show that in 2000–01 the top 10%
of income tax payers paid over 50% of the income tax take, making the tax take very sensitive to small
movements in top peoples’ pay.

Although there is as yet no data on this year’s income distribution, there are several straws in the wind.
City redundancies and low bonuses will certainly have been a factor, and feature prominently in the
Treasury’s post-mortem (B36-B39). However, that is surely not the whole story. The weakness of the ICT and
other dynamic sectors will also have had an eVect. Poor company results, combined with the focus on
corporate governance and executive remuneration post-Enron,may have subdued the rise in boardroompay.
We are seeing a shift from full time to part time jobs, which tend to be poorly paid. The only buoyancy in
pay settlements and employment now comes from the public sector, which tends to boost pay and jobs at the
lower end of the scale.

Consistent with this more general explanation, social security contributions have been buoyant this year
and have been revised up by £0.5 billion compared to Budget.

It is unclear how these forces will play out. Much depends upon the extent to which the revenue loss is a
result of the shakeout in the stock market and the City; the scale and speed of any recovery there; and the
extent to which it is a more general phenomenon. The Treasury/NAO arithmetic cautiously projects equity
prices in line with money GDP. This reduces direct tax revenues by £4 billions a year (PBR Table B8). But on
the other hand financial company profits are assumed to get back very close to the Budget 2002 level by 2006.

The bottom line, shown in PBR Table B10, is that tax revenues as a share of GDP move back quickly to
theBudget 2002 projection and then exceed this in 2006. Inmy judgement, the buoyancy of direct tax revenues
that underpinned Budget 2002 was deceptive and we are now seeing a partial reversal of the compositional
eVects that caused this. We are unlikely to match that high water mark in the foreseeable future.

Looking wider, compositional eVects could also damage VAT and other indirect tax receipts. It is no
surprise given the strength of the high street that VAT has been buoyant and accordingly revised up in the
PBR. However, it could be a mistake to carry forward this buoyancy into 2003–04 (B9 again). If as the
Treasury forecasters suggest, the economy begins to rebalance, exports, investment and indeed public
spendingmust grow at the expense of private consumption. And these components of demand are VAT-light.

Where do we go from here?

The Treasury macroeconomic forecast shows output growing by 2–2°%next year and 3–3°% in 2004. This
also looks like wishful thinking. Table 3 compares these forecasts with those of the ITEM Club and the
consensus:

4 Budget 2001: The Public Finances, Ernst & Young, October 2000.
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Table 3

ECONOMIC FORECASTS

Forecast 2003 2004 2005

Treasury 2°–3 3–3° 2²–3 1/4
ITEM 2.1 2.9 2.8
Consensus Average 2.5

Range ["0.3 to 3.1]

ITEM’s October forecast identified twomajor reasons why growth will remain below trend next year: fiscal
and monetary policy will both be much less supportive. Over the last two years, they have worked in tandem
to stave oV recession. However, the fiscal stimulus, which has added just over 1% to GDP this year, is clearly
ending. So far, the money for the Government’s expenditure plans has come from the surplus built up in its
first term and from the leeway for borrowing provided by the fiscal rules, so this extra spending has been a
net addition to demand. However, the golden rule dictates that any extra public spending must now be
financed by higher taxation, starting with higher National Insurance contributions next April. These tax
increases will largely neutralise the eVect of higher spending upon demand.

Consequently, the task of sustaining the economy now falls squarely upon the shoulders of the MPC. But
to relax with the house price boom in full swing would add fuel to the flames and risk amajor correction later.
Real interest rates will have to remain relatively high as long as the housing market is still adjusting to the
reality of low inflation and the lure of cheap mortgage borrowing. This leaves the UK economy prone to
shock waves from the middle east and elsewhere.

November 2002

Memorandum submitted by Ciarán Barr, Deutsche Bank

Fiscal Finances: Update on 2002–03 Thus Far

The Chancellor’s new, higher borrowing figures were broadly in line with our recent forecasts (the
Committee were sent a copy of our report UK Fiscal Focus: Is the Slippage Starting?). As such, we are not
going to overly criticise the Chancellor’s arithmetic. However, given that we felt the risks were on the upside
for our borrowing forecasts (whichweremade before the disappointingOctober public finances data), at least
in the near-term, these fears also apply to the Treasury’s projections. In this short note, we outline some of
the risks and any other interesting developments in the recent public finances data.

We need to start with a brief analysis of the central government outturn thus far in 2002–03. We use the
central government data since this is much more timely, and accounts for the bulk of public sector receipts
and expenditure in any case. The table below looks at the Budget forecasts, the extrapolated outturn and the
government’s revised forecasts in the Pre-budget Report (PBR). The extrapolated numbers are calculated by
annualising the cumulative growth rate (thus far) of each main category of receipts and spending.
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ASSESSING 2002–03 THUS FAR—UPDATE

Central government, GBPbn Current receipts

Taxes on Taxes on
Production & Income & Compulsory

Total Imports o/w VAT Wealth Income Corporation Social sec Other

2000–01 360.0 131.3 61.5 144.0 110.1 32.4 62.2 22.5
2001–02 366.0 136.3 66.0 145.1 111.4 32.4 63.5 21.0
2002–03 (Budget 2002) 381.1 143.4 na 152.4 117.0* 33.2 64.2 21.1
2002–03 (extrapolated) 369.6 144.8 71.9 140.7 113.4 27.8 64.8 19.3
2002–03 (PBR 2002) 374.0 143.7 na 144.4 113.8* 29.3 64.5 21.4

Current spending Current
Total O/w Interest Social Benefits Other (core) Depreciation Budget Surplus Net Investment Net Borrowing

2000–01 331.1 25.9 104.7 200.4 4.5 24.4 8.3 –16.1
2001–02 351.5 22.2 113.2 216.1 4.6 9.8 11.0 1.2
2002–03 (Budget 2002) 372.0 21.1 116.5 234.4 4.8 "11.8 16.3 28.1
2002–03 (extrapolated) 376.7 19.4 117.9 239.5 4.7 "11.8 16.3 28.1
2002–03 (PBR 2002) 372.6 20.8 118.0 233.8 4.9 "3.5 13.5 17.0

* Estimated. Note that the extrapolated figures apply the growth rate of the last six months to the full year.

Source: DB Global Markets Research, HM Treasury and ONS.
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What stands out from the table is that the Chancellor does not expect the undershoot on receipts or the
overshoot on spending to continue at the same rate in the remainder of the fiscal year. Let us look at the
receipts first: extrapolated receipts in the first seven months of the fiscal year. (ie to October) are over GBP11
billion below the estimate made in the Budget. Taxes on income and wealth account for this undershoot, with
small shortfalls in other areas (such as interest and dividends) oVset byminor overshoots elsewhere. The PBR
revised estimate knocked GBP7 billion oV the 2002–03 current receipts expectation, but implicitly assumes
a recovery in growth rates in the reamainder of the fiscal year for revenue streams such as corporation tax,
interest and dividends, gross operating surplus etc. Indeed, more generally, HMT forecasts that central
government current receipts (94% of total public sector receipts) will grow at an annual rate of 3.8% for the
remainder of 2002–03. The cumulative growth thus far this fiscal year is a paltry 1%. There is thus scope to
be disappointed further on the receipts side.

Turning to spending, the outturns thus far suggests an overshoot in central government current
expenditure. The extrapolated numbers thus far highlight an increase of almost GBP5 billiion relative to the
Budget target. Given usual convention in the PBR the Chancellor left the projected central government
current expenditure amount relatively unchanged. Interestingly, the detail shows that the overshoots is
stemming from both social benefits and, particularly, other (core) spending. Is this due to unexpectedly high
public sector wage settlements? In any case, the Treasury’s new numbers for such “core” spending implies a
weakening in the growth rate to around 5% from over 10% at present! Possible, but is it likely?

Elsewhere on the spending side of the equation, central government net investment has turned in an
impressive performance this year, growing at almost 48% in cumulative terms thus far. However, it should
be noted that net investment for last year was revised lower after the 2002 Budget, which flatters the annual
comparison (assuming a cash outturn for this year is targeted).Nonetheless, it appears that this area of central
government expenditure is also overshooting. Before becoming too concerned, it is important to note that
the same does not apply to total public sector net investment, which is actually undershooting (cumulative
GBP3.3 billion in 2002–03 thus far compared to GBP2.7 billion a year ago).

Overall, then, the risks point to higher net borrowing this year than in the PBR, at least if the published
central government data are any guide. While the Treasury’s implied forecasts for the remainder of this fiscal
year are not necessarily unrealistic, they are challenging. January will of course be an important month for
current receipts, since the intake for this month is over 30% above the monthly average (due to income tax).

Beyond the Current Fiscal Year

Beyond this, the main risk of course is further disappointment on the growth side. The Treasury’s revenue
forecasts are based on an upbeat growth assessment: the fiscal arithmetic assumes real GDP increases of
2.75% on average over the next 4 years (from 2003–04 to 2006–07). This compares to just over 2.5% in the
Budget analysis. Indeed, the forecast level of money GDP in 2005–06 and 2006–07 is little diVerent to that
assumed in the Budget. Along with upward revisions to some receipts components, such as VAT and social
security contributions (admittedly these have been overshooting), this helps explain why the level of current
receipts forecast in 2005–06 or 2006–07 is largely identical to that made in the Budget. In other words, of the
cumulative GBP24 billion reduction in the receipts forecasts for the full projection period 2002–03 to
2006–07, all of that decline takes place in the first three years.

While we are sympathetic to the view that the fall in receipts is largely cyclical, there is a significant risk
that this disguises an underlying structural reduction which will only become apparent in the coming years.
Nonetheless, we agree with the Chancellor’s decision to borrow more in the short-term especially given
economic fragility and the UK’s low debt situation. Further out, however, the public finances may well
require an injection of higher taxes if the government’s spending plans are to be realised fully. There is no
“black hole” but the previous cautious buVer in the public finances is largely eroded.

4 December 2002
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Examination of Witnesses

Mr Robert Chote, Institute for Fiscal Studies; Mr Martin Weale, National Institute of Economic and
Social Research;MrDavidWalton, Goldman Sachs; ProfessorPeter Spencer, YorkUniversity; and
Mr Ciarán Barr, Deutsche Bank, examined.

the next couple of years, but thereafter, to coin aChairman
phrase, it looks as though things can only get better.

20. Welcome, Professor Spencer, to your first David has made the point that the fact that you are
occasion on Treasury Committee. We are delighted allowing greater borrowing in the short term is in a
to see you. Could I ask all of you for a short comment sense appropriate at a time when the economy is in
on your views on the macro-economic aspects of the need of greater support anyway. I think my greater
Pre-budget Report? concerns are essentially in the longer term outlook.
(Mr Walton) I think on the macro side, the Essentially, the Chancellor is relying both on the

Chancellor has obviously had to revise down his economy to bounce back and the public finances to
growth forecasts, perhaps not by as much as would bounce back with it for there not to be a need for
have been expected a few weeks ago. He is still policy action further out. I am inclined to agree with
expecting growth of 2.5 to 3% in 2003. That actually David. We are not macro-economic forecasters, but
is quite a modest assumption when compared with the growth assumptions do not look to me to be
the latest projections from the Bank of England, particularly unreasonable. They are near enough in
where the Monetary Policy Committee are expecting line with the independent average not to look
growth of just over 3% next year. Our own forecast particularly suspicious. That does not mean to say
is growth of 2.6, so we are reasonably in line with the they will be right, of course, but I do not think that
Treasury’s central expectation. Despite the is necessarily a great cause for concern. I think there
downward revision in economic growth, public are longer term questions. The Chancellor for
sector borrowing has had to be revised up by rather example has argued that 2003–04, of the £12 billion
more, and there is more than just the economic cycle deterioration in the current Budget compared to
here that has been depressing receipts. The public forecasts, £9 billion is automatic stabilisers. There
sector borrowing numbers are clearly quite a lot has to be a question I think of howmuch is simply the
worse than were expected at Budget time. Even so, cycle and how much is the longer term weakness in
the Government’s fiscal rules are still met reasonably given sets of tax revenues, some of which we have
comfortably, bearing in mind that these fiscal rules discussed earlier on. The Treasury also makes the
were met very comfortably during the last point that even some of the non-automatic stabiliser
parliament, and so the Government can actually run deterioration is also supposed to be bouncing back
deficits on the current budget over the next three or and evaporating anyway, and we are pretty much
four years and still meet the rules over the economic back towards the later years of the Treasury forecast
cycle. The other point though that I think is worth to where we thought we were to start with. I think,
making is that because of this overshoot in given the uncertainties about the tax revenues, the
borrowing, a lot of which is unexplained, fiscal policy influence of the various non-GDP cycles, what is
is providing a great deal of support to the UK going on in the stock market, what is going on in the
economy at the moment. Last year we saw the fiscal housing market, the possibility of the re-balancing
stance ease by 1.5% of GDP. This year the Treasury that we have discussed, that this looks to me a less
estimates that the fiscal stance will ease by 1% of cautious set of forecasts than we have had in the past.
GDP. My own forecast is it will be more like 1.5% of The question I think coming up to the Budget is
GDP. That is a great deal of fiscal support for the whether the Chancellor feels it is appropriate to take
economy, and I think it is the main reason why the action to restore the same degree of caution he had
UK, like the US, is seeing a similar fiscal expansion. before. There is nothing to say that his forecasts will
Those economies continue to do quite well while the not turn out as they have done but I think there are
continental European economy is struggling because enough doubts that one has to question whether it is
the larger economies in continental Europe do not as cautious as it was in the past and as it should be.
have the same flexibility to use fiscal policy given the (MrWeale) Could I say first of all that the point of
constraints of the Stability Pact. On the face of it, the the whole benefit of having financial markets is that
way the Stability Pact was conditioned, the you do not have to match revenue to expenditure in
Government’s fiscal plans would have fallen foul, but each day or each year, and theChancellor is therefore
at the end of November the European Commission quite right to allow borrowing to increase to cover an
did revise their interpretation of the Stability Pact, ad unexpected and what he hopes is a temporary
they did say that governments which had a very shortfall in tax revenues. It would be silly to say that
sound fiscal position, in particular debt ratios the Budget had to be balanced or even that current
substantially below 60%, would be allowed to run expenditure had to be paid for by current income in
budget deficits for longer. So I think the each year. So, like the previous answer, my concern
government’s fiscal plans do actually now comply is about themedium to longer term, whether over the
with the European Commission’s latest medium term tax revenues will be as buoyant as the
interpretation of the Stability Pact. Chancellor is hoping. He is projecting a trend growth

rate of the economy which I think could turn out to(MrChote) I think in the short term the Chancellor
is perfectly within his rights to say that he did need to be correct but I think is slightly optimistic. There is

also the question of revenue buoyancy which wesignal an immediate need for tax increases or
spending cuts in order to meet the fiscal rules in the discussed earlier, and the way in which revenues are

expected to grow to bring the current account backshort term. There is clearly a big hit in borrowing in
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into surplus over the next three or four years one Mr Plaskitt
might say is optimistic. I think it would be helpful for 23. Does your argument not rest entirely on wheneveryone if the Chancellor, like the Bank of England, a cycle actually does start and end?would give an indication of the uncertainty (Mr Weale) Absolutely correct.surrounding his forecasts. Buried away in the

24. You will not know that the golden rule hasdocument on the long-term public finance report on
been met until retrospectively, and you know whenpage 53 is a reference to the average absolute forecast
the cycle ended and you can add all the numbers up.error of 1%. This is in public net borrowing, an
(Mr Weale) That is, of course, a major problemaverage absolute error of 1% since 1989–90. I

with the golden rule. If you want to assess thecertainly would find it helpful to know just how
Chancellor’s performance against it, you can do itconfident the Chancellor is about his projections of
only with a very long time lag. I think there is asurplus. Does he believe that there is only a 20%
second concern, and that is that the Chancellor ischance of actually being in deficit or does he believe
defining the timing of the cycle and that is being usedthe chance is 40%? That said, I think the Chancellor’s
to judge him by. One might say that should be doneconfidence about the golden rule being met in the
by an independent body like the National Auditmedium term, even in the cautious case is mistaken.
OYce.You can see this if you look at chart A4 on page 164.

This is a chart of the output gap. It shows the
economy gradually returning to trend by about 2006,

Mr Fallonso we have had a cyclical up-swing; we are now in a
cyclical down-swing. In the cautious case, the trend 25. Yes, we are agreed on that!
level of growth is 1% below that shown as the zero (Professor Spencer) I share Martin’s concerns
line, one percentage below the zero line in A4. So the about the medium term, but I think the best way to
economy returns to trend in 2004 instead of 2006. analyse the medium term and where we go going
That is when it crosses theminus one line. If you now forward is to simply look at where we are now. That
turn to page 185, chart B2, you can see that in the is actually quite a helpful way, I think, on looking at
cautious case the Chancellor is projecting deficits this concept of current account balance or surplus
from now onwards. They are only small deficits but over the medium term, because if you look at the
they are cyclically adjusted deficits, and that is Treasury’s projections of the cyclically adjusted
happening even though he has moved into the new current balance, then provided that is in surplus, you
cycle in the cautious case. So in his cautious case from should remain in balance as we go forward on a raw,
2004 onwards he is accumulating cyclically adjusted unadjusted basis. When you come to the end of that
deficits. In the end something could turn up so that cycle—and I share your concerns about the more
the golden rule is met, but it is not met in his cautious retrospective way of measuring it by just simply
case. What he says on the next page, page 186 at the looking back over the cycle—by that time you realise
end of paragraph B19, I think is best described as you made a mistake five years ago or however long it
mistaken. is, and by that time you have run up a huge amount

of borrowing and you have to have an emergency rise
in taxes or cut in spending to pay for that. That is why
I think the Treasury’s calculation of the underlying

Mr Tyrie current account balance after cyclical adjustment is
crucial in understanding the deterioration that we21. Could you say that again, please?
have seen on the revenue side this year, and the(Mr Weale) He says at the bottom of paragraph
current position and also, as I say, the position goingB19, “However, since the start of the current cycle,
forward. I really do not understand how they arrivethe average surplus on the cyclically-adjusted current
at their conclusion that the small slippage in growthbudget in the cautious case stays positive in each that we have seen this year, perhaps half, three-year, meaning that the golden rule is met even in the quarters of a per cent compared to the Budgetcautious case.” He has missed the point that a new forecast, can possibly be responsible for thecycle would start and therefore, according to his rule, practically £9 billion loss of revenues. They thinkhe would not be able to tap into the previous that £5.8 of the £8.9 is attributable to the cycle. If you

surpluses. The question of whether that will happen go back to their 1999 ready reckoner—which
or not obviously we do not know, but I think there is incidentally, I find is now updated in the End of Year
a general feeling, a feeling I certainly share, that Fiscal Report—if you use that, you come to quite the
whereas previous projections have been on the opposite conclusion, that instead of two-thirds of
cautious side, I certainly could not say this projection that £9 billion being attributable to the business
is on the cautious side; indeed, I think it is on the cycle, only a third of it is a result of the cycle; the rest
optimistic side. of it is essentially a deterioration in the underlying

structural position.

26. Can we have the reference to that in the End of
Year Report?Chairman
(Professor Spencer) It is the footnote to page 8,

22. I see David Walton musing. where you will see that the adjusted current
(Mr Walton) I am sorry. I did not understand. balance—table 2.4—like a lot of these figures, it is
(Mr Weale) The point is that if a new cycle starts peppered all over the place, but basically, the

in 2004, which it does in the cautious case, then the cyclically adjusted public sector current balance is
the unadjusted less 0.47 of the output gap which thisChancellor—
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year is increasing compared to Budget forecast by temporary phenomenon. To be fair, if you

extrapolate the numbers going forward, he does not0.65 of a percent, and then an allowance of 0.23 of the
output gap last year, which by definition is set in have all of the things like Income Tax and

Corporation Tax recovering to the previous levels,stone for this year. So if you look at these kinds of
rules, you come out with a very diVerent kind of but he makes up for it elsewhere in things like VAT

and Social Security contributions. Perhaps notpicture to the one that the Treasury came out with. I
think that adds to the underlying worries that have surprisingly, his level of forecast receipts in 2005–06

and 2006–07 is identical, give or take a billion, toalready been expressed by the panel, and which I
share, about the move from a very cautious fiscal what we were predicting at the time of the Budget,

which againmay happen but is it likely? The problemstance to a much less cautious fiscal stance in the
Budget. The deterioration in the underlying revenue with these Budget reports is they nearly always have

some nirvana in the future with things recoveringand the deterioration in the economy’s growth rate
this year I think simply underline those worries. nicely, and if you look at the four- or five-year

projected forward cyclically adjusted numbers, theyAgain, I also picked up Martin’s point that the
underlying risks to the economy are very large are virtually always the same, no matter which Pre-

budget Report you use. I think that is where you canindeed. The VAT calculation that he referred to
which says that the year ahead average absolute error legitimately say: should there be some external body

looking at risks around these forecasts? Should thereon the public finances is 1% of GDP—I do not need
to remind you that that is £10 billion or more. These be some kind of fan chart of risks, as Martin was

suggesting? It is very easy; you can always come upare very large errors that are coming in at a time
when, even on the Treasury’s arithmetic, the with reasons why in the future you will return to the
underlying cyclically adjusted balance is very close to level you were previously forecasting. So I do think
zero: 0.2, 0.3 comparedwith a risk factor of one. That these issues in the medium term are very strong and
is a very risky situation to be in, and I think it puts at very important ones. It all comes back to the point
hazard the enormous investment that has been made that basically, the Chancellor has leveraged the
in the new Code for Fiscal Stability. public finances to the cycle more than when he took
(Mr Barr) I share a lot of the concerns that have oYce, and this is simply a reflection of the fact that

been expressed thus far. Very briefly on the more we have very heavy spending increases going
immediate arithmetic for this year, I think the forward. That may or may not be seen as a political
Treasury numbers for the rest of the year are very decision, and perhaps outside the realm of this
optimistic. If you look at a simple extrapolation of discussion, but it doesmean the numbers are going to
theway things have been going on, just to come to the bemuchmore vulnerable on the downside at times of
outturn that is in the Pre-budget Report, it is going weakness than we have seen, because it is unlikely
to be a fairly encouraging outturn if it actually that discretionary spending is going to be cut, so
happens. If you look at current receipts growth on therefore any damage is going to feed through pretty
the central government side, it is around 1% up on a quickly. Beyond though, I have to say, what is the
year ago. In order to meet the Treasury targets they alternative right now? It is very unlikely that we are
will have to run at almost 4% for the remaining five going to see a fiscal tightening. I certainly would not
months of the year, which is certainly possible but I be urging a fiscal tightening at this stage. It is
do not think it is likely. Once these things tend to slip definitely the wrong time in the cycle to do so. The
during a fiscal year, there is a lot of inertia and they Chancellor does not have much choice but to stand
do not tend to turn on a down, if you like. At the up and cut the forecast as he has done. In addition,
same time, the Pre-budget Report makes no mention you can also add the extra gilt issuance that these
of the fact that spending is overshooting this year on numbers imply. We have some very heavy gilt
central government numbers. It is overshooting issuance coming on line in the next few years. That is
relatively significantly, about 1%or so, andwhen you not necessarily a bad thing. I think one of the strange
are dealing with such big numbers that is quite a big government policies of recent years has been to wear
deal, as my colleague mentioned. So I do think that the very significant climate in long yields as a badge
as we go forward to next March, we are going to see of honour, when I think it is anything but. I think it
an overshoot on the existing numbers, which of is directly a cause of pain for the pension fund
course makes all the arguments that we have already industry, the institutional sector, to have such a
discussed even more of a concern, because you may strange yield. There are signs of that normalising. I
find that the cyclically adjusted numbers become think the issuance of long yields will help the pension
negative just as a result of where things are going at fund sector, and will remove some of the abnormal
the moment. I think with this issue of cyclical or not stresses and strains in the system. In that sense, there
cyclical, the important thing right now is that the is a silver lining to this cloud, but at the same time it
nature of the downturn is what is causing so much is important to acknowledge that virtually every
damage. If you plough the ready reckoners—and economist is pointing to thesemedium term risks that
they are only a very rough rule of thumb—they do are out there. The cautious buVer that had been in the
give you a fall in receipts that is nothing like the public finances has gone. I fully agree with that
severe fall we have actually seen. The reason, of assessment. It is just not there any more.
course, is that the nature of the downturn has been
very damaging for the Chancellor’s arithmetic, 27. Can somebody help me with this issue of trend

rate of growth and productivity growth? It seems toparticularly what has happened to the City,
particularly what has happened to Income Tax at the me a complicated story, but as I understand it, in the

Budget the trend rate growth estimate was increasedupper end of the labour market. All of these boom
factors in the years of plenty have virtually gone. The from 2.5 to 2.75 because the Chancellor thought

there had been an increase in the workingChancellor seems to think that that will be a
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population. After the Budget the census figures told cynical hat, I think whether productivity is 2° or 2²,

his forecasts of growth over the next four or five yearshim that the working age population was about 1
would not change very much.million lower than he had previously thought.

Instead of correcting that assumption, what he has
30. Can we just then turn to his forecasts becausedone, as I understand it, is he has increased the

he is forecasting next year 2° to 3%, but all theproductivity trend rate inside the assumption from
forecasts around then, with the exception of the Bank2% to 2.25%. Is that right?
of England, have beenmarkedly lower than that. Are(Professor Spencer) I think that is right, but the
you surprised at the diVerence?reason for that, and the reason I think that is
(Mr Walton) We have got an independentreasonable is that if you look at the eVect that the

consensus which is 2.4% as the latest. As I said in mycensus population figures had on historic
introductory remarks, my central forecast is 2.6, theproductivity trends, the fact that the working
Bank of England’s is 3.1, so 2° to 3 broadly capturespopulation was lower and output was the same
that, although I would incline obviously more to themeant that historic productivity rose. So I think you
2° than to the 3.are simply seeing a switch in the composition of that
(Professor Spencer) I think again the Chancellor’s2.75% potential change from a situation which is

forecasts, not just for revenue, but also for economicrelatively employment-rich and productivity-poor to
growth, are on the optimistic side and, as such, youone which is slightly less employment-rich and better
can say that they are feasible, but they are not thein terms of productivity.
most likely, particularly once you take all of the

28. Because Mr Butler, an economist at HSBC, assumptions together. The probability of coming out
says that if trend growth had not been revised on the optimistic side of the growth forecasts and the
upwards and remained at 2.5%, the Chancellor, by revenue forecasts, in view of the current
the end of the Parliament, would have had to borrow uncertainties, that probability is negligibly low in my
an extra £27 billion. view. That essentially is the problem with these

growth forecasts.(Professor Spencer) That sounds about right tome,
but I am not sure that the Chancellor was actually (Mr Weale) Could I say on the growth forecasts
wrong. Ultimately, what he has done is kept the that I do not have great diYculty with the projections
underlying trend at 2²% and I think there are for next year, as we are talking about relatively small
grounds for doing that. diVerences between themain forecasts of the order of

half a percentage point or less and we know that that
29. Does everybody else agree with that? is a small number comparedwith the sorts of changes
(Mr Walton) I agree with Peter certainly in that that happened during the year and indeed the

GDP is the same, so if you suddenly find that you revisions that can happen afterwards. I am rather less
have got less people producing the same amount of comfortable about the fast growth rates that are
GDP, then it implies that, therefore, activity has gone projected in 2004 and 2005 and the reason for that is
up, so it is robbing Peter to pay Paul eVectively that it is taking a very precise view of the shape of the
within the accounting treatment. I have always had a cycle and the nature of the cyclical recovery. My
slight problem with: why assume one growth rate for forecasting experience is that if you want to
the economy and another growth rate for the public demonstrate the properties of the model which you
finances? It just creates confusion. If you want to use, putting that sort of thing in is fine, but it suggests
have a cautious case, well you just build moremargin a great deal of confidence that a cyclical recovery is
into the numbers into the future. You do not need to going to come at a point reasonably far in the future
do it twice. I would feel much more comfortable and I think someone who wanted to produce a good
generally with thinking that 2°% has been the forecast would probably have put something closer
average growth rate that the UK has seen for a long to the long-term average there.
period of time. It has been the average growth rate (Mr Chote) I again would not have any problem
between 1986 and 1997, the first half, which is in the with the growth forecasts for 2003 and 2004 simply
Pre-budget Report, and on the latest numbers, the relative to the independent average. I think it was
average growth rate since the first half of 1997 has slightly complicated when the Treasury first started
been 2.61%. Well, that all rounds to 2°%, so I would using these ranges for its growth forecast. It explicitly
feel much more comfortable with a central view of made the point that 2° to 3 did not imply a central
2°%.However, it is 2°%which is in the public finance expectation of 2.75 and an element of uncertainty
projections and I would also feel quite comfortable either side. I think I am correct in saying that when
with that. I would not feel that you just have to knock this was originally started, it was the lower end of the
40% oV growth just to make the numbers seem even growth forecast they were expecting and that the
more conservative. range above that or the possibility you might be able
(MrBarr) If I can just add to that, I always thought to get if there were delightful supply-side

that some of these arguments about the productivity improvements, it is a range of opportunity. Now, I
numbers, at least throughout the period of most of do not know whether in the last three years, while I
these forecasts, miss one of the points which is that have been away, that interpretation has been shaded
the Chancellor was always going to assume very and it is now supposed to be 2.5 to 3, implying a
strong growth rates anyway, regardless of his central expectation of 2.75, but if it is the lower end
underlying productivity estimate, because as the that is actually the meaningful forecast, then I do not
economy is recovering from a downturn, there are think it is hard to argue that this is way out of line
these periods of above-trend growth, admittedly with the independent average. As I say, that does not

mean it is right, but it is not way out of line.some pretty strong periods of growth, but, wearing a
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(Mr Weale) Chairman, footnote 2 on table A8, where the table has a very significant stimulant

coming from external trade, which has madepage 178, says: “The mid-points of the forecast
ranges are anchored around the neutral 2²% negative contribution in 2002, but becomes very,

very positive in 2004. If we roll back to the Budgetassumption for the trend rate of growth”. That
suggests that the figures at the lower end are document in March, it was expecting an equally big

stimulus, but a year earlier, so there seems to be thisconsistent with the deliberately cautious assumption
of 2°% trend growth, so that does suggest to me that confidence that at some point, about a year oV, there

is going to be a big stimulus from trade. Do youwe are nowmeant to interpret themiddle point as the
central expectation. agree?
(MrWalton) Perhaps I could add one thing on the (Mr Weale) I think the assumption that at some

medium-term projections which is that, in a sense, point growth in world trade will resume to what is a
these are stylised projections and who knows how the historically normal range is a reasonable one to
economy is going to perform over the next several make. It could turn out to be wrong, but the past is
years, but the basic point is that if you believe that the the best guide that we have, so I think it is reasonable
economy at the moment is about 1% below trend, to look for a pick-up in exports and an acceleration
then at some point you would expect to regain that. of export growth to around that sort of rate. In the
Whether that will be next year or the year after or the year 2000 over the previous year, exports grew by
year after that, in some sense, is academic for these 10% in volume terms, so it is perfectly possible. The
projections. It is the fact that you do recover that lost assumption that import growth will be lower than
output and the way that gets reflected is next year, that, well that is diVerent from the experience of the
instead of 2°%, which is the neutral assumption of last four or five years and I would have thought it
the public finances, you have got 2², so you regain could only come from the assumption that by then
per cent. The following year you have got 3%, so you the eVects of the over-valuation have more or less
have regained another °%, so that gives you ², and fully worked themselves out, not in the cent, but the
then the following year you have got 2², so you have high value of sterling is stopping having an eVect, but
regained the 1% loss of output. Then thereafter, they the loss of export markets that it has led to has
are assuming 2°, and in fact 2 in the final year, so it completely happened.
is that. I do not think the Treasury is trying to say,

32. This table also tells the story about the“This is precisely how the economy is going to
rebalancing of the economy which I mentionedperform”; it is trying to say, “Look, the economy is
earlier on because it shows the contribution from thebelow trend now and we expect to regather that at
consumer being less significant and the contributionsome point”.
from exports being more significant over the two-(Mr Chote) I think it is worth making the point
year forecast period. Are you all reasonablythat various people have raised of whether it is
confident that that is likely to happen and that it isappropriate to push back the date at which the cycle
the story of the rebalancing?ends in terms of judging the overall sustainability of
(Mr Weale) In the last nine inflation reports, thethe public finances. There is clearly a trade-oV in that

Bank of England has been reporting that it expectsyou could make the cycle end earlier, as it had done
consumer demand to slowdownor the growth rate ofbefore, but that would require an even sharper than
it to slow down. Those are things that I could happilyexpected rebound in growth to get you back there, so
have written myself. I think the longer the consumerone cannot have the criticisms simultaneously, but
boom goes on, the more likely that the sharper awith a slight fiddling of it to push back the end of the
slow-down it is likely to be for the obvious point thatcycle and to worry about the fact that you have got
as people are running up debts, in the end they startan excessively optimistic growth forecast for that
having to worry about how to repay them and evenperiod of rebound.
if all they do is stop increasing their borrowing, that(MrWeale) Chairman, I think it is not only that. I
limits the rate of growth of consumption, so I thinkthink it is also that many econometricians in
we are very likely to see stabilisation of consumptionparticular would take issue with the proposition that
growth at some point. The precise timing of it isthere is a clearly defined trend and when you fall
something that obviously any forecaster hasaway from it, you are always dragged back towards
diYculty with.it. There is a lengthy debate in particularly the
(Professor Spencer) I think there are very goodeconometrics literature about whether such a trend

reasons for expecting consumer spending to slowexists or whether it is something that moves around
down at some stage over the next 12 to 18 months.as the economy is subject to shocks. Rightly or
Basically if you look at the main driver, which is realwrongly, I thinkmost of the econometrics evidence is
disposable income, that has, until very recently, beencloser to the idea that the trend is not a fixed, firm
growing very strongly up nearly 7% last year, as I amline, but something that doesmove around quite a lot
sure you know. This year it is much lower for aand in that case the assumption of cyclical recovery
variety of reasons, including those City bonuses thatcoming some time in the future is perhaps a bit
we have been talking about, and of course one of theoptimistic.
implications of a move from a position in which the
Exchequer is in surplus and can aVord to finance the
higher levels of public spending essentially throughMr Plaskitt borrowing, given the leeway under the golden rule, as
you move into the situation that we have now where31. Can we just turn to table A8 on page 178 of the
the underlying current account situation is inReport. This is the one that breaks down the
balance, what thatmeans is that any higher spending,components of the growth forecast and I would like

your comments on it in particular in respect of 2004 instead of being met out of borrowing, must be
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financed essentially out of taxation. That of course (Mr Barr) I think that on the starting point of the

cycle, you can, and the Treasury does, make a caseseriously neutralises the overall eVect of that
spending on GDP, and that is particularly germane that you can push it back a year or two to 1997–98.
to consumer spending because what it means is that I do not think it is as strong as saying it started in
any strength that we see in the public sector’s 1999–2000, but you can get it started a little bit
contribution to GDP growth will be oVset elsewhere, earlier, if you want to. At the end of the day, that just
in particular in consumption. Therefore, I think if improves the arithmetic in the Chancellor’s favour
you add all of that up and you allow for the fact that because it gives him more surpluses to take account
real disposable incomes are also extremely important of when he does this averaging process on his current
in driving the housing market, then you can see a surplus, which I think the Chancellor is telling us is
situation in which real disposable incomes will his preferred way of looking at the golden rule rather
continue to slow, partly because of higher levels of than the cyclically-adjusted measures which tend to
taxation beginning with the National Insurance be a bit of a rule of thumb, ready reckoner.
contributions next April, and that will slowly but

37. It is true to say that on page 182 the statementsurely subdue the housingmarket and the high street.
says, “. . . the Government’s provisional view is that

33. From what you have said about debt and the current economic cycle started in 1999–2000”.
borrowing, and your cautious view about the Does that imply that at some time further down the
Treasury’s forecasts in all of that, would you all be line they might look back and decide that it had not
expecting the next CSR to be a much tougher aVair started then?
than the last one in terms of future growth in public (Mr Weale) I think that is quite likely and the
spending beyond the current CSR? explanation is on page 164, chart A4, where the
(Mr Weale) I think yes and inevitably yes because Government shows its estimates of the output gap.

at the end of the day, unless taxes are to increase, You can see there that in 1999 there was only a very
public spending can grow no faster than the growth brief dip below trend. Now, it would not take much
rate of the economy. The current Comprehensive of a change to the numbers or to the estimate of the
Spending Review had growth rates faster than the trend line to say that the economy had been above
growth rate of money spending in the economy. trend for the whole period from 1997 to 2002 and in
They, as far as I can see, will have to come down next that case theywouldwant to say that the cycle started
time unless we are to see a further increase in the in 1997.
tax burden.

38. So even if someone independent were to34. Is that a general view?
determine the cycle, they would probably still move(Professor Spencer) I think I share that view.
it around?Certainly the political price of higher levels of public
(Mr Weale) They would certainly still move itexpenditure will go up and I would imagine that

around. The key point would be that it would bewould tend to reduce the kind of growth rates that we
done independently of what impact it might have onhave seen. Plus, of course, I think you could argue
the appearance of the public borrowing figures andthat having spent a lot of money on schools and
the question of whether or not the golden rule washospitals and all the rest of it in the last CSR, the need
met.for that expenditure is somewhat lessened in the
(Mr Chote) Certainly in the US where the NBERnext CSR.

essentially is sort of regarded as being an arbiter of
35. Finally, the Chancellor says that the current when the sessions stop and start, the fact that they are

cycle started in 1999–2000. Did it? not part of the Government does not mean that their
(Mr Walton) I think that is a reasonable estimate. job is any easier and that they are any more likely to

It is always impossible to know for sure where the stick to a judgment and not shift it around. I think
economy is relative to trends because we just cannot what this does underline is that you do not want to
measure potential output, but if you bear in mind be interpreting the golden rule in such a way or to be
that we have seen broadly stable inflation over the reaching your judgment as to whether this was a
past two years, in a sense the best guide to whether or sound or an unsound set of projections of the public
not the economy is close to trend is whether or not finances, but it depends entirely upon whether the
inflation remains broadly stable through time. We cycle is starting in year X or year X-1. If it does, then
have seen broadly stable inflation now for a long that surely is a sign that you need to be worried and
period, which suggests that the economy has been that it should be viewed with an element of greater
broadly close to trend for a long period. I would be caution.
quite happy with the notion that the economy was (Mr Walton) The very striking thing about this
broadly at trend in 1999–2000. Since then it has chart is if you had had it going back the previous 20
grown a bit below trend. The Treasury thinks that years. The thing which would come out very clearly
output is 1% below trend, and I would round that to is just how small the output gap has been in recent1, but I would not have any major quibble with these years and that also comes back to the point thatnumbers. growth in the economy has just been very stable at

around the 2° to 3% rate in recent years, whereas if36. What criteria have to be met, in your view, for
you go back, you have got much more volatility inus to know when this current cycle has ended?
growth and you would have much more volatility in(Mr Walton) If it remains a relatively stable cycle,
the output gap. These are fairly fine judgments as towe might never know when it has ended. In a sense,
when the cycle precisely began and, as I say, for meyou need a bit of a boom or bust to be able to date
it is hard to quibble too much with what they arethese cycles very clearly and hopefully we will be in a

long period where we are not able to date the cycle. provisionally saying at the moment.
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previous years we really would not have worriedDr Palmer
about these issues very much because we were so far

39. I have two questions arising out of these points in surplus, significantly away from what you might
you have been making and one is specifically for Mr have called worrying about it, but right now because
Barr. You were mentioning that spending has these numbers are close to zero, it means that because
overshot the anticipation. I remember about a year of issues such as this spending overshoot, such as the
ago we were criticising various departments for fact that receipts are coming at even below the
underspending and what we were told then was, Chancellor’s latest numbers, we have to be concerned
“Well, we are on rolling three-year budgets and the about it.
idea is that we should not spend quickly, but we (Professor Spencer) I would certainly add to that,
should spend wisely and once we get going, watch that it is not just the uncertainty about the economic
what will happen”. Do you think that is what is factors as we go forward, but the uncertainty about
happening in fact, that the investment in schools and the underlying trends and everything else that goes
hospitals and so on is simply coming true a bit later into the cyclical adjustment. I would just refer people
than expected? back to the document that the Treasury produced in
(Mr Barr) There are a couple of quirks in the way 1998, I think it was, Fiscal Policy: Lessons From the

things are going. The net investment side of things is Last Economic Cycle, and lesson number one is,
overshooting on the central government side, but if “Take a prudent approach which says adjust for the
you look at the public sector as a whole, which is economic cycle and build in a margin for
ultimately what matters for the borrowing, it is uncertainty”. As you read through this, if you
actually undershooting and they are not going to substitute the 1990s for the 1980s, it makes a very
meet the targets, which implies that local authority good read indeed and this is essentially the
capital spending is coming in way below budget and Government’s warning that it should not happen
there is no real explanation of that in the Report at again, and I am afraid it looks as if it could well
all or, even looking at previous years, there is not a happen again.
great explanation of why things have or have not

40. Coming back to the public spending issue, docome in on the spending side diVerently from target.
other members of the panel have a view on whetherI think yes, there was in the early years. There are the
this overshoot is likely to continue or not, whetherold analogies about economics being a super-tanker
basically we are catching up with last year’sthat is diYcult to turn and I think it applies to public
undershoot or whether you think that something isspending as well in that when you have had years of
happening which was not anticipated?famine and all of a sudden the Chancellor says,
(Professor Spencer) I think the undershoot will“Things have changed” and you have got this extra

continue because it is a semi-permanentspending forward, it is diYcult to gear up to that
deterioration. It does not matter which way you lookspending and it is diYcult to change the, I do not
at these numbers, whether you look at themknow whether I would use the word “psyche” or not,
technically, applying the Treasury’s ready reckoner,but it is diYcult to change. The introduction of the
or whether you look at it tax by tax.public service agreements aswell probably took some

time to bed down where there is lots more central 41. I am talking about spending.
control over the spending. The reason for it (Professor Spencer) Sorry.
overshooting now is not clear. The Chancellor says (MrWalton) I would just say on spending that the
that it will not be sustained. I did some calculations one thingwhich is not completely clear from the PBR
yesterday. We only really have detailed figures on is just howmuch of this is using up previous end-year
central government spending and the public sector flexibility. The Government states very clearly on
spending comes in with such a line that it is not very page 16, “full end-year flexibility which allows
relevant for us at the moment. On that, if you look departments to carry forward underspends from one
at what I call “core spending” which strips out social year to the next”, and that is a feature of the plans
benefits and strips out interest payments, which you and we have built up a stock of end-year flexibility. I
would think would correlate most to the so-called have to say, it would be very useful if, in the Pre-
front-line services, spending is running at over 10% budget Report, which is running to well over 200
year on year, so in order to meet the Chancellor’s pages and, as far as I can see, I cannot actually see the
targets, that is going to have to slow to 5% in the number for the stock of end-year flexibility, so that
remaining five months of the year, which I do not would be a useful number and it could well be that
think is very likely. It is possible, but I do not think departments are using some of this previous build-up
it is likely. For example, have the public sector wage of end-year flexibility. In paragraphB66 on page 202,
settlements come in above the planswhichweremade it just says, “As in previous years it is assumed that,
at the time the Budget figures were drawn up? They over the course of the year, underspends will oVset
do not really change their spending estimates in the the drawdown of end-year flexibility”, so there is this
Pre-budget Report, but they really leave it for the full tendency to believe that there will be an underspend
Budget. I do not know the answers to this and I on the plans agreed in any one particular year to the
certainly do not think the Treasury were willing to extent you get an underspend in that year, and
elaborate on them, but the problem with somewhere else you are drawing down some of the
overshooting your spending right now simply end-year flexibility, but it would be nice to know if
because your receipts have fallen away, it would not there is any information really as to whether the
have mattered so much a few years ago, but it is overshoot in the running rate at the moment is that.
pretty critical now. I thinkwe all come back full circle In a sense, it does not have a major implication for
to this point about caution. The buVer, as Alex called the trend going forward. Provided the public

spending plans are fixed and they are adhered to,it, in the public finances is virtually zero, so that in
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then whether you have a bit of extra spending one can throw £1 billion fromone side to the other during

the course of the year, so the current/capital split isyear because you had an underspend the previous
worth looking at closely.year does not really matter that much for the longer-
(Mr Weale) Could I say on the question of theterm trend. The longer-term trend is really

overshoot that there is an issue of public sector paydetermined by the profile for tax receipts which are
increases and that obviously we have a number ofobviously determined by the economic cycle.
large public sector claims at the moment, the(Mr Barr) The only thing I would say on that is
firemen’s claims being themost prominent, and therethat I think the overshoots would definitely be
have also been in various departments substantialsubsumed within the end-year flexibility numbers.
pay increases already and to the extent that theThe last time I looked at the outstanding stock,
overshoot is caused by pay increases, it will be verywhich is buried away in one of the various papers that
diYcult to get a grip on it.the Treasury submits for approval to the House of

Commons every year, the numbers involved would
be less than they might be with some end-year

Mr Lawsflexibility. I think the problem with these things is
that if there is a certain amount of spend in one year 42. We have had a very good discussion about the
because of the end-year flexibility, it is very diYcult prudence of diVerent assumptions that are being

used to produce the borrowing figures which werethen the next year to adhere to the original plans
unveiled in the PBR. What I would like to get fromwhich might well involve a cut in spending or a very
each of you in summary form is a sense of howsoft growth rate. I think in that environment it is
prudent you think the borrowing figures are overallquite diYcult to do that, it is quite diYcult to turn
as a consequence of all these diVerent assumptionsround, so it works in principle, sure, to have these
that are being made. I would also like, so that we canflexibilities. The other point is that in practice I am
get it in really simplistic terms that we cannot sure it works as well. If you overshoot one year,
understand, each of you, as well as giving a summaryit is likely youwill carry that forward to the next year.
view, to grade basically the public borrowing figuresI think, more than that, the point is that these public
and assumptions in terms of whether you considerfinance figures are done on the basis of total managed
overall that they are either very prudent, prudent,expenditure outturn and obviously if we get an
neutral, imprudent or very imprudent, starting withovershoot of that, it is going to blow a further hole
Mr Barr.in the cyclically-adjusted current surplus. Sure, if you
(Mr Barr) I have drawn the short straw! I thinkcould take it all back in 2003–04, as David argued, it

looking at the net borrowing figures, and the risk stillis not necessarily a problem going forward, but I am
exists that wewill see an overshoot relative to the pre-not convinced that things work that way.
Budget numbers, the October public finance data(Mr Chote) I think it is also important, when you was very disappointing indeed and it exacerbated

are looking at how things have been turning out some of the trends that had already been in place in
through the year to date, to look at the comparison the first six months of the year. I am not convinced
between current and capital spending here. One of that things are going to change round or improve, if
the odd features is the fact that despite supposedly you like, in the remainder of the fiscal year as much
longer-term views of these things, capital spending as the Chancellor expects. In a note we did for the
does remain very end-loaded into the year and it was Committee, it explains just some of the forecast
certainly conspicuous, for example, that I think in the numbers he has for the remainder of the fiscal year
first seven months of the year about three and a bit and, to me, they are very much on the optimistic side
billion of public sector net investment has been of the way things are likely to be. Why does that
carried out compared to a Budget forecast of £14 matter? Well, if you overshoot this year your net
billion, which remains unchanged here. I thought, borrowing even further, you kind of lock that in for
when I saw those figures for the first time, that this future years. It carries forward, it does not just drop
must be completely unprecedented, only to discover out. Therefore, I think in that sense I would see the
that actually you only have to go back a couple of risks remaining on the downside for the public
years to find an occasion on which public sector net finances or on the upside for net borrowing, however

you want to show it, at least in the short term.investment was six times larger in the second half of
Further out it does get very diYcult and I think whenthe year than it was in the first, but I think there has
we sit here and argue over 0.6 or 0.7 five years out onto be a question mark over whether there is
a cyclically-adjusted net surplus, one year ahead yousomething in the way in which the interaction of
have a 1% error on the public finances, so you canTreasury and the departments is aVecting the profile
imagine how much you have five years ahead.of public sector net investment through the year and
Therefore, in that sense, I think going forward andwhether there must be some sort of problem there.
looking at the numbers out there in absolute terms isThe other thing to note, looking back of course, is
a bit of a pointless exercise, but then you come to thethat the distinction between what we think is current
ranking of the five choices you gave and I will hedgeand what we think is capital, that has changed and it
a little bit because I am an economist and I am goingexplains why public sector net investment last year
to say neutral to imprudent, but edging towards thenow looks a lot lower than we thought it was at the
imprudent side.time of the Budget. You have things like, for

example, where the Treasury and the Ministry of 43. That is fine. I will settle for that.
Defence took the view that tanks were capital (Professor Spencer) It will not come as any surprise
spending only to discover that the statisticians told to you to hear that I think that these are imprudent

numbers. The underlying cyclically-adjusted Budgetthem that in fact they are current spending and that
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is in balance or in deficit already. It is very diYcult to Chancellor is whether he feels the need to restore the

same degree of caution that he had at the time ofsee the economy growing much like a trend rate over
the Budget.the next year. Our own forecast is for sub-trend

growth over the next year and the problem is with the
46. David, are you going to save the Chancellor?underlying deficit in that when you look at the
(MrWalton) You can tell you have got a group ofcomposition of tax, there are few grounds for

economists here! Before I answer, let me point outthinking that the underlying deterioration is
paragraph 2.36 on page 23, which is just to rememberanything but a semi-permanent change. As you go that the Pre-budget Report has a diVerent statusforward, a situation in which that Budget is in from the Budget, ie, this is an updating of the forecastbalance and all of these potential shocks hitting, I am and deterioration through the year is just taken as aafraid I would describe as imprudent. given. This is not necessarily the outturn that the
Government, to quote them, is seeking to achieve, so44. But not very imprudent?
that is just a caveat. In other words, if the Chancellor(Professor Spencer) Not very imprudent, no. It is
feels that he wants to maintain the same degree ofjust possible that everything could come out as the
caution going forward, the Pre-budget Report is notChancellor hopes, but it is unlikely.
the time when he would that, but it would come(MrWeale) For the sake of variety, I would like to
about in next year’s Budget. Now, in terms ofdescribe the short-term position as prudent and, for
whether this is prudent, very prudent, et cetera, ifthe reasons given in the Pre-budget Report, there
prudence is defined as sustainability, which I think ithave been large, accumulated surpluses in the recent
should be when looking at the public finances, thenpast. The Chancellor has access to financial markets
these numbers overall are in the prudent to veryto cover temporary shortfalls and it would be foolish
prudent category. The UK has got a net debt rationot to use them, so taking a view of the cyclical which is 33% of GDP. There is a graph on page 18position so far, I would say that the position this year which compares it with other countries, so the US,and next year is prudent. When I look into the over 40, and similarly in other European countries.medium term, I move in line with the previous voters The gross debt ratio in the UK is around 40% ofand describe the position as imprudent. The GDP, whereas the EU average is close to 70%, so in

Chancellor’s forecast is based on an assumption that no sense can the public finances be described as
revenues will recover and what I think is a slightly imprudent, inmy view.Youmay have some concerns
optimistic assumption about trend economic growth, about what the numbers are going to be looking like
putting those two together, I think it more likely that in four or five years’ time, but that gives plenty of
the golden rule will be broken in the medium term time—
than that it will be adhered to. I should stress of

47. Can I just clarify what was meant by prudentcourse, as the first speaker said, that there is very
and imprudent in terms of the likelihood of theconsiderable uncertainty about those assumptions
Chancellor being successful and hitting theabout that prediction, but that is something which
borrowing targets that he has got, or whether histhe Chancellor should also recognise about his
assumptions are a bit optimistic and, therefore,predictions.
actually the borrowing is likely to go above that even

45. That is very useful. Before we have Mr Chote, if it might be within some overall golden rule?
can I just discourage him from having short term, (Mr Walton) Well, in terms of the likelihood of
medium and long term, but I will allow short term hitting his targets, I would be in the neutral category,
and long term. but in terms of the public finances, I am in the
(MrChote) My answer would not be very diVerent prudent camp.

from Martin’s. I think that in the short term it is
48. Can I ask you each one other last questionentirely prudent, as it were, to accept the higher

before we have to move on and this is in the light ofborrowing this year and next, not to say there is a
what you said. If we assume that each of you wasneed for an immediate policy response to fill that
called in to the Treasury before the next Budget toblack hole. I do not think it is imprudent in the short
give your advice about what the Chancellor shouldterm. The macroeconomic justification for accepting
consider doing and if the Chancellor said to you,the higher borrowing seems to me to be reasonable
“Look, I am going to stick with my spending plansand it is not going to bust the fiscal rules, properly
because I can’t possibly go back on those. I don’tinterpreted, in the short term. I would agree with
really want to raise taxes with an election coming up,previous speakers that in the longer term this is
but I am really committed to the fiscal rules and toclearly a less cautious forecast and there is less
keeping borrowing under control and everything Icaution built in than there has been in the past have ever said and that is the most important thingbecause of the uncertainties about how much of the for me”, then what would each of you say to him inshortfall in revenue is cyclical, the question of the terms of the advice you would give about what helong-term path for corporation tax, et cetera. should be thinking of doing to deal with the situation

Another question is whether, for example, the and keep within his fiscal rules?
Chancellor might want to fill in the AME margins. (Mr Barr) I think if you were to rely on any fiscal
What we used to think of as part of the contingency timing as a result of a political decision not to want
reserve is less now than it was and you might want to to raise the tax burden ahead of the next election—
refill that. So, in that sense, I would say short term
prudent and longer term neutral to imprudent on the 49. Let’s assume though that he wants to do the
grounds that it is less cautious. These numbers could right economic thing and that you are giving him

economic advice, not political advice.turn out to be right, but the question for the
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(Mr Barr) I would tell him not to raise taxes or the economic cycle or how much debt they have got,

is a classic example of that. The thing with thetighten fiscal policy for the time being because there
is too much economic risk on the downside to take Government’s rules is they do have a lot more

flexibility. The ability to judge things over the coursethat risk. I would point out that if he wants to meet
his spending plans going forward and even if he of the economic cycle means you do not have to

worry about things from one year to the next, but atwants to deliver some of the public service
improvements that are being promised, it is likely we the end of the day these rules are really only in a sense

guides to ensuring that you have fiscal sustainability.are going to see years of above-trend spending for
some time, in which case in eVect he is going to have In a sense, it is a little bit unfortunate that they have

been elevated to the level of being strict rules that youto raise taxes and he is going to have to come to some
kind of pact with the electorate that they are going to cannot breach in any circumstances because that

does not always make economic sense. So for me Ihave to pay higher taxes to get higher spending, but
that is probably a decision which can be deferred to would say to the Chancellor given that the fiscal

position is far and away the best of any majoranother day. I certainly would not be tightening fiscal
policy at this stage, but there are some diYcult developed economy in terms of the debt position and

in terms of the medium-term prospects lookingdecisions for the Chancellor ahead.
forward, its ageing population and the implications(Professor Spencer) I would simply point him to
for the public finances are a lot less in the Unitedlesson two of the document on fiscal policy lessons
Kingdom than they are in many other countries. Ithat I referred to earlier, which is to be open and
would say there is no urgency to address thistransparent. This Pre-budget Report, when you look
overshooting in borrowing. Maybe at some point inat it and try and work out how they have made the
the next few years you will need to address this butvarious adjustments, is anything but open and
this is not something to address in the Budget.transparent. I would advise him to say, “The current
Chairman: I think you have disappointedDavid onposition is not sustainable into the medium term and

that one.we will have to put up taxes at some stage”, and, in
the way that we used to put into what used to be Mr Laws: But not the Chancellor.
known as the MTFS, tax cuts, we used to build them
in, we should move to a situation in which we build
in tax increases as we go forward into future years. Mr Beard
50. Gosh, youmight not be invited back after that! 51. In the Pre-budget Report on page 113 it says:
(Mr Weale) I would make the point that if the “Public sector pay represents a significant element of

Chancellor is committed to his golden rule, then he spending on public services.” How much of the
should demonstrate that commitment, not by saying spending that is planned in the Spending Review
that he will increase taxes, but by saying that if things 2002 do you expect to be absorbed in public sector
turn out worse than his forecast appears, then he is pay rises?
prepared to increase taxes. My understanding from (Mr Chote) So far as I am aware within the
the Treasury is that there is concern that people spending total there is clearly no item set aside for
might doubt the commitment to the fiscal rules if the public sector pay. You could start from the point of
forecast is hedged with the uncertainty that it should view of saying if you look at the overall spending
be hedged with. I think the opposite, that if he wants envelope you are expecting increases on average in
to demonstrate his commitment, then he should say, cash terms of maybe six and a half per cent over each
“If things turn out badly, I am prepared to raise of the next three years. You could make the point
taxes”. I do not think he should actually do anything that the public sector pay bill at the moment is
in the next Budget, but he should indicate his something around £115 billion, although that is quite
willingness to do so. hard to define, and less easy to define than it was. So
(MrChote) I think that if he is basically committed you could extrapolate from that and say if you were

to the spending plans, then you would have to say going to keep the public sector pay bill at roughly the
that there would probably be a need to increase taxes same proportion of total spending then it would not
in order to restore the degree of caution which you be unreasonable to see it rising by the same amount
have had in the forecasts in the past. I am inclined to on average over the next three years. The question
agree that at the current time, I do not think it was then of course is what is the make-up of that pay bill.
necessary to come out and say now that taxes are You have had a period of rising public sector
going to have to go up in the Budget, but I think the employment under thisGovernment following a long
question then is one of timing as much as anything period of decline in public sector employment and
else, but it is as Martin said, that essentially you have obviously every pound you spend on an existing
got to show the willingness to do what is necessary to public sector employee you are not able to spend on
meet the rules if things turn out for the worse, but hiring a new one. Beyond that I think the diYculty is
that is not to say that you should act immediately to that you get down to the allocation of where there is
do something when it might not be the best thing for a case for spending and oVering higher increases or
the economy at this stage, but you need to have the not is down to whether you have a particular need to
long term and the rules look incredible in the retain, motivate or get better people in particular
longer term. sectors rather than others. Obviously in the problems
(MrWalton) I think the problem with rules is that you have at the moment with the discussion over

sometimes they can force you to do things which are firefighters, etcetera, you have one set of arguments
not actually that sensible. The Stability Pact is a good about what is a just set of comparisons from one
example of that where just forcing countries to group of workers to another, and that may lead you

in one direction. The question of where a pound isbalance budgets by an arbitrary date, regardless of
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best spent to get bang for your buck in terms of This makes the whole area extremely diYcult to

analyse—even the current position let alone thewhether you get noticeable improvements in public
services will point you in another direction. That is a position going forward.
broad overview. If you look at spending totals as a

53. Are you all agreed that measuring productivitywhole, it is hard and as far as I am aware, and
in the public sector is a very diYcult and inaccuratecolleagues will correctme if I amwrong, there is not a
process? Is that what you are saying?element stripped out of the public spending envelope
(Mr Weale) Absolutely.that is clearly allocated to the public sector pay bill so
(Mr Barr) I think in the service sector as a wholeyou can make only rough extrapolations as to where

it is very diYcult to measure and the ONS have beenyou think it may go.
having a discussion about this—because outputs are(MrWalton) I think it is interesting to compare the
diYcult to observe.private and public sectors. If in the private sector you

had a pay increase that was not matched by 54. How much danger do you think public sector
productivity, again with the Government’s macro pay rises pose for the economy and for public
framework of the inflation target, in the end you finances?
would end up with lower employment as companies (Professor Spencer) Taken literally, as David was
would seek to maintain their profit margins. In the saying, in principle a rise in public sector pay will,
public sector if you get pay increases which are not given a fixed amount of cash expenditure, reduce the
matched by productivity you end up not with lower real volume of that public spending and that will in
employment but with lower provision of other public itself tend to depress the economy. That is one of the
services—books and equipment in schools and so on. paradoxes of the new fiscal stability framework
The diYculty is how do you measure productivity in compared to some of the cash-based systems that we
the public sector. Certainly the statisticians are not had for example during the 1970s where public sector
very good at that and some element of higher pay pay simply meant inflation. But whether or not it
increases may be necessary in order to get, in a sense, would actually work like that is, frankly, anybody’s
more out of the public sector workers, but that is a guess. It is extremely hard to know how a public
very diYcult judgment and it is a judgment that you sector pay explosion, if that is what you are talking
are never really going to see properly reflected in the about, would play out in reality.
statistics. (Mr Barr) I would make two points. Firstly, there
(Mr Weale) I think the apparent link between pay is a risk in paying the public sector more—there are

and productivity is a fallacy and one can demonstrate various arguments whether you should or should
this best by thinking about the industries that are not—that the output of the public sector will fall
making computer equipment. If there the pay of the below the Government’s targets and the
workers had increased in line with the productivity of Government ambitions which may well be an issue
what they were doing and of what they were for the future ahead of the next Election. The

pressure then, of course, would be on the Chancellorproducing, they would be way oV the normal income
distribution by now. The point about productivity to keep increases in public sector spending at an

above trend rate to deliver the volume of output thatincreases is that the benefits of them accrue to the
population as a whole and not simply to the people is required or necessary improvements that people

demand, which is an important issue. The linkwho happen to work in those particular industries.
To give a very good example, possibly the firemen between public sector pay and private sector pay is

something that some people draw attention to. Somecan become more productive but that does not in
itself seem to be a reason why the taxpayer should people are worrying that highly above inflation

public sector pay increases would feed through to thepay for that instead of getting the benefit in a
relatively lower tax bill. The appropriate determinant private sector. I am not at all convinced of that.

There is a complete split in the public sector andof public sector pay is supply and demand. If there is
a shortage of nurses and theGovernment has decided private sector going back many years now. I think

because we have got very decentralised and a verythat it would like to have more nurses in hospitals,
then it is natural to expect rates of pay to rise and a competitive bargaining system in the UK for wages

you will not see big increases to the private sectordiscussion of shortages simply demonstrates this. I
think we have seen in the last 20 to 30 years, at least simply because the public sector payroll is quite high.

There is no evidence of that yet, maybe it has notaccording to an article by Stephen Nickell in the
Economic Journal, a decline in the quality of people come through. Certainly higher public sector pay can

feed through to private sector inflation which in turngoing into many parts of the public sector. If the
Government feels that it is desirable that should be can feed through to Bank of England inflation

measures, but in terms of a link on the wage side Ireversed then it will have to paymore, but to link pay
increases to productivity, as the Government seems personally do not believe there is a problem.
to be doing, is taking us back to the worst aspects of (Mr Weale) I am perhaps not quite as sanguine
the pay policies that we had in the 1960s and early about the link on the wage side. With the prospect of
1970s. very high increases in the public sector you will find

people in some parts of the private sector pressing for
52. Do you share those views? similar increases. If the Bank of England’s inflation

target is completely credible then we may well find(Professor Spencer) I think it is extremely hard to
say exactly which part of any particular public that those sort of disputes are resolved without

inflationary pay increases and without majorexpenditure is actually real or in what sense it is just
inflation, given the kind of problem that we have got. industrial disturbances and industrial friction. It
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would be nice to think that the world will be like that (Professor Spencer) I think the undershoots have

probably stopped. The public procurementbut I think we will be in a better position to judge in
two or three years’ time. managers have learned how to run these budgets and

I think a lot of shortages that we saw have been55. We earlier had a discussion about government
resolved. Ultimately the question is whether or notoverspending and underspending.We have been told
we will now begin to overshoot the plannedvarious reasons in the past why this was happening.
expenditure levels and, again, I would be relativelyJust very briefly it would be interesting to hear from
optimistic. I think it is a lot easier not to signall of you. Do you now believe public expenditure to
contracts, not to hire new nurses and teachers than itbe as is targeted?
is to find those nurses and teachers if they are simply(Mr Walton) I did not quite follow you. Are you
not there. So I think the problems will be eased now.saying will the Government be able to stick to its
(Mr Weale) I suspect that the sharp undershootspublic spending programme?

we have seen will be a thing of the past. I think the
56. Yes. Civil Service has learned to manage the spending
(MrWalton) Ultimately that is a political decision. now so we should be closer to targets.

If the Government has got the political will, there is (Mr Chote) On the current expenditure that
enough generosity in the public spending plans, given certainly seems to be the case. I would not have said
past increases in spending, that it would show a lack that the out-turn for the year to date on current
of political will not to stick to them. expenditure, although it is slightly overshooting, is

very significantly out of line with the target. I would57. That is not the explanation that has been given
merely flag up again the question of public sector netin the past. The other explanations have been that the
investment and the fact that it is proving ratherCivil Service has not been geared up to increasing
diYcult to get as much public sector net investmentactivity, industry is not geared up to it, and various
out of the door as the Treasury would like. Lookingother institutional reasons. Really the question is do
back at the Budget, we thought we had done £12you believe the present position is an indication that
billion of it last year and it now looks as though weall those problems have been overcome and we can
did £8.8 million. We are expected to do £14 billionnow expect the expenditure as estimated to be
this year and we have only done £3 billion and a bit,realised?
so on the net investment side there are still questions(Mr Barr) To come in line with its targets?
about the timing through the course of the year and

58. Yes. whether the planning process delivers you a reliable,
(Mr Barr) Certainly the big undershoots we have predictable stream there.

seen in the past—it is becoming easier to spend the Chairman: If there are no further questions, thank
available money. I referred to the super-tanker you very much for your attendance this morning. No
earlier. I think attitudes have changed, people know doubt we will have a few sharp questions for the
the money is there and the Treasury may be willing Chancellor. Thank you for your contribution.
to spend it and theChancellor has invested politically
in this so I think the chance ofmeeting the targets and
not undershooting is much higher than it was in the
previous Parliament.

Further Memorandum submitted by Martin Weale, National Institute of Economic and Social Research

The Golden Rule and the Timing of the Cycle

1. The golden rule states that, over the economic cycle, current government revenue should equal or exceed
current expenditure.

2. Failure to meet the golden rule by a small amount does not, in itself, imply that management of the
economy has been significantly imprudent. However, given the importance attached to the golden rule by the
Government it is reasonable for the public to want to know whether it is being met or not.

3. Judgement is inevitably required in assessing the start and finish of the economic cycle. In view of this
it is also reasonable for the public to want to be assured that the definition of the economic cycle is not
distorted by a desire to meet the golden rule in order to find some political advantage. For this reason it is
desirable that the judgement should not be that of the Government but of some independent body like the
National Audit OYce.

4. The golden rule is often presented in an alternative form- that the current budget balance adjusted for
the eVects of the economic cycle should be in surplus.

5. This form requires an extra layer of judgement over and above that described in paragraph 3. It is
necessary not only to judge the current state of the economy relative to trend but also to take a view on the
impact of this deviation from trend on Government revenue and expenditure. The Pre-budget Report refers
to changes in the pattern of the cyclical adjustment; if nothing else this demonstrates the degree of imprecision
associated with these calculations.
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6. There is very little doubt that the golden rule, as defined in paragraph 1, will be met over the current
cycle. As the Pre-budget Report describes, there is a large cumulated surplus over the cycle so far and it is
hard to imagine this being dissipated in the next two or three years.

7. The cumulated surplus is such that the economy would have to remain below trend for a very long time
for the golden rule to be breached. Actual deficits on the current budget are forecast to be £5.7 billion this
year and £5 billion next year. The economy would need to run these deficits for eight to nine years for the
deficits to be breached.

8. The worry is rather more that the trend level of output is below the level the Government has identified.
If trend output were 1% below actual output (the cautious case considered by the Government) then the
timing of the cycle would be changed. This can be seen from chart A4 (p.164 of the Pre-budget Report).

9. There the start of the cycle is defined as the time at which the output gap rises above zero from below.
This shows the current cycle starting in 1999 (but after only a very slight dip in the output gap below zero)
and ending with the output gap returning to zero in 2005.

10. In the cautious case trend output would be 1% point below the level assumed in chart A4. Applying
the same definition of the cycle but relative to the new reference line, the cycle would start in 1996 and finish
in 2004.

11. In chart B2 (p.185) it is shown that, in the cautious case, after cyclical adjustment the current balance
would be in deficit rather than surplus. Implicit in this is the suggestion that the projected growth in output
shown between 2004–05 and 2006–07 might not happen or would at best be followed by a subsequent
downturn in which deficits would emerge. One cannot say with any precision what would be the shape of the
cycle which emerged and what the deficits would be in such circumstances.

12. However, it is plain that the assertion in paragraph B19, “since the start of the current cycle the average
surplus on the cyclically-adjusted current budget stays positive in each year, meaning that the golden rule is
met even in the cautious case” is incorrect. In the cautious case a new cycle starts in 2004 and from then on
the cyclically-adjusted deficit is negative. Revenue exceeds spending only because output is projected to be
above the cautious estimate of trend output. If the down side of the cycle had a similar shape to the upside
and there were no new tax increases, then the golden rule would not be met over this new cycle.

December 2002

Further memorandum submitted by Professor Peter Spencer, York University

If the economic cycle continues beyond 2005 due to a prolonged period of below-trend growth, would that
increase the possibility that the golden rule would be breached?

The answer to this question is a qualified yes. The qualification is necessary because two opposing eVects
would come into play and it is not entirely clear which one would dominate in the event. This would depend
upon the shape of the distortion to the cyclical pattern.

Slower growthwould have the eVect of depressing government revenue and increasing cyclical expenditure,
prolonging the period in which the current balance was in deficit, and increasing the size of the deficits in
earlier years. It would also reduce the size of the surpluses the Treasury is projecting after 2003–04. This would
make it more likely that the cumulative balance since 1999 was negative, violating the golden rule
retrospectively.

If the economy remained well below trend after 2005, this would turn the PBR surpluses for this period
into deficits and make it very likely that the government would violate the golden rule. But it is possible to
contrive a situation in which the economy remained just below trend in 2006 and 2007, leaving the current
balance in surplus over this period. In that case, prolonging the current cycle would have the eVect of adding
surpluses to the cumulative balance, making a violation less likely.

This assumes that the Treasury PBR analysis is right in projecting significant surpluses for 2004–05 and
subsequent years. If as I believe the underlying position and the medium term picture is close to balance, this
qualification would not be necessary.

15 December 2002
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Further memorandum submitted by Mr Ciarán Barr, Deutsche Bank

Assessing the Golden Rule

As the committee knows, there are two broad ways in which the government assesses its golden rule (“on
average over the economic cycle the current budget is in balance or surplus”):

- Averaging process: simple average of the raw, unadjusted current budget positions from the start of the
cycle until the beginning of the next cycle.

- Cyclically-adjusted process: the raw current surplus/deficit is cyclically adjusted, using Treasury ready
reckoners (based on past experience). Crucially depends on the parameters of those reckoners, and the
estimate of the output gap.

Given the significant uncertainties surrounding the ready reckoners and the output gap parameters in the
cyclically-adjusted process, the government prefers to focus on the Averaging process as the best gauge of
meeting the golden rule. In essence, previous strong current surpluses can allow significant current deficits to
be run going forward, as long as the sum/average is zero or positive over the cycle as a whole.

Meeting the Golden Rule

% of GDP PBR 02: 1999–2000 2000–01 2001–02 2002–03 2003–04 2004–05 2005–06

Surplus on current budget 2.2 2.2 0.8 –0.5 –0.4 0.2 0.4
Average since 1999–2000 2.2 2.2 1.7 1.2 0.8 0.7 0.7
Cyclically adjusted surplus on
current budget 1.9 1.7 0.7 0.2 0.3 0.6 0.5
Memo: Output gap 0.3 0.9 –0.3 –1.3 –1.0 –0.3 0.0
Budget 02: Surplus on current
budget 2.3 2.3 1.1 0.3 0.6 0.8 0.6
Average since 1999–2000 2.3 2.3 1.9 1.5 1.3 1.2 1.1
Cyclically adjusted surplus on
current budget 2.1 1.8 1.0 0.5 0.6 0.7 0.6
Memo: Output gap 0.2 0.8 –0.2 –0.2 0.1 0.0 0.0

Source: DB Global Markets Research and HM Treasury

The above table shows that, under the Treasury’s current projections and calculations, the golden rule is
in fact met on both interpretations. However, the cyclically-adjusted method only just scrapes in. Moreover,
if, for example, the output gap in 2002–03 is actually—1.0% (certainly possible), then the cyclically adjusted
surplus would be zero. Given that there is evidence to suggest that the current deficit will overshoot the
Chancellor’s projections in 2002–03, while growth is actually progressing broadly as planned (relative to the
Treasury’s new PBR projection of around 1.5%), the current small cyclically-adjusted surplus could easily
melt away.

Nonetheless, the Treasury placesmore significance on the Averaging Process. This is comfortablymet. The
current surpluses (unadjusted) in 1999–2000, 2000–01 and 2001–02 were GBP20 billion, GBP21.3 billion and
GBP7.7 billion respectively. Cumulatively, this sums to a GBP49 billion “surplus buVer” for assessing the
golden rule in this way. At present, the Treasury forecasts the following: current deficits of GBP5.7 billion in
2002–03 and GBP4.9 billion in 2003–04, followed by surpluses of GBP3 billion and GBP5 billion, which
provides a cumulative deficit of less than GBP3 billion. In other words, there is scope for significant current
deficits in coming years before the golden rule is broached using the Averaging Process. If we assume the next
cycle begins in 2005–06, as the Treasury currently do, then the Chancellor could aVord to run an average
current deficit of over GBP12 billion in each of the next four fiscal years (including 2002–03)!

This then brings us to one of the main issues concerning the public finances at present: how much of the
previous current surpluses simply reflected a one–oV boost 1 On p8 of the Treasury document End of year
Fiscal Report, footnote 3, the formula for 2001–02 is given as “cyclically adjusted public sector current budget
% public sector current budget—0.47 output gap—0.23 lagged output gap” to the government’s revenues
from the boom (bubble?) years (rising stock market, surging financial company profits and related income
tax payments, strong consumer spending)? These areas of receipts may not significantly increase again, even
assuming a cyclical economic acceleration. In that sense, there has been a structural as well as cyclical
deterioration in the public finances recently. This would notmatter as much had the Chancellor not leveraged
the finances to the cycle by sharply increasing government spending. If we look at the PBR forecasts for
2002–03, then receipts have increased by 11% since 1999–2000 (cumulative growth rate of 3.6% per annum)
while current spending has grown by 20% (6.2% pa). Over the next three years to 2005–06, receipts growth
is forecast at 7.2% pa, while current spending is projected at 6.4%. That receipts assumption could well turn
out to be optimistic.
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At this stage, of course, we can not be sure how receipts will evolve. The Treasury may well be correct in
assuming a strong pro–cyclical recovery in revenues. Given the uncertainty, however, one could arguably
prefer a larger buVer. With the cyclically adjusted surplus at only 0.2% in 2002–03 there is a much reduced
buVer, compared to the 2% rate a few years ago. This is not necessarily a concern at present, given the eVorts
to improve public services and thewelcome fiscal stimulus it implies (as noted recently by Sir EdwardGeorge).
However, it merits attention, and the government’s emphasis on the Averaging Process for the golden rule
can overlook a structural deterioration in receipts. In addition, if (as currently) the cautious case (assessment
of the trend level of output) implies cyclically adjusted deficits at the start of the new cycle (cf. Weale’s
evidence) this should imply the need for caution.

What then does this imply for the end–point of the cycle? As we have noted, at present, the Treasury expect
the cycle to end in 2005–06, when the output gap returns to zero. On their projections, the cyclically adjusted
surplus would be around 0.5% of GDP. If the cycle was to end later, then this would imply a negative output
gap persisting for longer. As such, one can argue (as the Treasury would) that the cyclically adjusted position
would likely still be in surplus (assuming no further deterioration from the current stance). However, we
would be worried that a prolonged period of sub-trend growth could “ossify” some of the cyclical receipts
weakness into a quasi-permanent structural decline. For example, at present, the government has not had to
contend with rising unemployment due to the shallow downturn: continued weakness could quickly change
this (and undermine the housing market). In addition, much of the assumed recovery in financial companies’
profits could fail tomaterialise. Even if this pushed the cyclically-adjusted surplus into deficit, the government
would however still have plenty of scope to fall back on the average surplus over the cycle argument. Clearly,
the longer the cycle continues, the smaller the average current deficit could be (since there is a fixed surplus
buVer).

Indeed, the main worry of the average surplus over the cycle assessment in the current environment is that
it allows the government to delay fiscal rectitude until another day (or electoral cycle!) For example, assume
that receipts remained subdued in coming years, despite some evidence of economic recovery. With spending
planned to rise sharply, this would produce a further deterioration from the government’s fiscal projections.
While this would breach the cyclically adjusted assessment, the golden rule would still conceivably be met
under theAveraging Process (because of the large surplus buVer). But eventually corrective actionwould have
to be taken. In fact, the cycle could end in 2005–06 with the current budget in deficit without missing the
golden rule under the Averaging Process: however, the government would be obliged to run future surpluses
to correct this.

None of this should be interpreted as an argument that the government needs to tighten fiscal policy, nor
that the Chancellor is being excessively imprudent. Instead, the note serves to highlight the current latitude
provided to the government by the Averaging Process. In the event that some of the current receipts shortfall
proves structural, the golden rule can still be met if one averages over the cycle when, in reality, there would
be a strong argument made for fiscal tightening.

December 2002
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Members present:

Mr John McFall, in the Chair

Mr Nigel Beard Dr Nick Palmer
Mr Michael Fallon Mr James Plaskitt
Mr David Laws Mr David RuZey
Mr George Mudie Mr Andrew Tyrie

Mr Gus O’Donnell, Permanent Secretary, Mr Adam Sharples, Director, Public Spending, Mr Ivan

Rogers, Director, Budget and Public Finances,Mr JonCunliffe, ManagingDirector,Macroeconomic
Policy and International Finance, and Mr John Kingman, Head of Productivity Team, HM Treasury,
examined.

61. You mentioned the US economy and the euroChairman
areas. How important is the recovery in both these
markets to your forecast for the world economy?59. Mr O’Donnell, welcome to you and your team
(Mr CunliVe) Recovery, particularly the recoverythis morning, and congratulations on your

in the US taken as a whole, is becoming moreappointment as Permanent Secretary. I think this is
balanced and moving from consumption toyour first appearance since that appointment. Could
investment is very important to the world forecast.I ask you to introduce your colleagues for the
US economic activity is held up mainly because ofshorthand writer?
consumer spending. They have had eight quarters of(Mr O’Donnell) Yes. I have with me Jon CunliVe,
negative growth on investment spending, and whatnew managing director of macro economic policy
we were looking to and what independentand international finance; Adam Sharples, director
commentators were looking to in the spring was toof public spending, who will answer questions on
see that recovery becomingmore broadly balanced inpublic spending and services; JohnKingman, head of
the second half of this year. The received wisdom isproductivity team, who will deal with enterprise and
that is now put oV until the second half of next yearskills issues; and Ivan Rogers, the new director of
but there are good reasons for thinking that UStax policy.
recovery will become more broadly balanced.

60. Good morning and welcome. Could I start by 62. What are those good reasons?
looking at economic outlook and note that the PBR (Mr CunliVe) It turns on a number of factors. As
left unchanged the Budget forecast for G7 economic far as US corporates are concerned, and there is a
growth in 2002, and the forecasts for growth in global very strong link between corporate profits and
trade in UK export markets were only revised down investment, profitability in US corporates has really
by a quarter per cent. Were the Treasury’s world increased over the last four quarters. The
forecasts made at the time of the Budget already on profitability in the third quarter of this year was
the pessimistic side compared to consensus at the something like 30% and that means US firms are
time, and what impact on UK growth in 2002 did the pretty much at their 1997 levels of profitability which
global situation have? is close to the peak. They have done that by reducing
(Mr CunliVe) I think the PBR forecast of 1.5% for hours, by reducing pay costs—the increase in hourly

the G7 economies in 2002 is the same as the Budget pay was 7% in 2000 and is now 1.8%—and they have
forecast but within that there is a great deal of done that overall by reducing unit costs by 2.5% in
diVerence. The diVerence I think is in the the first half of this year. US firms have made
composition of that forecast. Between the Budget themselves more profitable. Alan Greenspan has
and the PBR we have seen a deterioration in the US described it as paring the fat from the expansion that
economy and a more pronounced deterioration in took place in the second half of the 1990s. Other
the euro zone, so if you look at the consensus factors going forward that make a diVerence are that
forecasts thatwere out there at time I do not think the the accounting scandals that hit the US in the first
Budget forecast was particularly pessimistic in April half of the year and the great investor uncertainty
but the consensus forecast in April for euro zone over declarations by companies in the summer seems
growth has worsened by about half a per cent to have stabilised with the action the US has taken,
between April and now, and the consensus forecast and there is more investor certainty now about those
for the US between April and November has problems being settled. Equity markets seem to have
worsened by about 0.2%. Looking forward into next stabilised at present and there is a great deal of fiscal
year, the consensus forecasts are much lower for the and monetary stimulus already in the US economy.
euro zone—I think 0.8% lower—and about half a per The Fed have just cut by another half a per cent to
cent lower for theUS. Sowithin that 1.5% there is the come down to a pretty historic figure of 1.25% for
world forecast, there is a change in the composition, interest rates, and I think something like $300 billion
a weaker performance in the euro zone, and a weaker has gone in as a fiscal stimulus between 2001–02 so,
performance in the US this year and next year, and if you take all that together—stronger corporate
that has had an impact on UK trade, particularly as profits, reduced costs and the need to get on with the

real replacement investment, stronger stimulus, morefar as the euro zones are concerned.
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confidence about accounting—that is why the where their balance sheets would allow them to invest

if they see future prospects for those investmentsgeneral view is that this will come back in the second
half of next year. yielding good rates of return.

63. One of our expert witnesses last week, Ciarán
Barr of Deutsche Bank, was talking about the
government’s growth projections and said, “The Mr Plaskitt
government revised down its growth projections for

68. In the PBR you forecast the economy2003 to 2.5-3% (from 3-3.5%) but revised those for
rebalancing or, as you put it rather quaintly on page2004 higher to 3-3.5% (from 2-2.5%).” In his opinion,
165, the “divergences may gradually be starting tothis has simply “rolled the expected recovery one year
unwind”. This rebalancing has been called severaldown the line”. What is your answer to that?
times before and has never materialised. Are you(Mr CunliVe) I think the UK forecast is very
more confident that the rebalancing you areheavily dependent on what happens in the rest of the
anticipating now will happen and, if so, why?world particularly as far as business investment is
(Mr O’Donnell) We are generally more confidentconcerned.

about our overall GDP figures than we are about the
64. So if things do not go so well in the rest of the composition. That is quite an important statement in

world you will be revising it down again? the sense that you need the GDP numbers because
(Mr CunliVe) I think the eVect we saw in this year they drive a lot of your other forecasts—your fiscal

of reduced investment in the UK was very much revenue forecasts, for example.
connected to that in the world and our major trading

69. That is my point. The GDP figures are thepartners and it will clearly have an impact on the UK
product of activities in the economy so do you notin the future.
have to look at those first before you can be confident(MrO’Donnell)We are a very open economy sowe
about the GDP figures?would expect the UK forecasts are in general
(Mr O’Donnell) We could have quite a technicaldependent on world forecasts, although it is

discussion about the optimal degree ofinteresting howmuch better we performed thanmost
disaggregation for forecasts! Certainly in theof the rest of the G7 last year and this year.
Treasury model we did go to exactly that line of

65. You would call the forecast for 2004 pretty reasoning, so it must be better to forecast
optimistic? consumption. Then why not break consumption into

durables/non durables; why not break durables into(MrO’Donnell) No. I would call them central to be
cars and others—we ended up with a thousandhonest. That is what we try to do with our forecasts.
equations. Actually aggregating makes a lot of sense,They are dependent on the fact that quite a lot of
so we look at the aggregate for GDP and think aboutinvestment has been delayed. If it has been cancelled
GDP forecasting and we do it bottom-up as well, sofor ever that would be diVerent, but we are assuming
we do both as a check between the two. Certainly, thethat the uncertainty has resulted in firms postponing
imbalances this year turned out greater than weinvestment. That means that when a bounce-back in
expected and I think that is in part because we did notinvestment comes it could be, and in the past has
think that the unsustainable rates of growth in thebeen, very rapid and so we are assuming that, as
housing market would have carried on, and theyworld uncertainties reduce, this investment will
have for longer than we thought.come back.

66. Business investment has been very poor in the 70. So you are still expecting some element of the
two-speed economy? You do not see it becoming apast year indeed, and again the expert witnesses and

economic commentators this weekend have been single-speed in the foreseeable future?
saying that the government’s optimism that business (Mr O’Donnell) The phrase you read out is our
investment will come back is not shared by them? rather dryway of saying that we think the imbalances

will lessen somewhat going forward, but it is an(Mr O’Donnell) Like I say, it does depend on this
world recovery that we are postulating, and economy where some of the strong drivers of growth

are public spending and public investment.investment is one of those highly volatile series. It is
the change in the capital stock and we are talking Consumption should slow down because we cannot

see it carrying on at these rates.about changes in the level of investment, so it is
changes on changes, so it is a diYcult variable to

71. Can you expand on that? One of the keyforecast. I would not argue that it is simple to get
ingredients to your picture of this rebalancing is ayour investment forecasts right but we are expecting
slowing down in the rate of growth of consumption.quite a rebound and I think quite a number of other
What factors do you see at work in the economy thatforecasters are as well. Our growth forecasts are not
lead you to believe that the rate of growth infar out of line with everybody else’s. I think
consumption will, if it is not already, slowing?something like two thirds of the consensus forecasts
(MrO’Donnell) Because we believe that the rate ofare either within our range or above it.

house price growth is unsustainable, and I think that
67. Certainly the comments we have had are that is backing up. So as the rate of house price growth

the government is in a minority in terms of its view slows down then I think people will see their wealth
on business investment. not being as strong as before. Secondly, there will be

a stock market eVect on wealth. Since the Budget(Mr O’Donnell) What I would say is this time
round the corporate sector’s balance sheets are quite equity prices are down around 23% so that is quite a

big take, and I think basically people will worrylot stronger than before, so they have not built up an
enormous amount of debt. They are in a position about their overall debt levels. I can seemarket forces
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tending to slow consumption down and I think that GDP, are you at all worried it will produce less in the

way of revenue for the Treasury than previousis what quite a number of your expert witnesses were
growth cycles have done?saying yesterday when they gave evidence.
(Mr O’Donnell) One of the reasons we have those

72. If that is the case, does all of that line up with corporation tax shares of GDP not coming back
your revenue forecasts? At the back of the PBR in quickly is precisely because of the nature of the
table B12 you have some quite large increases written recovery. If you think about what is happening in
in for 2003–04 for income tax receipts and VAT terms of corporate profits, we would expect them to
receipts. Is that consistent with slowing recover but they do have previous losses and as
consumption growth? investment recovers they will be able to oV-set that
(Mr O’Donnell) Yes, it is. Consumption growth is investment against some of those taxable profits, so it

slowing and there is a rather curious anomaly of the will not come back that quickly. But we built in those
way the VAT forecasts are done. TheNational Audit sorts of factors to our analysis. We basically think
OYce assumption is that the ratio of VAT to private what we have done on the receipts side is pretty
sector consumption falls by 0.05 percentage points central, given our GDP numbers. Of course, if GDP
per year, so that is an assumed reduction in the were higher or lower the receipts numbers would be
eVective tax rate. Then there is an adjustment for the higher or lower, but we have tried to put in exactly
VAT strategy which is separate so it relates to private the same degree of caution as before.
sector consumption. As we get the re-balancing and 77. So you are satisfied that your profile of receipts
public sector consumption starts to come through as going out is consistent with the assumptions you
well, given that VAT is paid on public sector have made about the rebalancing of the economy,
consumption, that should boost VAT receipts so our even though you are not as sure about the
assumption is rather more cautious than it has been rebalancing as you are about the total GDP?
in the past on VAT. I think the VAT numbers are (Mr O’Donnell) That is right. I think it is perfectly
reasonable projections and, if anything, the degree of reasonable to say thatwe havemore confidence in the
caution is slightly greater than before. On the rest of overall GDP forecasts than in the components.
them, corporation tax, for example, we are still Something like investment, for example, is an
assuming that for 2003–04, whereas at Budget time incredibly volatile series and nobody can forecast
we were assuming that corporation tax would be that well.
around 3% of GDP, we are now assuming 2.5% of
GDP, precisely what we got this year, so we are not
assuming that comes back at all. In fact, that comes Dr Palmer
back very slowly and, even by the end of the period,

78. Leading on from previous questions from mycorporation tax as a share of GDP by 2006–07 is still
colleagues, you said that the forecasts for world trade0.2 percentage points lower than we forecast at
were at a pretty widemargin of error in the sense thatBudget time. it is very diYcult to predict exactly what will happen
to foreign economy; you said that the expected rise in73. What are your assumptions about growth in
investment reflects partly companies’ willingness toreal incomes going through to 2003–04?
use their profits in that way because you assume they(MrO’Donnell) I do not have that number in front
built up planned investment rather than just decidedof me but that will be somewhere in Annexe A, the
not to do it, and that it will reflect that expansion inbig table.
world trade. Now, you have said in the Pre-budget

74. I ask because the income tax receipt line for Report that the GDP growth is quite heavily
dependent on the growth in private investment, and2003–04 shows a big rise over 2002–03, whereas from
you have said that the fiscal balance is quite heavily2001–02 to 2002–03 it was virtually static. We know
dependent on the growth in GDP, so I have thisthat City bonuses have gone down and that normally
picture of a steadily widening range of possiblepulls down the income tax draw, so are you assuming
outcomes. Is that correct?that comes back? You have revenue going from £114
(Mr O’Donnell) I am afraid that is correct of everyto £123 billion in one year.

forecast we ever make. The future is uncertain, I am(Mr O’Donnell) No. I have been given the figures
afraid, and we try to give indications of degrees ofhere and real household disposable income growth
certainty. We publish our average errors on GDPfor 2003 is 3-3.5 so we are assuming a 3% growth in
forecasts—I am glad to say they are coming downthat. We have built into the income tax forecasts an
substantially so that is good news—but, yes, theseassumption that the bonuses in the financial sector
things are very uncertain. I think if you base ando not come back for that year.
economic policy around the ability to predict the
future with certainty then you are in trouble. The75. So what accounts for the quite healthy rise
whole point of our fiscal rules and the way we runbetween 2002–03 and 2003–04?
fiscal policy, and the way the MPC manages(Mr O’Donnell) The fact that employment has
monetary policy, is to accept the fact that you cannotrisen and incomes are still rising reasonably rapidly,
forecast with certainty and the idea that there is goingso you end up with a growth of disposable income
to be some golden age where we will get it exactlyof 3%.
right, or that the uncertainty going forward is going

76. Do you have any worries at all about the to disappear, is not right, and we are basically saying
phenomenon that is being described in some quarters we need robust policies that work even if the
as the revenue unfriendly recovery? Because it is re- forecasts turn out to be either too gloomy or

optimistic.balancing and coming from diVerent factors within
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79. Would you not agree that we are more than are talking about second moments of distributions,

and to be honest we are getting into an area where weusually out on a limb in this particular case given that
might confuse more than we would elucidate.the root assumption here is a substantial recovery in

world trade?
(Mr O’Donnell) If you look at what world trade

Chairmanhas been doing over very long runs, we have been
through a rather unusual period and when it was 85. Canwe go to the public sector finances?Martin
gone through these slowdowns it has tended to Weale when he was here last week was mentioning
bounce back quite quickly. Now, I agree we are that, “. . . although the growth forecast that is built
dependent on assumptions about that and, if the into the PBR is possibly only slightly optimistic, we
world economy did not do that, then that would have will not see the mix of factors that led to the
consequences for us—I think we have to accept buoyancy of revenue in the previous two or three
that—and then we would have to think again. [years], [1998], and therefore the comparison [should

be made] with the late 1990s . . . and that gives a80. The Treasury does not publish a range of GDP
much gloomier view.” How important is theforecasts based on the risks surrounding the
composition of GDP growth to determining the stateforecasts. Would that not be a good idea to
of public finances, and does the Treasury’s structuralilluminate the kind of discussion we are having?
adjustment of public finances take into account the(Mr O’Donnell) We try to give ranges. As I have recent imbalance in the economy?said, we have ranges of household disposable income (Mr O’Donnell) Yes, the composition of GDP isand we give ranges for GDP growth but they are important. When it comes to the way in which werather diVerent. They are opportunity ranges, not forecast the diVerent taxes, basically we give acrossuncertainty ranges. It is not a statistical uncertainty to Inland Revenue and Customs our GDP forecast

in the same way as fan charts for the MPC are. The and also our composition—so wages and salaries,
MPC is operatingwith a committee and is wanting to consumption and investment. On the basis of that
think about one very specific variable, basically composition they then give us detailed forecasts of
RPIX inflation over the period, so they give their fan the diVerent taxes, and it is the sum of all those that
chart on that. I am not so sure. If you think about gives us our total revenue forecasts. Sowe do take the
what our forecast has to do, in the end we have to composition into account and that is where the
come up with a GDP forecast number that we are numbers have derived from.
going to use to push forward those revenue numbers,

86. In terms of the Chancellor’s forecasts for theand we use the bottom end of our range for that in
public finances, the written evidence that we haveorder to be cautious. In the end we have to translate
had and oral evidence would suggest that he has beenthings into specific sums of money, and I am not sure
quite conservative with his forecasts there for publichow useful it would be to give fan charts rivers of
sector net borrowing, projecting figures of £20 billiongrey, ideally for us, rather than red. Certainly we try
this year, £24 billion next year and £19 billion in theto give indications of howmuch certainty you should next two years, but it has been pointed out to us thathold on any particular forecast by giving you what is all these risks are on the upside. For example, a sharpthe best statistic which is the average error over the consumer downturn perhaps caused by the war in the

past. Middle East with a sudden reverse in the housing
market could send these borrowing figures sharply81. Can you assist the Committee by telling us
higher. What is your comment on that?what probability you associate with the current GDP
(Mr O’Donnell) I think it is very important toforecast range?

identify risks about any forecast and certainly the(Mr O’Donnell) We have not made estimates that
risk that has been identified—and I think the MPCway of our probability distribution.
have referred to this in various speeches—is of a
slowdown from what we all agree are unsustainable82. You do not know?
rates of house price growth, and we are assuming(Mr O’Donnell) No. It is an exercise one could
there is a slowdown. If that happened to a muchundertake but you would have to do what we call
greater extent thanwe have got built into our forecaststochastic simulations and come up with sensible
certainly you could get a worse outcome, and ifanswers for that. We have done them for the past but
investment were delayed you could get a worsewe do not do them routinely for every forecast.
outcome. On the other hand, if consumption remains

83. I am sorry to press you on this but, given the stubbornly robust and carries on with consumer
amount of debate that has really focused on this issue confidence still at very high levels—employment still
and the extent to which it probably aVects investment very high and average earnings growth perfectly
decisions, so it has a self-reinforcing eVect, do you reasonable—one can imagine an upside scenario

where consumption does not slow down as much.not think that it would make sense in the future to
This has its own diYculties to dowith imbalances butconsider doing that?
it could be quite a revenue-rich period in the short(Mr O’Donnell) What, to give probablistic
term. It would, of course, delay issues about re-judgments?
balancing the economy so it would not be very

84. Yes. comfortable, but it would certainly mean that you
(Mr O’Donnell) I am not sure that that would might overshoot on the receipt side in the short run.

increase the clarity of the forecast, to be honest. What we are projecting, of course, is what we think
People know what the average error is. If you move is a central case but if the uncertainties in Iraq and the

Middle East are all resolved quite quickly and youaway from average errors to anything like that you
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have a fall in the oil price and world trade took oV (Mr O’Donnell) It seems very unlikely because if

you look at the cyclically adjusted numbers for ourquite rapidly, then you can imagine a period when it
turns out that we have been too cautious, and if you deficits they stay well below.
look at our forecast for growth in 1998, 1999 and 94. Non cyclically adjusted, I think I am right in2000, in all of them we were cautious and growth saying next year or the year after, were somethingcame out higher than we expected. like 2.3% of GDP so we are within spitting distance

potentially of the 3% Maastricht limit which
previously the government seemed to regard withMr Laws
seriousness, but now are not telling me that you are

87. I think in the Pre-budget Report statement I always going to stay within it?
am right in saying that the Chancellor made his usual (MrO’Donnell) What we are saying is that the non
reference to theMaastricht limit of 3% and said that, cyclically adjusted numbers may go up above 2—you
as ever, we are comfortably within that. Does it are right, absolutely—but given that the way the
remain the policy of the government as far as cycle will unfold, they will come down again.
borrowing is concerned always to be within the

95. But would you be bothered if they went aboveMaastricht reference level of 3%?
3? Is it your policy to stop it going above 3?(Mr O’Donnell) Government’s policy is to meet its
(Mr O’Donnell) Our policy is to meet the fiscalfiscal rules so that is to meet the sustainable

rules.investment rule and the golden rule, and there are
certain EU obligations we have which require us to 96. So you are backtracking?
meet certain levels. (Mr O’Donnell) And to meet our EU
(Mr CunliVe) The policy is to meet the fiscal rules commitments.

on the Maastricht deficit definition of 3% which we
97. Mr O’Donnell, you are backtracking. Theare comfortably within, and on the Maastricht debt

Chancellor said in his statement that he is under thedefinition we are very comfortably within. I think we
3%, and he has said that in every statement I canare the second or third best in the EU so I do not
remember since 1997. In your Pre-budget Report itthink there is any issue about that.
refers to this European commitment and the

88. There is not now but there might be in the Commission considers it is a commitment to remain
future. Just to clarify the policy of the government is under the 3% but now you are saying, “Oh, maybe—
that you will stay under the 3%Maastricht reference hopefully—we will stay under but there is no
level at all times? commitment.”
(Mr CunliVe) The government has said that it (Mr O’Donnell) No.

supports a prudent interpretation of the growth and (MrCunliVe) Youmentioned the Commission and
stability pact which is based on debt sustainability— the figure of 2.2. In looking at the country’s

performance on the close-to-balance-or-in-surplus89. So you would, or you would not?
rule the Commission works on a cyclically adjusted(Mr CunliVe) I do not think the two are mutually
basis.exclusive.

98. Are you saying the Commission would be90. The Chancellor said in his PBR statement very
relaxed if the UK went over 3% of GDP on theclearly that you are within the 3% Maastricht limit.
Maastricht criteria?He has always said that: it is in the PBR book, page

31: “European commitments” and it refers to being (Mr CunliVe) You would have to ask the
within 3%. All I want to find out is whether you have Commission.
a commitment to stay within the 3% in the future. 99. But it is your understanding on the(MrO’Donnell) It is quite clear. Our commitments Commission’s rules—are to meet the fiscal rules. (Mr CunliVe) It is my understanding of the way in
91. So you are not committed to—? which the Commission interprets the close-to-
(Mr O’Donnell) We happen to believe that our balance-or-in-surplus rule, which is the rule part of

commitment to meet the fiscal rules ensures we will the stability pact, that it operated on a cyclical basis
meet all our EU commitments. and that 2.2 figure is on a non cyclical basis, of

course. On a cyclically adjusted basis we are92. But the EU commitments and the
comfortably within it.Commission’s view over the 3% is quite clear. The

Commission says that an adequate safety margin 100. So it is not any longer a commitment of the
must be provided at all times to prevent the nominal UK government to stay within the 3%?
deficits from breaching the 3% of GDP reference (MrO’Donnell) That is not what I have said.What
value. The government has always mentioned this I said is that the government’s commitment is tomeet
since 1997. It has been very clear that it wanted to the fiscal rules and to stand by its EU commitments.
stay within the 3% but now you seem to be fudging.

101. So we would stay within the 3%?You seem to be saying, “Oh, this 3%; we have our
(Mr O’Donnell) We would stay within what theown fiscal rules; we are not too worried about it; we

treaty requires us to do.want to reform the growth and stability pact”; now it
sounds like you are backing away? 102. Within the 3%?
(MrO’Donnell) Not at all. Fortunately the conflict (Mr O’Donnell) We would stay within what the

does not arise. Since meeting the fiscal rules— treaty requires us to do.
Mr Laws: The treaty says 3%.93. But it might arise in the future which is why I

am asking. Chairman: I think we might move on.
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111. Just a rider on that to clarify what I think you103. I think people will note with interest the
have said to David, you have said, have you not, thatwatering down of the Treasury’s policy. When
our fiscal rules will always be at least as tight orLabour came into power in 1997 you may recall the
tighter than the treaty commitment for 3% deficitdocument on fiscal policy lessons from the last cycle
under the growth and stability pact. Have I got thatthat was released, where the Treasury looked back at
right?the experiences of the 1980s and 1990s, and one of the
(Mr O’Donnell) I did not say that, no.observations in that document was that the

experience of fiscal policy over the last economic 112. If you did not say that, then presumably your
cycle demonstrates that it is easier to reduce revenue fiscal rules may at some time or other lead you not to
and increase expenditure than the reverse, and we are be in compliance with the growth and stability pact?now getting into a situation with the borrowing (Mr O’Donnell) If I remember rightly—andfigures having gone above the forecast this year probably you will remember very closely in Dublinwhere people are asking whether the Treasury is withKenClarke as Chancellor—at the timewhen thegoing to be serious in adhering to its fiscal rules—and

stability pact was revised to become the stability andwe have had some discussion about that already—or
growth pact there were revisions put in there for largewhether it is going to fudge the timing of the cycle.
recessions atwhich time the 3% rule could be violatedCan you giveme any reassurance that, if the Treasury
with the blessing of the Commission, so 3% does notreally felt in this Parliament that it was going to
hold at all times. There are certainly economicbreach its fiscal rules, it would be willing to take the
scenarios which could involve going above 3%.necessary action to increase taxes to stay within the

fiscal rules? 113. So the reason that we may be able to obey the
(Mr O’Donnell) The Chancellor has made it clear rules is because we may be able to use the escape

that he is committed to meeting the fiscal rules and clause negotiated at Dublin?
it is certainly his intention to take whatever action is (MrO’Donnell)No. I expect, given our fiscal plans,
necessary to stay within those rules. that the issue will not arise because given our fiscal

plans we do not come anywhere near breaching the
104. And you have said on the record now that he rules, so the two are completely compatible. In fact,

will stick to the spending plans that are contained we are compatible with a very prudent definition,
within the comprehensive spending review, so that given our very low levels of debt.
means that if there is a problem meeting fiscal rules
then he will have to raise taxes rather than cut 114. What we were trying to do was explore a
spending? hypothetical case where our rules led us into a
(Mr O’Donnell) All I can say is he will take action situation where we may be in conflict, and you

to ensure that we meet the fiscal rules. started saying, “Don’t worry about it because
everything is all right at the moment”. I do not think

105. Does it remain an option, then, that we could we are going to get much further with that. Could
reduce expenditure rather than raise taxes? you tell me why you have concluded that the cycle
(Mr O’Donnell) He intends to stick to the began in 1999?

spending plans. (Mr O’Donnell) Yes. If you look in the book it
explains—

106. So any problem with borrowing would mean
115. The propaganda book?that, if we were to adhere to the fiscal rules and stick
(Mr O’Donnell) The Treasury book which bringsto the spending plans, he would have to raise taxes?

together the papers that have been referred to already(Mr O’Donnell) He would take action of some
about fiscal policy, it explains the way we date theform which would ensure—
cycle by looking at various surveys and trying to pick
out on-trend points and drawing a line between on-107. What else is there?
trend points. It is something that depends very much(Mr O’Donnell) There are other elements but—
upon past data, so it is not a science that can give you
an answerwhich is immutable for all time. If theONS108. What? What else is there?
revise back GDP numbers, and I warn the(Mr O’Donnell) You could broaden bases, and
Committee that this is not just a hypothetical factthat sort of thing. The VAT strategy is a good
because we are moving into a period in the nearexample of increasing a degree of compliance which
future where we have chain-linking of GDPensures receipts go up.
numbers, the whole of past GDP history will be
changed and we will have to look again at the pattern109. You can plug the entire hole through VAT

avoidance schemes? of growth and cycles, so we do those methods of
dating a cycle and we have picked 1999 as the point(Mr O’Donnell) Hopefully we are in a situation
but I think you could argue that 1997 might be thewhich is very hypothetical. All I am saying is—
right number, and I saw the evidence that Martin
Weale has given you. In fact, it makes no diVerence;110. I hope so, by the sound of it, if that is your

only solution. wemeet the golden rule on either circumstance but at
the moment that is our judgment, and given the data(Mr O’Donnell)—the Chancellor would ensure
as they exist at the moment for the past we think thatthat wemet the fiscal rules, and I think the credibility

of the fiscal rules is very high. is the right judgment.
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116. Could you give me a rough assessment, on the Mr Fallon

basis of the definition of the cycle you prefer,
125. Could we clear up the points that Martin1999–2000, of the maximum level of borrowing the

Weale made to us at the specialist hearing last week?Treasury could undertake without breaking its
In chart A4 on page 164 he points out that in afiscal rules?
cautious case the trend level of growth is 1% below(Mr O’Donnell) Certainly we have been very
that shown on a zero line, and the economy thereforeprudent in the past so we have accumulated
returns to trend in 2004 instead of 2006, whereas ifsurpluses—
you turn to chart B2 on page 185 you see the
Chancellor projecting deficits from now onwards—117. How much fat is there in the system?
small deficits but cyclically adjusted—even though he(Mr O’Donnell) That is a very imprudent way of
has moved into the new cycle. In other words, in aviewing it, if I may say so!
cautious case from 2004, Mr Weale points out he is
accumulating cyclically adjusted deficits. Is that118. How much petrol have you got in the tank?
right?(Mr O’Donnell) I think, and I stress “I think”, we
(Mr O’Donnell) On the cautious case that ishave a cumulative surplus to date which is some tens

correct: they are very, very small. I would basicallyof billions but I do not have the number in front of
say they are insignificantly diVerent from zero.me.

126. Could you then look at paragraph B19 on119. Would you be prepared to give us that figure page 186, where the Treasury have written theon a piece of paper? I thought it might just be sentence, “. . . the average surplus . . . stays positivesomething you might have worked out. in each year, meaning that the golden rule is met,
(MrO’Donnell) I stress that we do not view that as even in the cautious case”. That is not right, is it?

an amount that can be blown going forward. We are That is a mistake.
very cautious, as you know, and we want to ensure (Mr O’Donnell) “Since the start of the currentthat we meet the rule with some margin. cycle”, that says, “the average surplus on the

cyclically-adjusted current budget in the cautious120. You are a very cautious chap, Mr O’Donnell.
case stays positive in each year, meaning that theI would also like you to supply, if you would, what
golden rule is met, even in the cautious case.”, so it isthe total amount of petrol in the tank would be if you
the current cycle that it is referring to, not thehad chosen the other marker point?
future cycle.(Mr O’Donnell) We could give you a note on the

two numbers, certainly.1 127. So the future cycle will not be met?
(Mr O’Donnell) Like I say, those numbers are

121. I have one more question which is this: are really insignificantly diVerent from zero and we
you aware of what the Bundesbank from time to time would know—
has said about golden rules? Have you looked into
this in the past? 128. Come on. They are either in deficit or they

are not.(Mr O’Donnell) Their golden rule is a rather
diVerent kind of golden rule but I know they have it (Mr O’Donnell) Are you talking about the cycle
built into their constitution. It is not something that that would start in 2004–05?
really drives their fiscal policy and rules in the same

129. Yes.way that ours does.
(Mr O’Donnell) By then we would know whether

we had been in the cautious case or the central case,122. They have been rather disparaging about it,
so we would have a number of budgets between nowhave they not?
and then to have assessed the situation. If the(Mr O’Donnell) The Bundesbank?
situation had arisen as in the cautious case then
policy would be diVerent going forward, so we would123. Yes.
not observe those numbers.(MrO’Donnell) The Bundesbank does not actually

run on fiscal policy, does it? 130. Is not the diYculty here that you decide when
the cycle starts and ends? You do not have this

124. It comments on it. independently audited, do you? It is like Alex
(Mr O’Donnell) I know. It is interesting how Ferguson deciding when the match ends, is it not?

Central Bankers feel very free to comment on fiscal (Mr O’Donnell) Some people claim he does!
policy but I am very nervous when fiscal policy
people comment onmonetary policy. Certainly there 131. Why not have the start and finish point of the
are a number of academic papers now looking at the cycle properly independently audited by theNational
golden rule. I was at a conference recently in Paris Audit OYce? Why is it left to you to judge your
where there were a large number of papers extolling own rule?
the virtues of the golden rule—papers by, for (Mr O’Donnell) Because we can put all the
example, Jean Pisani-Ferry, on the benefits of the information out there and people can, if they like, do
golden rule and its application in a European sensitivity tests to say, “What if you change the date
context. at which the cycle started or ended”, and indeed some

have done that. As I said, it is very robust. Mr Tyrie
1 See Q 158. made the point that it is incredibly robust—
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Mr PlaskittMr Tyrie

139. Are any other major economies able to assert132. Did I?
with confidence when their cycles have started and(Mr O’Donnell)—Because we have accumulated
when they will end?such large surpluses already, so it is very robust to
(Mr O’Donnell) By definition, no, because it justchanges in when the start of the cycle would be. Like

depends onGDP numbers and theGDP numbers getI say, it does require some judgment. We use this
revised for a very long time.particular on-trend point; other people can use

Hodrick-Prescott filters or whatever to determine 140. And for those economies that use
independent assessors to do this rather than thethese things and lots of people do; so we are very
government itself, are the independent assessorshappy to be open and transparent and allow people
always able confidently to prescribe starts and endsto decide for themselves when they think cycles
of cycles, and do they never change them instarted and ended and they can make their own
retrospect?assessments. We think it is our job to look at these
(Mr O’Donnell) They will always change themthings and be explicit about what our judgments are

because the data change, and also they have to do iton start and end points of cycles.
with quite a long lag. Take the NBER2, for example,

133. But it is for you in the end to decide when your in the US. They can tell you what happened some
own rule is met, is it not? years ago—
(Mr O’Donnell) We are using those numbers but

141. So there are exactly the same set of challengeseverybody else can assess whether they think we are
here as in all the other major economies?right or not. I do not think anybody is arguing that
(Mr O’Donnell) Absolutely.we do not meet both our rules comfortably even if

you change the dating points of the start and end
point of the cycle. Mr RuZey
134. When do you think the current cycle will 142. Could we hear fromMr Rogers as director of

finish? budget and public finances? I think the Permanent
(Mr O’Donnell) I think it is 2005. I think there was Secretary has sung for his supper already. Could you

an answer given in a PQ to the Shadow Chancellor. justify the proposition in the PBR that, of the falling
away of revenues of about £9 billion, two thirds of

135. And if there was a longer business cycle due to that is cyclical and only one third of that is structural?
prolonged below-trend growth, would that increase (MrO’Donnell) To be honest, Mr RuZey, that is a
the possibility that the golden rule would be question not for the director of tax policies who deals
breached? with specific tax issues, but it is a question of how we
(MrO’Donnell) If it was a cycle such thatwe stayed apply the cyclical adjustment factors.

below for longer it is not clear, I do not think it would
143. So you do not want to let him answer? Thenmake any diVerence on my first guess.

you have a go.
136. Would you like a second guess? (Mr O’Donnell) I think he is better for more

specific questions, that is all. Again, in the book, it(Mr O’Donnell) No, I do not think so.
makes it very clear how we do this. We have done an

137. There is one very important point which is analysis of the relationship between revenue and
that the Chancellor makes great play of the fact that GDP for past cycles, and that gives us a very clear
he submits all or some of his assumptions to answer that the standard assumptions are that
independent audit by the National Audit OYce but overall, for a change in GDP, you get a 0.7% change
not the key assumptions, which are of course on debt in revenues—0.5 in year 1, 0.2 in year 2, cumulatively
and borrowing. Why does the Treasury not hand 0.7. That gives you the estimates we use for dividing
those over? up the change in revenues between automatic
(Mr O’Donnell) We have taken the view that the stabilisers and the rest but I would stress that that

forecasts are our own. gives you the average eVect over the estimation
period for which you have done the regression. Any

138. He has said he would be very happy to do so individual cycle may be diVerent from that, so the
and I quote: “I would be very happy to do this work degree of automatic stabilisation may be more or less
if I was asked”. Why not just let him have a look? He in any one cycle, and this cycle has been unusual in
is standing waiting. that it has been a bigger asset price cycle than a GDP
(Mr O’Donnell) Because we have basically taken cycle and that has had implications for financial

the view that it is the Treasury’s responsibility to companies’ profits.
make forecasts and to make these judgments. Where

144. It follows that, if you are wrong, you have towe go to the NAO is in areas where we want to make
put up taxes to close the gap?an assumption—something like what is going to
(Mr O’Donnell) If we are wrong, the Chancellorhappen to equity prices—where quite frankly our

has made it clear that he will take whatever action isforecasting ability is minimal and therefore we need
necessary—tomake an assumption: wewant him to agree that we
145. Take whatever action is necessary to meet thehave made a prudent assumption so in areas like oil

fiscal rules. I assume you read the transcript last weekprices and equity prices we have asked the National
of Professor Spencer?Audit OYce to audit the assumptions we have made

to make sure that we are being prudent. Similarly on
2 National Bureau of Economic Research.our trend-growth assumption.
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(Mr O’Donnell) Yes. An ex Treasury oYcial. think they are not finding a big diVerence between

cyclically adjusted and actual numbers, which is what146. And you are aware of his argument that, far you would expect when they project forward iffrom two thirds of the falling away of revenues of £9 somehow the cyclical factors were not right, so I ambillion being cyclical he believes two thirds is puzzled by the Peter Spencer results.structural, which is a big diVerence of opinion
150. So you just think that the way he has used thebetween you and him, but he does not just make this

ready reckoner is wrong?up as he goes along—he says he uses your ready
reckoner, page 8, of this year’s end of year fiscal (Mr O’Donnell) He may have interpreted them in
report. Why is he wrong, in your view? a diVerent way but certainly when you look at what

most of the outside forecasters are doing, the(Mr O’Donnell) All I can say is I know how we
relationship between their cyclically adjusted andhave done our calculations. I do not know how Peter
unadjusted numbers suggest that we are all prettyhas come to his, but we have used basically our
much using the same cyclical factors, and westandard methods.
published ours very clearly, as you say, in that147. He actually says that using the ready reckoner associated paper where there is a footnote whichused on page 8 of this year’s end of year fiscal report, gives you the results of those progressions.which up-dates the 1999 ready reckoner, he comes to
151. Finally, what do privatisation proceeds, trendthe conclusion that two thirds of it is structural.

GDP growth, UK claimant unemployment, interestNow, this is a very important point because if it is
rates, equity prices, VAT, GDP deflator and RPI,more structural than cyclical, if two thirds of it is
composition of GDP, funding assumptions used tostructural and you say only a third of it is structural,
project debt interest, oil prices and anti-tobaccothe Chancellor has got big problems further down
smuggling measures all have in common?the road potentially. He is going to have to plug a

structural gap with tax increases or spending cuts or (Mr O’Donnell) They are all NAO audited
assumptions.a lot more borrowing?

(Mr O’Donnell) It is certainly an important point 152. Why do you not, as has been suggested, invite
and I do not think anyone should claim that they can as a Department the National Audit OYce to audit
tell the diVerence between structural and cyclical assumptions about when the cycle begins and ends,
with a high degree of certainty. All I am saying is and the public borrowing assumptions?
that, using our average estimates over the past, this is (Mr O’Donnell) When you say “public borrowingwhat we would expect. There are some areas where, assumptions” which ones do you mean?like I say, this has been a slightly unusual cycle in

153. I think all of the public borrowingterms of financial companies’ profits falling away
assumptions built on the cycle. In other words, all thevery substantially and that corporation tax on those
cyclically adjusted projections which rely on whenprofits has therefore taken a big hit, and income tax
the cycle begins and ends.on basically bonuses has been hit as well, so if you get
(Mr O’Donnell) We have made clear the way ina reasonable recovery in those areas, recoverymay be

which we do the cyclical adjustment and that is verybigger than—
transparent.148. I understand that but I want to come back to
154. Why not let them audit when the cycle beginsthe central Spencer point which, with respect, you

and when the cycle ends?have not answered. He refers to footnote 3 on page 8
of the end of year fiscal report, and I quote from the (Mr O’Donnell) Because we have taken the view
transcript: “It is the footnote to page 8, where you that that is a judgment which the Treasury is best
will see that the adjusted current balance—table placed to come up with, given that we are looking at
2.4—like a lot of these figures, it is peppered all over the numbers in great detail.
the place, but basically, the cyclically adjusted public 155. So you are not so secure in yoursector current balance is the unadjusted less 0.47 of understanding of all the things I have listed whereasthe output gap which this year is increasing on the cycle, you have got it—you are better placedcompared to Budget forecast by 0.65 of a percent, than anyone else. It is rather an arrogant assumptionand then an allowance of 0.23 of the output gap last when so much rides on the assumption of when theyear, which by definition is set in stone for this year. cycle begins and ends. Is it not rather convenient thatSo if you look at these kinds of rules, you come out the Treasury decides that on its own, where on all thewith a very diVerent kind of picture to the one that other things it is very happy to let the National Auditthe Treasury came out with. I think that adds to the OYce stick its snout in and audit the assumptions?underlying worries . . .”, and so on. Could you (Mr O’Donnell) I dispute that. I do not think thatexplain to us why he is praying in aid this your much rides on when the cycle starts and ends. I knowDepartment’s footnote to come out with a what Martin Weale said to you but actually—completely diVerent conclusion?What he is saying is,
using your own ready reckoner, he cannot reconcile 156. The golden rule depends on that surely?
that with what the PBR say? (MrO’Donnell) No. If we were sailing very close to
(Mr O’Donnell) I am surprised because, for the wind on the golden rule—and we are not—

example— 157. That remains to be seen.
149. Are you familiar with the transcript? (Mr O’Donnell)—then you would find the timing

of the cycle mattered a lot, but given, as I said in(Mr O’Donnell) Indeed, I am, and I was surprised
by that because if you look at your other witnesses, answer earlier, that there is a cumulated large

surplus, and I am sorry I did not know the number,David Walton, Martin Weale and the like, they have
got access to exactly the same information and I it is not a fine run thing as to whether changing the
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timing of the cycle or the start or end point would Mr Mudie
make a huge diVerence to whether we meet the 162. If we take next year’s figure of £30 billion, £19golden rule or not. I have said, and I think nobody billion of that is from social security and income tax.has disputed it, that if it were 1997 as a start point or Is that the increase in the national insurance1999 we would still meet the golden rule quite clearly, contributions?and that is a very big diVerence in estimated time of (Mr O’Donnell) That is part of it, yes.starting, so I do not think it is particularly sensitive

163. So of the £30 billion next year, is ten of it ato these dates.
one-oV?Mr RuZey: That is very interesting. Thank you.
(MrO’Donnell) That is the increase in the national

insurance contributions?

164. Yes?
(Mr O’Donnell) That will be permanent.

Mr Mudie 165. So that stays the same as the ten?
(Mr O’Donnell) It will build up because it is 1% on

158. I think the figures are £46 billion if you start employers and employees, so it will go up in line with
the cycle in 1999 and £58 billion if you go back the wages and salaries bill.
earlier. I think those were the figures in the report.

166. So next year one third is the national(MrO’Donnell) I think the figures have been added
insurance increase, but I thought you had a wordup for me and the answers are that if you start since
with James where you talked about higher1999–2000 it will be £49 billion, and if you start
employment. Can we go into how you justify this £91997–98 it will be £58 billion.
billion increase in income tax next year? Your reply
to James was “more people employed”. I thought we159. I thought it was £46 billion actually butmaybe
had almost full employment now but I am happy forthe papers have changed since you printed them.
you to provide us with figures as to how many moreAfter Mr RuZey anybody else looks reasonable, so
are going to pay income tax.you can relax now! A minor point in terms of this
(MrO’Donnell) No.What you have is that increaseyear’s growth: you will have seen David Walton say

in real household disposable income which is right.he worries about your tax receipts. They were 4.4%
In 2003 it is a 3% increase in real householdyear on year down to 1%, but you are projecting 2.2.
disposable income—3-3.5 is our assumption—andIs that just self-assessment or anything else?
that is wages and salaries going up. A small part of(Mr O’Donnell) Is this for the year 2002–03, the that—and I should not overplay this—will becurrent year? increased employment. Not very much.

167. Where does the big part of it come from?160. Yes.
(Mr O’Donnell) It is just the fiscal drag, basically.(Mr O’Donnell) That is to do with timing eVects.

The InlandRevenue andCustoms have a pretty good 168. But in the last two years you have gone from
idea about precisely when the payments will come in £106 billion to £110 billion to £114 billion, so you
so given what we already know they can give us a have gone up roughly £4 billion a year. Why do you
reasonable estimate of where the numbers will be. suddenly project next year you will bring in £9
The timing has got complicated because of the billion?
changes to the corporation tax system over the last (Mr O’Donnell) To be honest I do not know the
few years. answer to that. We can give you a note which would

go into the detail. I do not think there is anything
161. Going on to receipts which James Plaskitt very unusual going on there, it could be something to

touched on earlier and the IMF touch on their do with timing and self-assessment.
report, they say that already uncertain but additional

169.What is your next year’s figure for income tax?uncertainty relates to higher potential growth. Now,
That is the area that outsiders would say you are a bityour receipts growth in the last two years have been
shaky on. Income tax is a very important part. You£7 billion and £9 billion, and for the next three years
take income tax, social security, corporation tax, it isyou are projecting moving immediately to £30
almost half of your receipts, if you are going to getbillion, £33 billion and then £30 billion. Do you not
£30 billion extra they are going to have to come fromthink those are over-optimistic?
those areas. Next year I can see where you get £10(MrO’Donnell) Like I say, the receipts projections
billion from, because National Insurance challengescome pretty mechanistically from our economic
kick oV for the first time. I cannot see where you areassumptions so they will produce the numbers they
going to get £9 billion. I would be interested in thecome up with; given what we have for wages and
next year’s figure.salaries and profits for our economic forecasts this
(Mr O’Donnell) If you look at Table B11 on pagegives certain tax revenue numbers. The area where

196 it gives you income tax as a share of GDP.there is an extra bit of caution built in is the equity
price assumption which by year 3 or so is costing us 170. That is percentages. When you wish to
£4 billion compared to where we were, so we have confuse us you move over to percentages. I have
had to mark down receipts by £4 billion compared to always been taught to trust figures. What is your
the Budget forecast. figure?
MrMudie:Mr Rogers looks a bit restless. Is there (Mr O’Donnell) Given that GDP is going up and

anything wrong with those figures? part of that is wages and salaries increasing then
income tax by its nature will rise.Mr RuZey: Give him a go!
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171. I understand that, except that for the last two 179. I am going on to the next issue, corporation

tax profits you had as high as £37.8 billion but it hasyears it has gone up £4 billion. You cannot tell us—
we are pretty close to next year—why you have put never gone above £32.4 billion in any of the books,

so you are fairly liberal with figures when you project£9 billion in? You say there are additional people,
where the hell are they coming from—I know we them forward. If the IMF say they are worried I think

I have a right to be worried. When I say, “Where arebrought 1,200 in from Sangatte, I do not know how
this eVects it? you getting the £30 billion from?” You say, “A lot is

going to come from the financial sector”. I say,(Mr O’Donnell) The population figures do show
“Come on, how much, 1 billion?” You can see whyincreasing net migration.
the IMF are worried.MrMudie:You see,Mr Statistician, who loses one
(Mr O’Donnell) It could be more than that?million people a year.
180. Come on then, how much more? If you got

10% it would only be £3 billion. Are you suggesting
they are going to hit their highest figure ever becauseChairman
that is what they would have to do to give you 10%.
I am just asking you where you are going to get the172. Len Cooke, the most abused civil servant in

the land—you abused him. brass from, a Yorkshireman/Scotsman always asks
that.(Mr O’Donnell) I read that transcript too.
(Mr O’Donnell) It is a very good question.

181. It demands an answer, does it not?
(MrO’Donnell) The tables give you the breakdownMr Mudie

of where it is going to come from via tax. I am not
173. Give us the next two years’ figures for sure what it is you want.

income tax? 182. The realism of your figures. I think you have
(MrO’Donnell) I imagine the answer will be that it taken a model, I think you have taken percentages

is simply the consequence in the growth in wages and got the figures that you feel comfortable with. If
and salaries. I were sitting there I would not be comfortable with

income tax next year going up by five billion more174. That accounts for £20 out of the £30 billion
than in the last two years. I would not be comfortablenext year, which with the National Insurance one
if I told James, “It is going to come from additionalthird of it is accounted for. You put another £30
people”. The additional people are just not going tobillion on the following year. You cannot have a one-
be there, so where is it going to come from?oV increase of National Insurance so you are finding
(MrO’Donnell) Essentially what we do is apply theanother £10 billion from somewhere. Where is that

tax rates thatwe know exist as a percentage to a risingcoming from?
number of GDP and that gives us extra billions every(Mr O’Donnell) In which particular tax?
year. That is the way that the tax system works.

175. You are projecting for the next three years an
183. We will see you again next year. I suppose, onincrease each year in excess of £30 billion additional

corporation tax, in view of what we have just gonereceipts. Next year we are sure we are going to get the
over it is an impossible question and you will have to£10 billion because National Insurance is kicking oV

write to us. We would like to know your next threefor the first time. We are not sure of the other £9
years’ projected income for corporation tax? Doesbillion, it sounds a bit inflated. Leave that. The
anybody have it?following year you are taking another £30 billion step
(Mr CunliVe) The numbers are in the table.up. Without the one-oV kick of the National

Insurance that is already in the figures nowwhere are 184. It runs out. Whilst you have given me
you getting the £30 billion from in the second year? breathing space you are not even projecting your
(Mr O’Donnell) Some of that is the rebound in own billions from the figures from corporation tax.

financial companies’ profits which have been severely Corporation tax is going up from 29.3 to 30.8, what
depressed during the world downturn. We are is that? 1.5. You are probably in excess.What are the
assuming they will come back slowly towards their next two years’ figures?
trend level. (Mr O’Donnell) In B11 it gives all of the non-

corporation tax every year up to 2007–08.
176. Mr O’Donnell, give me a guess at how much

185. For the sake of all those millions behind youyou are going to get from them out of that £30
just read out the two figures?billion?
(Mr O’Donnell) The percentages?(Mr O’Donnell) Tax on financial companies

profits. I can give you a detailed note. I do not have 186. It is 30.8 next year, which is down from two
the exact number oV the top of my head. years ago, which was 32.4 billion. What is the next

two years?177. This is an explanation as to why youmade £30
(Mr O’Donnell) I do not have them in front of me,billion extra. How much are they going to go up by?

I know they are 2.9 and 3.2% of GDP. My newGDP(Mr O’Donnell) It is over one billion I would say.
is given in one of the tables, if somebody has a

178. So we are dealing with £29 billion, that is calculator they can multiply the two together and
not bad! give you the figures.

Mr Plaskitt: You referred Mr Mudie back to B11(Mr O’Donnell) When you are talking about
increases in pounds billions a lot of it will come about when you were pursuing the point about income tax

and you said take the percentages not the cashnaturally because the economy is growing.
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numbers. There is still a question about that which liabilities are also noted in the accounts of each

department which are published once they arefollows up the line of questioning that George was
taking, every year looking forward on your audited by the National Audit OYce. In terms of

transparency an enormous amount is done. Thisprojection you have it rising by 0.2% of GDP, in fact
it is only 0.1 for the last year projected. The biggest country is one of very few that requires departments

by law to publish full accounts setting out assets andrise is between 2003 and 2004 when the rise is 0.3. I
know that it is only 0.1% of GDP but that is a lot of liabilities, with accounts prepared on a commercial

basis. There is a tremendous amount of informationmoney. The question I was asking earlier is, why do
you not have a bigger cash rise? Why is there not a in the public domain.
bigger percentage of GDP rise in 2003–04? Is it there 195. It is a bit misleading to publish the Pre-budgetany where in the table? Report and to tuck away separately the contingent

liabilities?
(Mr Sharples) It is important to understand whatMr Mudie

the contingent liabilities are. They are liabilities to
187. There is such a word as “pass”. which the Government is potentially exposed. They
(MrO’Donnell) Basically as you are going forward are possible costs thatmight arise in the future. There

the assumption on which these numbers will be built are other costs which we know are likely to arise in
is the tax bands will be indexed in line with prices, the future. All of those costs are fully built into the
whereas wages and salaries will be increasing in line budgetary projections that are made. As you will
with earnings. You will get fiscal drag which will give knowwe are moving to new budgeting arrangements
you extra income tax for any givenGDP growth rate, which are on a full accrual basis in which the
so you would expect those shares to rise. provisions that departments make for future costs

are built into their budgets year-by-year. It is true
that since 2001–02 those provisions have been

Mr Plaskitt presented to Parliament as part of Estimates. From
the next financial year, from 2003–04, they will be188. Is the O3/04 index linked?
built into the control limits that are set for each(Mr O’Donnell) I do not know why there was a
department. So as well as publishing detailedlarger leap there than in the other years, it is 03
information about the contingent liabilitiesversus 02.
departments have to build the known and expected189. It is a lot of money. and likely future costs into the provisions which are(Mr O’Donnell) It is. I could get you a detailed part of their budget.answer as to why that percentage increase is bigger.
196. Will we see this publication before the190. Could we have that? Chancellor appears before this Committee next(MrO’Donnell) Certainly, yes. It will be to do with Tuesday?the wages and salaries forecast. (Mr Sharples) I do not have a precise date forMr Plaskitt: We would like to see it spelt out a bit. publication. It is normally published in December. I

was told it was going to be published shortly.

Mr Fallon 197. It might be a courtesy to this Committee
before he appears here.191. Perhaps we could hear from somebody else to
Mr Mudie: It may have been in the vote oYcegive you a rest. Mr Rogers, there are 225 pages in the

yesterday. This time I think you are in the clear.PPR. I think I am right in saying that there is no list
anywhere of the contingent liabilities that lie oV the
balance sheet. Why is that?

Mr Beard(Mr Sharples) The answer is that the list is
published in a separate document presented to 198. In the Pre-budget Report you note that public
Parliament in December each year, which is the sector pay represents a significant element of
supplementary statement to the consolidated fund spending on public services, can you say what
accounts. proportion that is and how the proportion varies

between one sector and the other?192. Has that been published yet?
(Mr Sharples) The total public sector pay is round(Mr Sharples) Not yet, it will be shortly.

about £100 billion. About three quarters of that, £75193. Do you not think it should be published in billion, is the pay bill of central and localtime for the PPR? Government and the rest is public corporations. In(Mr Sharples) It is a document assembled on the terms of total public spending it is round about 40%basis of information collected by Departments and or so of the spending on public services. It is a smallerpublished in their accounts. It is linked to the proportion of total public spending, which includesaccounting cycle. transfer payment such as benefits.
194. We have just heard from the Permanent 199. Does it vary very much between one sector ofSecretary that the Treasury wants to be as Government and another?transparent as possible, would it not be more honest

(Mr Sharples) It will vary. Services such as healthto list these contingent liabilities in the Budget
services have pay as a higher proportion of their totaldocument or the PPR?
costs than other sectors. Education is also quite(Mr Sharples) They are listed in great detail. There labour intensive.are about 20 pages in the document I referred to

earlier that lists the contingent liabilities. The 200. What is the range of variation?
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(Mr Sharples) I do not have the precise figures there are bound to be areas in a relatively tight labour

department by department.3 market, which we have now—I am delighted that
unemployment is so low—that you will need to

201. Do you think we could have them? When we increase wages to attract people from the private tometMrWeale, the Director of the National Institute the public sector. Part of what is happening over theof Economics and Social Research last week he said, next three years is that we expect more of the“I think the apparent link between pay and employment growth relatively to come to the publicproductivity is a fallacy . . . The appropriate sector via the private sector as we move forward,determinant of public sector pay is supply and particularly next year.demand. If there is a shortage of nurses and the
Government has decided it would like to have more 204. Broadly speaking which sectors would you
nurses in hospitals, then it is natural to expect rates say are those that you have to do something to attract
of pay to rise and a discussion of shortages simply people in?
demonstrates this . . . to link pay increases to (Mr O’Donnell) The health sector must be one,
productivity, as the Government seems to be doing, nurses have been given as an example.
is taking us back to the worst aspects of the pay (Mr Sharples) I think there is a strong regional
policies that we had in the1960s and early 1970s“. Is dimension to this as well. There are particular
productivity in the public sector measurable? problems in London and the southeast where
(Mr O’Donnell) Is public sector productivity vacancy rates seem to be higher than in the rest of

measureable? This is one of the challenges we have the country.
been working on for some time. This is probably a

205. Over recent years there has been substantialsubject you should discuss at length with Len Cooke
underspend provided to us in the various Red Books.as well because the ONS are trying very hard to get
What measures are the Treasury now undertaking tomore of the public sector output. Obviously it feeds
make sure planned expenditure is fully achieved byinto GDP, so by measuring output measures directly
departments?it would allow you to do productivity. If you do not

do that you end up measuring public sector outputs (Mr Sharples) First of all the whole issue of
by counting up the inputs. By definition if you are underspend needs to be put into perspective. If we
doing it on an input basis measure there is no look at the last financial year there was a small
prospect of any productivity increase. The more you underspend on spending in the departmental
do that the more you kind of reduce the possibility, expenditure limits of round about £400 million, that
the statistical possibility, of getting any whole is out of a total of nearly £213 billion. Really a very
economy productivity increase. You can measure small proportion of the total budget was under-
productivity in the public sector, certainly they are spent. What are we doing to work with departments?
making bounds. I think it is something like 40% of One thing we are doing is focusing on the capital
overall public sector outputs that is now measured. budget, because there has been a slightly bigger
We have output measures for it. underspend on that side than on the current side, and
(Mr Sharples) The OYce for National Statistics is we have beenworkingwith departments to help them

doing some very interesting work on trying to draw up what we call departmental investment
improve the measures. Obviously once you get better strategies, a document setting out how their
measures of the output then you can start to measure investment programmes will be managed. These
productivity. I emphasise that this is a very diYcult programmes will be published shortly with an
venture. As anyone will know thinking about public accompanying White Paper from the Treasury
services it is quite diYcult to capture the quality setting out our overall approach to management of
improvements as well as the volume changes. That is public investment. Underspending has been
the issue that they are struggling with. exaggerated. I feel the real picture is rather diVerent.

On the capital side we are working hard with202. Even with that uncertainty in measuring it
departments to improve management.how achievable are improvements in public sector

productivity? How will you know when you have 206. It has not been all that underestimated inthem? terms of public sector net investment. Last year it was
(Mr O’Donnell) I think you can be clear, for targeted at 12 billion and it turned out as £8.8 billion.example, in some areas where you are thinking about This year it is expected to be £14 billion. So far thischanging working practices where we believe that year, and not much of the year is left, we have onlythose changes in working practice will result in more spent three billion in public sector net investment.eYcient outcomes. We have done pilot studies to That record is not one to be complacent about, is it?prove those increases in eYciency can come through,

(Mr Sharples) It is true that there has been athat gives you a good basis. Pay negotiations suggest
downward revision in the estimated out-turn for thethat in return for higher pay there are changes in the
last financial year. There are some technical factorsworking practices which may increase productivity.
associated with that which I can come back to. It is

203. Given the current labour market conditions, certainly disappointing that the revision suggested
which are tight, would you expect increases in pay to that out-turn was lower than we had expected. These
be attractive in the public sector? revisions can move in both directions. It is quite
(Mr O’Donnell) In some areas of the country that possible that future revisions could push the figures

will be true. Martin Weale pointed out about supply upwards. On the position for this year, the net
and demand and I would not disagree with him that investment in the year so far is higher than the same

period last year. There is this rather marked seasonal
3 Ev 71. pattern to investment, quite a high proportion comes
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through in the final quarter of the year, so it is rather departments to try and improve the quality of the

management of the budget overall, not trying todiYcult to tell from the first few months of the year
what the final out-turn will be. intervene day by day and second-guess the

management of individual projects. Treasury is not
207. Three quarters of the target has to come resourced to do that and frankly we would not want

through in the next three or fourmonths, was that the to do that. We think it is right that the responsibility
pattern last year? should rest with the departments.
(Mr Sharples) The pattern last year, if I recall, was

212. Going back to the PSA agreements, you saythat round about £2.5 billion was spent in the
you are only monitoring the outcomes, butequivalent period up to the time of the Pre-budget
tomorrow’s outcomes are going to be today’sReport, and the out-turn for the year was round
spending. If do you not spend today to the extent youabout £9 billion. The out-turn is not proportional to
originally said you that need to spend to get thethe level of spending in the first part of the year.
performance you are not going to get it. Is there no

208. I understand that it is highly Treasury interest in that? Can you not nudge
disproportionate. somebody’s elbow and say, “This job is falling
(Mr Sharples) That is the seasonal pattern of behind, you are not going to get the performance you

investment across most parts of the public sector.We expected because are you not spending enough”?
would expect that there will be a strong flow through (Mr Sharples) Yes, we are concerned about
of investment in the latter part of the year and our performance and where there are links between
best expectation is that total investment for this year spending and the delivery of performance thenwe are
will be significantly higher than investment last year. extremely interested. We are in discussions with the

departments concerned. I do emphasis that we are209. Does this underspending in current spending
not here as the Treasury to second-guessand in investment imply monitoring the Public
management judgments in departments.Service Agreement is not working? Why are you not

picking these underspends up sooner so that you can 213. What are the Treasury doing now to make
rectify them and spur people on to do what they said sure this problemdisappears and you do not get these
they will do rather than ending up with these sort of underspends or overspends for that matter,
disproportionate diVerences? overspending has not been the problem in the last
(Mr Sharples) I make two points on that. One is three or four years, the problem you have had is

you refer to the monitoring of the Public Service shovelling money out of the door.
Agreements, I think that is a rather diVerent issue (Mr Sharples) Last year we came almost bang on
because what we are doing there is trying to monitor our total spending, our shortfall was only £400
the outputs and the outcomes rather than the money million out of a total budget of £213 billion, a tiny
going into public services. That is a conscious shift to fraction. That is pretty much where we want to be.
try and concentrate on the results that the spending We want to be just within the totals that have been
is delivering. As for monitoring the flow of spending set.
month-by-month, obviously we are talking to 214. Those figures show that it is not true of
departments about the figures that they are giving us investment spending?
on their spending month-by-month. Information is (Mr Sharples) On the investment side we areprovided to Parliament at the time and the winter conscious there has been more of a delay in gettingsupplementary estimates are published on the out- investment programmes flowing through. It is moreturns in the first part of the year. There are various true in some parts of the public sector than in others.forms of monitoring. Where it looks as if there is What we are doing is working with departments tosignificant underspending emerging we would be in try and improve their overall management of theirdiscussions with the departments. investment programmes. We have reviewed with

each department the implementation of their210. Why has that not been working so far?
investment strategy. We have convened meetings of(Mr Sharples) It is working.
departments and identified good practice. We

211. Why are you ending up with underspend in a circulated that and we are going to be publishing the
marked way? results of this work in the departmental investment
(Mr Sharples) It is important to understand that strategies which will be coming out shortly.

the underspend that we talked about earlier relates to
the whole of the public sector. There are three parts
of the public sector. Public corporations, which we Chairman
do not control directly. They are making commercial 215. Can I ask you about the taxation of foreigndecisions about their investments. The second part is companies. At the time of the Budget you admittedlocal authorities, which we do not control directly. that you had not consulted with banks on theThey have capital budgets and they will decide on proposal of the taxation of foreign companies, howhow to spend those budgets. The third part of the has the subsequent consultation gone?public sector that we have the closest relationship

(Mr Rogers) There has been an extensive processwith, a degree of control over, is central government.
of dialoguewith those companies and banks aVected.Obviously we are giving departments budgets, we
I cannot speak in any detail about consultationgive them departmental expenditure limits, but part
because I have not been personally involved in it.of the philosophy of our new approach to budgetary

management is to delegate as far as possible the 216. The reason I ask is that the CBI provided us
with a memorandum on the treatment of theresponsibility for managing those budgets within the

totals we have set. We are trying to work with branches of foreign companies and it said, “It may
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prompt foreign banks to review their activities here, (Mr Rogers) We would argue very much on the

prudent side. There are several elements of caution.which would be to the detriment of the City of
London and the whole of the financial sector”. It is Firstly, as Mr O’Donnell explained earlier, on the

underlying VAT assumptions, the one that datesimportant to indicate to us what assessment you have
made to be the likely impact on the United Kingdom from 1997, that assumes a fall in the ratio of VAT to

consumer expenditure of 0.05% a year on-going. Thefinancial sector for the proposals to modernise the
taxation on foreign companies? first thing to say is that in the world we expect to be

moving in consistent with the forecast in the PPR(MrCunliVe) If I can just make a point, the impact
where there will be a slow down in the increase infor branches of foreign banks which are registered
consumer expenditure but a rise in VAT-ablehere, it would depend on the double taxation
Government expenditure: that is an extremelyagreements and to what extent extra tax paid here is
prudent assumption to be operating within. We arerecoverable in the banks’ home jurisdiction. Of
more than likely, frankly, to be seeing a tailing oV, acourse we are talking about a change that will have
levelling oV of that, the 0.05% reduction built into thebeen happening anyway as part of a general OECD
1997 assumption. Let me give you figures on that. Ifagreement and a changed model that is used in other
you assumed a flat relationship between VAT andcountries. Consultation has not been, as far as I
consumer expenditure, whichmay be amore prudentknow, and I was briefly involved in this, so much
assumption, that in itself will give you an extra £0.4,about whether this change will take place, because it
£0.7 and £1.2 billion over the next three years. Thatis a change that was coming anyway internationally,
is not what we put in the forecast, we have not takenthe consultation has been about the way in which it
any account of the likely change of the overallis done and the methods used. The understanding I
composition of that. The second thing to say on thehave is that they were quite constructive.
eVect of the VAT strategy, and on what we have(MrRogers) It is verymuch that. If I can elaborate,
scored and what we have not—this has beenas John said this is essentially in broad outline very
exhaustively discussed with the NAO—is that wemuch in line with an OECD process which prescribes
have scored £1.4 billion by the end of the periodgoing in that direction. We are currently entirely out
rather than the £2 billion we are projecting. This isof line with practice with a number of other major
inevitably a very complex process and I understandOECD countries and we are in a position where out

of ten of the most major foreign banks we are talking Edward Troup’s issue with it and his reservations on
about at the time this measure was mooted only one it. But I can say that it has been exhaustively gone
was paying tax in the United Kingdom. There will through based on analysing each individual measure
clearly need to be a rebalance of overall tax in the strategy, making assumptions about the scale
payments, but it more a matter of where these banks of activities we are expecting from each of the extra
pay tax, and the United Kingdom is due a fair share staV – very considerable numbers of extra staV – and
of that. Clearly that has implications and it is as then on each of those activities we have made rather
much about the international distribution of tax as it cautious assumptions on exactly what the yield per
is about paying extra tax. extra staV member would be, and that is lower than

the yield from comparable members of Customs’
217. On indirect tax avoidance, I am quoting from existing staV. We are not assuming that the rate of

HM Customs and Exise measures in indirect tax VAT yield goes up in line with the extra deployment
loses, it says, “It is estimated . . . that businesses of resources. We are also not assuming any indirect
spend between £250 million and £300 million per eVect, any deterrent eVects—we are assuming solely
year on VAT avoidance schemes. This is equivalent the direct eVects of this strategy. We think there is
to potential VAT losses of £2.5 to £3 billion”. They every reason to believe that we will get more than £2
say, “This should be regarded as a very rough billion extra out of the strategy by 2005–06 and we
estimate of the size of the problem”. They then go on have not attempted to take credit for that and have
to talk about indirect tax revenues in their executive scored only £1.4 billion. I understand again Edward
summary, “The strategy is designed to reduce the size Troup’s point about this being unprecedented. What
of the shortfall and produce more than £2 billion per I say in global terms is this would suYce only to bring
year of potential revenue by 2005–06. This is the us back to a level of VAT losses that were seen
Government’s aim, but in line with its cautious around a decade ago. If you look at the eVects of the
approach to the public finances, and with the tobacco strategy, which is an exemplar which we are
agreement of the National Audit OYce, a lower following here, there again we have been extremely
estimate of the yield is being projected in the Pre- cautious in the assumptions we have made going
budget Report public finance forecasts”. As Edward forward. We have, in fact, seen a very sharp de-
Troup in his evidence to the Committee last week escalation in smuggling and a levelling oV that
said, “It seems to me that there is a series of heroic exceeds Customs expectations.
leaps in that, and that number is a large number. It
may ormay be right . . . I do not share at themoment 218. Can I ask you about the tobacco aspect and

the fact that the tobbaco smuggling strategy wasCustoms’ confidence that they will be able to recover
a significant proportion of that in the short term . . . designed to reduce the level of smuggling of alcohol

and tobacco on cross-Channel ferries—it isCustoms’ record in this area has lagged behind the
Inland Revenue . . .” What dangers are there of estimated it is £1.5 billion in the year 2002—and also

deal with serious law and order problems that existedincluding assumptions in public finance projections
about capturing previously uncollected tax revenue? round Dover and other ports. Within the indirect

taxes document they state that the Government haveIs the approach taken by the Treasury in the
assumptions made in the public finance sector of announced a new package of measures in trying to be

fair to honest shoppers and tough on smugglers. Thereceipts the most prudent?
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burden of proof, as we know, has changed it is not for may have increased permanently for other structural
the individual to show that the goods are for their reasons”. Which is it? What is the most probable
own use, it has been replaced with new legislation outcome?
obliging Customs to satisfy themselves that goods (Mr O’Donnell) All that leads up to is we are
are for commercial purposes and setting out the assuming the rate of house price inflation will come
factors oYcers may consider in coming to such a down and end up growing in line with earnings, but
view. Can I ask you what danger you think that this will be at a higher level of house pricing to
cross-Channel smuggling might have had in earnings than before. The reason for that is that we
increases following the recent changes to the law? think there has been a shift in an equillibrium ratio
How important in regard to tax evasion do you and that is in part because we are now entering a
consider a new shift of the burden of proof from the world of low inflation and there is a very good
custom oYcers to the passenger and to what extent analysis of the implications for the housingmarket in
are the legal changes taken into consideration in Charlie Bean’s most recent speech, the Bank’s Chief
forecasting future alcohol and tobacco tax evasion? Economist. He is saying, “Essentially what is
(MrRogers) I suppose the first point I would make happening now in aworld of low inflation is your real

on cross-Channel smuggling is that it is a relatively payments are lower at the start of a mortgage and
small component of the overall problem. The bulk of that we think will induce households that were cash
the loss in the tobaccomarket is through freight, 80% constrained before to end up paying more for
plus, and that is where the strategy that was put in housing”. There are implications of this, of course,
place the year before last is having the biggest eVect. because in a high inflation period if you take on a big
Whereas we had been projecting the illicit share of mortgage inflation will take care of a lot of that debt
the domestic market rising to 31% by now it has very quickly. People need to realise that when they
levelled oV at 21% against a Customs target of 22. On take on these mortgages that the erosion of debt
the cautiousness of our assumptions we are not through time is not going to carry on. That factor is
assuming comparable rates of success over the next quite important. I think we have had an increase in
three to five years. Were we to do so again we could supply of households because of population, net
in principle forecast greater revenues to the tune of migration, and the like, that has happened and there
more than £1 billion by 2005–06. On a cautious, has not been an increase in the supply as one would
prudent assumption we are not doing that. The bulk like. There are some long term measures in place toof the problem is a freight problem. On the specific get that put through in terms of main procedures andpackage which I think you are referring to, which is the like. At the moment we have excepted for somepartly in response to the Hoverspeed case and the time now that we may end up with an equillibrium,Hoverspeed judgment,—that will be out some point

the house price earnings ratio is higher than we hadthis week—this is a change really of administrative
in the past.practice rather than policy. We looked extremely

carefully at it, it is clearly Customs who lead on this 221. Do you not think that volatility has increased
and this is more a matter about assuring again we are as well?
targeting the dishonest, criminal smuggling and we (Mr O’Donnell) Yes.
are making it clear to the ordinary cross-Channel
shopper that there is no question of their rights in the 222. Is Government doing anything about that or
single market being in any way threatened or do they not care?
breached. We have gone to extreme pains to make a (MrO’Donnell) It is something that we care about.
sharper distinction and to address that in our In part there is also an increase in competition in the
administrative practice. The brief answer to your mortgage market. The availability of a mortgage is
forecast question is it is built into our forecasts. We there now and this has, I am sure, had some impact.
are assuming there might be some relatively modest Certainly the volatility of interest payments paid by
eVects from this in our forecasts to the tune of about individuals has probably gone down a lot, because
£100 million: that is incorporated in the forecast. It is interest rates are nowmoving within a relitively tight
essentially an administrative practice, not a policy band. They are less than they were in the past. I do
issue. think it is important to get across the message that

the current increase in house prices is unsustainable219. Despite the change in legislation are you still
and cannot carry on growing at this rate.confident that cross-Channel smuggling will

decrease? 223. Do you not think that now that the average
(MrRogers)We set a target two years ago of a 10% house prices are approaching the £250,000 band in

diminution in cross-Channel smuggling. What has many areas the distortion of the stepped increase as
been achieved is more than 80. opposed to a smooth one in stamp duty is becoming

more and more glaring? Is it not time we moved over
as an income tax to smooth the increase to avoid this
ridiculous £50,000 for carpets and curtains that youDr Palmer see more and more?
(MrO’Donnell) In terms of the amount for carpets220.Wewere all hoping for a bitmore illumination

and curtains that has to be carefully monitored. Ion the housing market. We have an abundance of it,
think there are rules about that sort of thing, youon page 21 you say, “. . . the possibility of a sharp
cannot have excessive amounts for that. I think incorrection in house prices . . .” On page 172 you say,
terms of your general point that is something that I“could maintain strong national house price

inflation . . .” and on page 169 and 170 you say, “it think is considered and has been looked at in the past
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when changes have been made and it is a matter that (Mr O’Donnell) I think it is always good to be

humble on forecasting. Certainly asset prices are verywill be considered in the Budget, it is a matter for the
Chancellor. diYcult, housing is a diYcult market to forecast.

Chairman: On that thorny point we will leave it
and we look forward to meeting with you and your

Chairman boss next week.
224. When Sir Edward George was here he was

talking about forecasting house prices and he more
or less said that the dogs in the street have as much a
clue as him about what is going to happen to house
prices. Would you have the same authoritative view?
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Rt Hon Gordon Brown, a Member of the House, Chancellor of the Exchequer, Mr Ed Balls, Chief
Economic Adviser, Mr Gus O’Donnell, Permanent Secretary, and Mr Adam Sharples, Director,
Public Spending, HM Treasury, examined.

227. Thanks, Chancellor. Obviously we have notChairman
had a chance to read this yet and it takes a bit of time

225. Good morning, Chancellor. Can I welcome to assimilate. Could I maybe start by asking you
you and your team to the session this morning. For about the news this morning from the FSAwhere the
the sake of the shorthand writer, could you introduce FSA have fined the Royal Bank of Scotland £²

your team please? million for money-laundering control failings.
Should this be seen as a negative or a positive?(Mr Brown) I have with me, on my right, Gus
Should it be seen as a negative and that things areO’Donnell, who is the Permanent Secretary of the
wrong or as a positive in that the legislation that youTreasury, on my left, Ed Balls, who is the Chief
established and the new powers that the FSA haveEconomic Adviser to the Treasury, and, on my far
from last December are working and that perhapsleft, Adam Sharples, who is the Director of Public
the Royal Bank of Scotland has been looking at itsSpending.
controls and just putting in place certain remedial

226. I believe you wish to make a short opening action?
statement. (Mr Brown) Well, I think we should welcome the
(MrBrown) I think the Committee knows that this prompt action taken by the Financial Services

morning I have sent copies of the White Paper which Authority. Under themoney-laundering regulations,
financial institutions must, amongst other things,the Treasury is publishing today on Departmental
obtain satisfactory evidence of identity of customersInvestment Strategies, the paper which sets out our
when accounts are opened and guidance issued byplans for net investment which, by 2006 andmatched
the JointMoney-Laundering SteeringGroup suggestby reform, will be five times higher than it was in
that no single document should be used to verify both1997. It is because we are determined to deliver
name and permanent address, so at least two formscontinued economic stability and value for money in
of identification are normally required. Thethe public services that we will not tolerate any risks
Financial Services Authority has acted promptly inwith inflation andwill not be diverted fromour tough
what is the first financial penalty levied by the FSAand disciplined approach and just as we must have
for money-laundering control failings. The finecontinued discipline in pay in the private sector, it is
demonstrates not only that the FSA takesessential that there be continued discipline in the
compliance very seriously, but it suggests that thepublic sector. Every pay negotiation demands
steps that the Royal Bank took to satisfy itself thatresponsibility on all sides and every pay rise must be
their clients really were who they claimed wererelated to productivity so investment is matched by
inadequate. To be fair to the Royal Bank, this wasreform. Pay rises linked to reform is the principle
discovered by them in their own testing in Decemberunderlying the recommendations of the BainReview.
2001 and I believe that this shows that both theIt is also the basis of the agreement, the Committee
regulations are working and the FSA’s new powersmay be interested to know, which has been reached
are the right powers to deal with these issues.with the Inland Revenue staV. It is a deal which was

for a basic increase of 2°, 2 and 2 over three years to 228. I did speak to the FSA this morning on that
2004 with any additional increases linked to issue before this meeting and it was indicated that the
modernisation. To have to pay excessivewage rises in £² million fine was less than it normally would have
the public sector would be at the cost of jobs or other been and it was at that level because the Royal Bank
investment in public services. It would put our hard- of Scotland have been working very hard on this
won stability based on low inflation and low interest issue since they discovered that. On the economic
rates in jeopardy and it would risk damaging the outlook, can I start then looking at your GDP
wider economy. That is why we must have the growth forecasts and in the Pre-budget Report you
strength to continue to take the right long-term lowered those forecasts from the Budget 2002. You
decisions for the economy and that is why I am also did say in the Budget 2002 statement that you hold
sure that the pay review bodies, which will report in to the cautious optimism of GDP growth forecast of
the NewYear, will take Britain’s low rate of inflation November 2001. When Mr O’Donnell and his
into account when setting their recommendations for colleagueswere before us last week in theCommittee,

I suggested to him that the Treasury’s forecasts forpublic sector pay. Thank you, Chairman.
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2004 were pretty optimistic, to which Mr O’Donnell countries that have had to revise their forecasts. The

diVerence between us and America, Japan andreplied perceptively, “No, I would call them central,
to be honest. That is what we try to do with our Germany is that we have never been in recession,

although they have.forecasts”. Were you right to take a cautiously
optimistic view of expected GDP growth in 2002 and

231. You are dodging the point here. The average2003 at the time of the Budget and do you agree with
of the independent forecasters lastApril said it wouldthe Permanent Secretary that the Treasury should try
be 1.9% growth. They forecast the slow-down andto take a central view in its forecasts?
you did not. You got it wrong.(Mr Brown) Well, I think your main point here is
(Mr Brown) Well, I am just looking at what thewhat has happened since the Budget when we

independent forecasters are saying at the momentforecast growth higher this year than we can forecast
both about this year and about next year. Three-now in the Pre-budget Report. Essentially, what has
quarters of the independent forecasters arewithin thehappened since the Budget is that growth has turned
range that we have chosen.out to be far slower in the euro area, particularly of

course in Germany, but also in France and in Italy 232. You are not denying that the average forecast
and in other countries, and growth has turned out to back in April was 1.9% growth and you were still
be slower in America, so our twomajor trading blocs then predicting 2 to 2°. You got this wrong.
where we do most of our trade have seen a revision (Mr Brown) Yes, but I think you will find—
of their growth forecasts during the course of that

233. You did get it wrong?period. Equally of course, as far as the fiscal forecasts
(Mr Brown) I think you will find if you look backare concerned, there has been a 25% or so decline in

at the forecasts which were made at the time of thethe value of equity markets and these two things
Budget that three-quarters of the forecasts werecombined of course make for the revised forecasts
within our range. I just ask the Committee to look atthat we have put to the House of Commons and then
the greater detail of this, but I think you must alsoto the country.
appreciate the more general point, that the world

229. You are forecasting business investment economy has been aVected, and Britain particularly
increasing by 2² to 3®% in 2003. Many of the aVected, by the revisions that have taken place in
submissions, if not all, that we have received on the America and particularly, and you, as a Member of
Pre-budget Report are indicating that that business Parliament, have taken an interest in this, what has
investment forecast from yourself is very optimistic happened in the euro area. Germany is predicting
indeed and they do not see the signs of business growth this year of 0.4%, Italy is predicting growth
recovery. What answer do you have to those of 0.4%, the euro area is 0.8%, Japan is predicting still
comments? to be in recession. Now, all these factors have got to
(Mr Brown) If you look historically at what be taken into account and the situation in America

happens to business investment, not just in Britain, and in the euro area have worsened since the Budget,
but in other countries, coming out of a slow period of therefore, the estimates for exports and for trade
growth, it can rise very fast indeed and I do not think deteriorated and, in addition to that, we have a Stock
that we are making an excessive estimate when our Exchange eVect which obviously aVects our fiscal
forecast is in the order of 2² to 3 for 2003. I think if forecast. I think that explains what has actually been
you look at forecasts that have been made in happening over the course of the last few months.
countries like America, they are indeed much higher

234. But other forecasters took that into accountthan that coming out of a period of downturn.
and got it better. You got it wrong. Would you not
be more credible if you admitted to us that yes, you
got it slightly wrong?Mr Fallon
(Mr Brown) The purpose of presenting a half-

230. Chancellor, just six months before your Pre- yearly report to the House of Commons is to take
budget Report, at the Budget you forecast 2 to 2°% account of the new situations and new circumstances
growth, but at that time the average of all the as they arise. Of course if there is a change in the
independent forecasts was 1.9% growth. Now, I have world economy, it is bound to aVect the British
read right through your Pre-budget Report and your economy. I would have thought that the Committee
Statement to the House, but where is the apology? would share that interpretation of how economies
(Mr Brown) The world has changed. I have just change and how economies move. The fact of the

pointed out thatwe have had the biggest and sharpest matter is that Germany is growing by 0.4% this year
slow-down in world growth and in world industrial and we are growing by 1.6%. Italy is growing by 0.4,
output for the major countries since the 1970s and the euro area by 0.8 and Japan is in recession. We
when the world changes, you have got to look again continue to grow and the 1.6% forecast for this year
at what is happening in your own economy as a result reflects the growth in consumer spending and the
of the international situation on our own economy. I growth in public spending and public investment, but
think you would agree with me that consumer the deterioration in the position as a result of what is
spending has still continued to grow in our economy happening to industrial production partly as a result
during the course of this year. I think you would also of what is happening to world trade and exports.
agree with me that public spending and public
investment have been able, because of our fiscal rules, 235.You see, the diYcultywe have is you are doing

the same thing for growth next year. In your Pre-to make the contribution to growth that we expected
of them, but we have obviously been aVected bywhat budget Report you are forecasting 2° to 3% growth,

yet the OECD are forecasting 2.2, which is below thehas been happening around the world and that is as
true of America, Germany, France and other bottom point of your forecast, and the IMF are
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forecasting 2® to 2°, which is again below your I said earlier to Mr Fallon, what has been happening

over the course of the last year or two is that bothforecast. Is not the danger that you are going to get
it wrong again? consumer spending and public spending and

investment have had to bear the brunt of keeping the(Mr Brown) Well, I think it would be fair,
economy moving forward at a time when, mainlytherefore, to read out what some of the forecasters
because of the IT bubble which clearly hit Britainare saying: ABM AMRO, 2.5; Bridgewell, 2.8;
more thanmany other countries, business investmentCapital Economics, 2.5; Citigroup, 2.8, Credit
fell and industrial production was similarly aVected.Lyonnais, 2.5; Credit Suisse First Boston, 2.5; Daiwa
Therefore, we expect over the course of the next yearInstitute of Research, 2.6; Friends, Ivory and Sime,
that as business investment rises and as industrial3; JPMorgan, 3.1; Lombard Street, 2.7; Royal Bank
production rises, and of course there are signs ofof Scotland Financial Markets, 2.5; Williams de
both, at the same time we will see amoderation in theBroe, 2.8. Now, I could read further: Confederation
growth rate of consumer spending, and that,of British Industry, 2.7; Liverpool Macro Research,
combined with the announced figures for public2.6. I could continue to read and you will see that the
spending, give us what we believe will be the bestrange of forecasters for next year, as I tried to explain
forecast for next year, the 2° to 3 that I have talkedand I am happy to read all the figures that have come
about.from the forecasters for this year as well, show that

three-quarters of the forecasts are within the range 240. If we look at table A8, which is on page 178,that we have said to you for the economy next year. which shows this composition, it suggests that you
236. But the Committee’s diYculty is that having are expecting business investment to come back quite

got it wrong just six months after your first forecast strongly in 2003, but at a time when the contribution
back in April, it now looks as if you are going to get from domestic consumption is slowing, the growth of
it wrong again because the IMF and the OECD, it is slowing, and really before there is any significant
which do have some authority in these matters, are recovery in trade. How confident are you that
forecasting well below what you are forecasting. Can business investment will come back in circumstances
you reassure us that this time you are going to get it where there has not yet been a trade recovery and
right? consumption growth is slowing?
(Mr Brown) I think you have got to put all these (Mr Brown) I believe the figures that we have

things in perspective, Mr Fallon. I remember the published for business investment reflect a steady
situation back in the early 1990s when predictions— recovery of business investment over the course of

the next period. It is 2² to 3 in 2003, 3² to 4° in 2004237. Let’s talk about this year.
and then 4 to 4² in 2005. Now, the reason that I think(Mr Brown) Well, remember that predictions and
we can be more optimistic about business investmentforecasts were made for growth and there turned out
than in previous cycles is that firms have avoidedto be a recession. What we have got in this economy,
building up debt to unsustainable levels, which isunlike some of the other economies around the
something we saw as undoubtedly the case, whateverworld, is continuing growth and I have just read out
the politics of the matter, in previous cycles,the forecasters, so unless you are able to tell me that
particularly the early 1990s, and if you look at thethese figures I am reading out are wrong, it shows
figures for business investment in our country, and Ithat the independent forecasters, three-quarters of
think it is probably quite important that I give youthem, are within the range that we have given you
these figures, what actually happened since 1997 iswhich is our range for 2003. Now, if it would help the
that business investment rose from £93 billion a yearCommittee, I can also say that for 2002 the figures
to £115 billion and it has fallen back to £104 billionare: ABM AMRO, 1.6; Bridgewell, 2; Citigroup,
as a result of what is happening particularly in the IT1.7—
sector, so a 2² to 3 increased investment would be a
gradual recovery from that £104 billion upwards
over the course of the next few years and I do notChairman think that is an unrealistic assumption.

238. I think we have got the point, Chancellor.
241. You have got the main recovery in net trade(Mr Brown)—and I will give you that list as we as a contributor to the economy coming in 2004finish our meeting. where you are predicting export growth in the range

of 7² to 8®, and imports slightly below that. The
contribution coming from trade in 2003 is much lessMr Plaskitt than that, and in eVect what you have done is you
have split the figures that were in the Budget over two239. Can we turn to the composition of growth

going forward. Paragraph A47 of the Pre-budget forecasts over another year. Is that right?
Report talks about the economy rebalancing and it (Mr Brown) A lot depends, as I read in the
says that, “there have been preliminary signs that the transcript of your previous discussion on these
divergencies may gradually be starting to matters with other witnesses, a lot depends on what
unwind...This pattern is expected to evolve further happens to world trade, but again I do not think that
over the forecast horizon“. Are you confident that these are unrealistic assumptions. Basically what has
the composition and the structure of growth going happened to world trade in this particular part of the
forward will show a rebalancing of the economy and, cycle is that there was a huge growth in world trade
if so, why? in 2000 where I think it grew by 13%. Then it slipped

back in 2001 and there was barely any growth at all(Mr Brown) Yes, this is our expectation and it
would not only be the right thing to happen of and some people say there may have been a

contraction in the rate at which world trade wascourse, but it is what we expect to happen. Really, as
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developing. In 2002 we expect it to be a very slow 246. Are those foreign direct investment inflows
growth rate for world trade, but we do believe that it holding up satisfactorily, in your view?
will grow faster in 2003.Now, historically, even in the (Mr Balls) I think all around the world we have
early 1990s when we had a world recession, world seen over the last one or two years a fall in foreign
trade continued to grow by 5%, 4% and 4°% direct investment flows as part of the general slow-
throughout the period of diYculty, so world trade down in business investment, but the UK has not
continued to grow. The bounce back in the 1980s been adversely aVected compared to other countries
recession was something of the order of 7 to 8% and, and we still are one of the main countries for
therefore, I do not think it is unrealistic to talk about attracting foreign direct investment around the
world trade growing by 2% and then 6% in 2003, and world.
that is reflected obviously in the export and import
figures for the British economy. 247. One of the main, but our share is slipping,

according to Eurostat data. We had about 24% of all
242. Those figures show that import growth the FDI from outside of the EU which was coming

continues to outstrip export growth over 2003–04. into the EU and it is now down to about 16. We used
We already have a reasonably large trade deficit, so to be the top location and we are now third in the
are you expecting that trade deficit toworsen over the queue. Are you worried about that?next two years?

(Mr Balls) You always have to make a distinction(Mr Brown) We have published the figures for that between stocks and flows and in terms of a stock ofin the PBR in tables A1 and A7 to 9. Obviously the
foreign direct investment, we are pretty much top ofcurrent account figures that we are giving as a
the league and the US and the UK are the bigpercentage ofGDPare 2 for next year and stabilising
attractors of foreign direct investment, but obviouslyat 2 in 2004 and 2005 and that is obviously a faster
as other countries are successful and they attractrate of export growth to import volume growth in
foreign direct investment too, that is a good thing for2004 and hopefully in 2005 as well.
the world economy.

243. How are we financing the trade deficit? (MrBrown) I think it has got to be put in its proper
(MrBrown) I think the trade deficit, at around 2%, context. In 2001, the latest year forwhichwe have full

is substantially lower than it was ten years ago when figures, theUK received the second largest amount of
it was 4%. I think in the late 1980s it was about 4%. inward investment in the world, larger than any other
Whilst of course we would like our export sector to EU country and second only to the United States. As
be in a position to do better, and there are many very far as stock is concerned, we had the second largest
successful British firms who are doing well, we have stock of inward investment in 2001 at nearly £350
been aVected both by the downturn in world trade billion, and again that is more than any other EU
and by the low euro against the pound. There is no country and it is second only to the US. Now, again
doubt about that. we are not complacent. We have had a very diYcult

situation around the world, but these figures for 2001244. The country needs to finance its trade deficit
suggest that we have been holding up over thissomehow. How is this economy financing its deficit?
diYcult period.(Mr Brown) Absolutely, but what I am pointing

out to you is that at times in the past the trade deficit
as a percentage of GDP has been substantially
higher.

Dr Palmer245. Is it largely being financed by heavy inflows of
foreign investment? 248. Do you think it is possible, Chancellor, that
(MrBrown) Can I just give you the accurate figures the record of foreign direct investment will be

and then I will maybe askMr Balls to say something. aVected adversely if we remain isolated in the euro
As a proportion of GDP, the current account deficit area?
last year was 2.1% of GDP. It actually reached 5% in (Mr Brown) If I may refer back to what are calledthe late 1980s. the “five tests“, this is one of the areas that is being
(Mr Balls) The counterpart to the deficit on the looked at. I think if you look back to the 1997 report

current account is a surplus on the capital account, on this matter, we looked at that in detail then and I
which is people wanting to invest in theUK, and they think you will find when we do the assessment of thedo so through foreign direct investment, through five tests, we will give a very full report on that and Iinvesting in short and long-term securities, so that is do not think the Committee, which has asked me tohow it works, and I think, by historical standards, come to give evidence on these matters also, wouldthis is a low, stable and financeable current account want me to prejudge that.deficit which is driven by people wanting to invest in
the UK.
(MrBrown) But that does not say, by the way, that

we are in any way complacent about our export
position. We are talking about the overall Chairman
macroeconomic eVectiveness, but we are not

249. We look forward to your expanding on thatcomplacent about our export position and obviously
when you come before us in January and we arewe have put in a number of measures, including the
trying to get a date together for that.reform of the export service to help small and
(Mr Brown) I always look forward to appearing inmedium-sized firms so that we can actually do better,

particularly in the manufacturing trade. front of your Committee!
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which, as you probably know and see around you,Dr Palmer
are recording a high level of growth in diVerent areas

250. One of the things that this Committee tries to of the economy.
do is to assess the areas where there is greater risk,
greater likelihood of variability. You have indicated,
I think you would agree, that world trade is one of Mr Mudie
them, which is obviously not under our control. Are

252. Chancellor, can we just confirm, and this is anyou concerned that the level of business investment
amazing thing about this Golden Rule, can we justis really going to be substantially dependent on that
confirmwhen it started and when it is going to finish?world trade revival that you are talking of?
Can we confirm that it started in 1999–2000 and that(Mr Brown) I think people are only beginning to
it will finish in 2005–06 and at the moment you haveanalyse in detail what actually happened to business
got £46 billion in hand?investment over the last two or three years and it is
(Mr Brown) Let’s put this in its proper context.not only what happened in Britain, it is what

First of all, I think all of us agree that there is sensehappened in America and what has happened
in having your fiscal rules over the cycle. In otheraround Europe. I think you will find that we and the
words, it makes no sense not to take account of theAmericans were pretty heavily hit by what happened
eVect of automatic stabilisers on what is likely toto IT investment. Half the downturn in
happen to the economy during a period when eithermanufacturing production was due to the IT sector.
the world is not growing fast or even the world is inTelecommunications alone had a 54% decline in
recession, so all of us want rules that we can applyoutput over the course of a year and, as far as
over the cycle. The second thing I think we would allinvestment is concerned, there was a 30% decline in
agree on is that the estimation should be as precise asinvestment in IT hardware and a 10% decline in
possible and that means that you will continue toinvestment in software. That has influenced the
examine, on the basis of all the evidence that isbusiness investment figures in a way that I think
available, what is happening to the economy. I thinkpeople will understand, looking historically at this,
the next thing you want to be sure of is that as youthat there was an IT bubble, in the sameway that you
make these assessments, your assumptions arehad bubbles in the railway investment in the 19th
properly audited and properly prepared. On the bestCentury, and, therefore, what has been changing
information that we have, and that is a cycle beingover the course of this year is that investment levels,
the diVerence betweenwhere the output gap is at zeroparticularly for the IT sector, have declined very
and the output gap returns to zero, we have estimatedsubstantially. We believe, however, that as the world
that the cycle began in 1999 and is likely to continueeconomy starts to grow again and as people can see
through to 2005. Now, that is the best estimate, butthe benefits of investment and they start restocking
I think you would agree with me that as newand everything else, business investment will grow
information becomes available, you have gotand I have already given you the figures to show that
obviously to take that into account and precision isbusiness investment, I think as I said, rose from £93
important and, therefore, you have got to take newbillion to £115 billion, then fell back to £104 billion,
information, when it becomes available, into accountso there is scope, I think, for these modest rises of 2,
in your assessment.3 and 4% that we are predicting in business

investment to take place and these seem to me to be 253. So that was yes to my question?
quite realistic. The bounce back after a period of (Mr Brown) Yes, sorry, the best estimate is 1999
decline in America, for example, is expected to be far to 2005.
greater in terms of the overall levels of increasing 254. Will you agree with me that this is a recentbusiness investment than that. man-made model?

(Mr Brown) No, I think that, generally speaking,251. When one looks at detailed figures for the
governments will want their fiscal rules to be over aGovernment’s predictions and the independent
cycle. I know that the previous Government wentforecasters’, in general we are talking about the odd
through a number of diVerent definitions of whatsort of percentage point, but there is one area and
they regarded as their fiscal rule, but it did come backthat is total investment, not just business, but
to them saying on a number of occasions that theygovernment, business and housing. As the TUC
wished to balance the budget over the cycle, and Ianalysis points out, the Treasury forecast is for an
know that the current Shadow Chancellor has saidincrease of 6.5% next year, whereas the average of
that he wishes to balance the budget over the cycle.independent forecasters and the OECD and the EU

is all around 2.5%. To what do you attribute this 255. But you are the first one to sort of
much greater optimism by the Treasury? institutionalise it as a stated formula. Mr Balls is
(Mr Brown) Well, there is going to be a very agreeing with me.

substantial increase in government, ie public, (Mr Brown) What we have got, and we did this in
investment and when I give you the figure of 36%, it 1997, is not only did we make the Bank of England
shows just how big the contribution of public independent and have a new monetary regime, but
investment is going to make both to the rebuilding of we did have a new fiscal regime which is based on two
infrastructure in our country and to the overall rules and that is that there is a current surplus over
figures for fixed investment. One of the reasons why the cycle, or a current balance over the cycle and it
the overall investment figures in Britain have not happens to be a surplus, and equally that to allow for
declined as much as in some other countries is public investment to rise, then debt must be at a
because of this level of capital investment through the sustainable and prudent level and that is why we

reduced debt from 44% to just over 30% of GDP.public sector, particularly in construction projects,
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256. The point I am making though is that it is policies in the context of a policy framework which

is emphasised as we do have fiscal rules, divisions ofman-made and it is at the moment giving you great
comfort, but the IMF did not seem so happy with it. responsibility, accountability and transparency”.
(Mr Brown) Well, actually when you say that

265. Yes, and I will give you back what the IMFeconomic rules are man-made, it is diYcult to think
said on the same matter, which is: “Given pastof another means by which they could be made.
surpluses, however, the two fiscal rules are no longer

257. Well, they could be made at Number 10. as constraining as at the time of their introduction“.
I am simply making the point to you that you have(MrBrown) As far as the IMF is concerned, I think
got this recent man-made formula and the IMF havewhat the IMFwas asking us aboutwas the debt:GDP
come along and have said, “It has served you well inrule and we were able to clarify that for them when
the last five years, but we should be learning lessonsthey published their report.
from that”, and asked you to undertake a study into

258. No, I think they went a bit stronger than that, its tightness, and I am just asking you whether you
Chancellor. Did they not ask you to undertake a are undertaking a study or are you rejecting the IMF
study into the two golden rules? on this matter?
(Mr Brown) Well, I have the IMF Report here. (Mr Brown) We do not believe that we should be

introducing a new fiscal rule—259. I have got it in front of me as well. Are you
undertaking a study into the two golden rules? 266. No, they are not asking you to.
(Mr Brown) Well, we have got a regular report on (MrBrown)—and, therefore, there is no point in us

fiscal sustainability. having a study as to whether we need new fiscal rules.
What the IMF also said was that, “Over the long260. No, no, this is—
term, the UK public finances appear in a better(Mr Brown) On the rules themselves?
position than those of many other advanced

261. The formula, yes. countries“. Therefore, I do not see the case for a
(Mr Brown) I think it would be very strange if we further study.

were to say that we have lost faith in our rules just at
267. Well, they are not asking, as I see it and as thethe time when the rest of Europe was starting to take

IMF see it, they are not asking for a third golden rule.an interest in applying our rules.
They are saying, “You have got two golden rules

262. So you are rejecting the IMF Report that you which have run for five years now and there is very
sent out with such a glowing press release as recently much a case for looking at them to see whether they
as 9 December? should be calibrated or redesigned“. Now, that is the
(Mr Brown) Well, I am not rejecting the IMF IMF. Are you just rejecting the IMF?

Report. What I am saying is that our fiscal rules are (Mr Brown) We are not proposing to do that and
our fiscal rules and I am not proposing to change the reason is that we believe that our fiscal rules are
them. the better means by which we can deal both with the

demands of public expenditure and the need for fiscal263.No, but they said, and this is the point—thank
discipline, and we believe we have exhibited thatyou, Mr O’Donnell.
fiscal discipline. Mr Balls was involved in the(MrBrown)Well, he is very helpful because he said
development of the rules, so I do not know if hethat in the past few years fiscal policy has been
wants to comment.managed prudently within the context of the golden
(Mr Balls) On the first point about the economicrule and the sustainable investment rule, and that is

cycle, in 1997 for the first time we made a decision inthe IMF’s Report on that.
the interests of transparency to publish the

264. They also said that almost five years after their Government’s estimate of the economic cycle and
introduction, there is a case for a study that takes our position in it, so until 1997 it was never possible
stock of the experience so far with the rules. They to judge whether we were meeting the fiscal rules or
also went on to say, “. . . avoid the risks that margins any fiscal rules adjusted for the cycle because the
accumulated in the past to allow excessive leeway in Government was not transparent about where they
the future”, which is just exactly where we are, that were in the cycle, so one step forward in terms of
you have got £46 billion and the IMF seem to think transparency was to publish that information. The
that you had better be careful with that because it second point is that in 1997 we did produce a paper
may be excessive leeway and you may do bad things called Lessons from the Past Economic Cycle which
which you regret when you come to the end of the looked at these issues and it explained why in the past
cycle. errors had been made by misjudging the economic

cycle which the Government were not transparent(Mr Brown) I think there are some people
obviously who want to set a third rule, that public about. We said at that time that it was our policy to

be deliberately cautious in our approach to fiscalspending must be below a certain percentage of
GDP, or public spending should never rise faster policy. In monetary policy, you should have a

symmetric inflation target, but in fiscal policy youthan the growth rate of the economy, or public
spending should be growing far less than the growth should be deliberately cautious. We have had a

debate with the IMF because the IMF has in the pastrate of the economy, but that is not our proposal.We
believe that the public spending that we are incurring said that they think we are too prudent. We think

that we should not be too assymmetric, we shouldis necessary for both the economy and for our public
services. I would just repeat that the IMF said that not be over-cautious, but we should be central and

we said in that paper in 1997 that we thought it wasour economic achievements “are due in no small
measure to the Government’s soundmacroeconomic the right thing to do to be deliberately prudent and
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cautious, so in a sense the IMF were asking us to do this week in terms of transport that the train

operators are bust and the rail strategy has got to bea study. We did a study in 1997 in which we
concluded that these were the right rules and we refocused, we have looked at the criminal justice

system and it is not doing very well, we have lookedshould be cautious and they have continued to say
since 1997, which is ironic, if you like, that the IMF at theHomeOYce where three of the four aims of the

national drugs strategy have now been declared notsuggests that the Government is too cautious and too
prudent, but that 1997 study concluded that was the credible and the Home Secretary is waiving £12

million of fines levied on lorry drivers who haveright approach for Britain.
brought in stowaways? Are the targets not just268. But, Chancellor, can I just finish by asking
getting in the way of good management?you about another of their suggestions. Before I do it,
(Mr Brown) Absolutely not. I think the targetswhich departments did the IMFmeet when theywere

have been a discipline for the departments and haveover here? Did they meet other than with the
provided a focus for what requires to be done. WhileTreasury?
you quote one or two targets which have been raised(MrBrown) They certainlymet the Treasury. I met
in the last week, I thinkwe have got to remember thatthe IMF representative who was here.
our original targets to get, for example,(Mr O’Donnell) They meet whoever they want to schoolchildren in classes of less than 30, our targetsmeet, is the honest answer, and we set up to increase literacy and numeracy performancearrangements for them, but they meet the Bank of amongst primary schoolchildren, our targets inEngland, the National Institute, the IFS, a whole healthcare and the number of operations, forrange of people. example, in diVerent areas, 87% of our initial targets(Mr Brown) The FSA. in the first Spending Review were actually met on

269.Did theymeet the Cabinet OYce, Number 10? time and when you take the targets which have
(Mr O’Donnell) I do not think they asked to. subsequently been met, 93% in total were met. Now,

it is too early to say what is going to happen to the270. There is a strange suggestion and I am
2000–02 targets because these are years which go towondering what the Chancellor made of this
2004 and then to 2006, but the first experience ofsuggestion, seeing as he has sent their suggested study
setting the targets is of course bound to be one of thedeep into the crowd. “Public spending could also be
diYcult ones, but when I say that 93% of the targetsmade more eYcient”, this is in education, “through
were met, I think the Committee could reflect on thatthe broader application of user fees”.
as both a discipline for the departments and, to some(Mr Brown) What page is that? extent, in many areas a success story.

271. Mr O’Donnell laughs. This cannot be in the
276. You mentioned health and the waiting listsschool sector, but it must be in the higher education

are now increasing. I think they are above £1 million.sector.
We have expressed a concern here that the good(Mr Brown) Could you just point me to the
money that is going in in terms of public servicessection? Which paragraph is it?
could be going down a black hole and there is a

272. It is paragraph 12. They say, “thus containing feeling that the targets per se are not helping this
excessive consumption”, which probably means process, so please explain that point to us.
cutting back on the numbers going to university, (Mr Brown) I think we could go into each
“and avoiding the subsidisation of users frommiddle individual department and that is certainly not the
to upper income brackets via tax revenues”. purpose of this Committee’s investigations, but as far
(Mr Brown) They mention that spending has been as health is concerned, the waiting times have gone

increased also in areas, notably education. I think the down substantially and they are going down from 18
“broader application of user fees“ is possibly a months to 15 months maximum, then to 12 months,
reference to congestion charges. then to nine months and then to six months, and

these are being charted and the progress can be seen.273. I am sorry, Chancellor, they actually
As far as diVerent specialities are concerned, thespecifically mention education.
increase in heart operations, nearly 40% above what(Mr Brown) Well, I remember my conversations
they were in 1997, the increase in the number ofwith the IMF and one of the issues they raised was
cancer consultants, the increase in the technology oftransport charges.
CT scanners available, 300,000 more operations are

274. When they say, “higher income transfers or, now being performed, and I could go through that in
where applicable, means-testing user fees can oVset detail, but I think that is what you would prefer the
the negative impact of such fees on the poor”, is this Health Committee to do with the Health Secretary.
another IMF suggestion that theChancellor does not
find acceptable? I would be delighted if you said yes,
Chancellor.
(Mr Brown) I do not think we have made a Mr Laws

proposal about this.
277. Are you still committed to keeping Britain’s

public borrowing under the 3% Maastricht limit?
(Mr Brown) Well, we are committed to our fiscalChairman

rules and our fiscal rules have led us to be able to say
275. Chancellor, on the issue of public spending that borrowing will be below 3%.

and the finances, we have questioned you before on
278. So you are committed to keeping borrowingthe targets, the culture of targets. Is that culture

serving the Government well because we have seen under the 3% Maastricht limit?
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(Mr Brown) We are committed to our fiscal rules, well that what the Commission is actually proposing

is to look at countries with low levels of debt, andwhich we have set out and I have just discussed with
MrMudie, and these fiscal rules, as you see from the particularly at countries with high levels of debt, and

we happen to be a country with a low level of debt.figures, show that we will be below 3%.

279. Chancellor, why do you find it diYcult to say 286. But they are not proposing to water it down.
that you have got this commitment? You have got a Let’s hope there is no severe recession, but on the
section in the Pre-budget Report document, page 31, structural problems you have, your forecast is 30
entitled, “European commitments“. In every Budget which is eVectively the 3% limit. Are you still going
Statement you make and every Pre-budget to keep within the Maastricht 3% criteria, or are you
Statement, you have made a point of saying and going to fudge it?
joking that you are within the 3% limit and now that (MrBrown) I have published my figures,Mr Laws,
we are beginning to drift upwards, you seem to be and I show that they meet our fiscal rules, both of
fudging a little bit. them, consistently and even on the cautious case, and
(MrBrown)Not at all.We have alwaysmet the 3%, that we are within the 3% on the basis of these rules

but, as I said, we set down for the House of and I am not going to deal with further hypothetical
Commons and for the country the fiscal rules that we situations.
are following and these fiscal rules are the current

287. But it is not hypothetical that your publicbalance plus the Sustainable Investment Rule and, as
finance rules might be wrong, Chancellor. They haveit happens, also because of the discipline we have
been over the last year and they could very easily beshown, we are also within 3%.
again and you could find yourself up to the 3% limit280. So are you committed to remaining within 3% and you will then have to take the decision as toin the future? whether you are going to be under it or not and, if

(MrBrown) Well, all the figures that you have seen you do not, you might not even be able to join the
published show that we will be within 3%, yes. euro.
281. And what happens if those figures are wrong, (Mr Brown) We will meet our fiscal rules and, as

as they have been over the last year, and it starts to you can see from the projections that we have set
lift up to 3%?Will you be prepared to take any action down, they are well within the 3% limit.
to stay within the 3%?

288. Well, you are at 2.2%.(Mr Brown) I think if you look at the figures, the
(Mr Brown) I think 2.2% would be seen by mostfigures do not get us remotely near 3%.

people, particularly when it is a cyclically adjusted
282. Well, they are not that far away now actually, 1°%, to be within the 3%.

Chancellor. They have drifted. You are 2.2% at the
289. You are actually less than, in terms of themoment, versus the 3%, so if you have a little bit

safety margin you have got, the average error inmore slippage, you will be very close to—
forecasting the public finances one year ahead which,(Mr Brown) Cyclically adjusted, I think the 2.2 is
we heard from Andy Dilnot, is £11 billion. With theactually 1°% once you take into account the cycle.
average error over the next year, it would be over283. But, Chancellor, cyclically adjusted is not the the 3%.way that the Commission measures it.
(Mr Brown) I think, Mr Laws, you have to(Mr Brown) Well, actually there is a big debate compare the situation in Germany where the deficitgoing on within the Commission and they have just is now 3.8%, in France where the deficit is nowpublished their proposals which show that they want beyond 3%, in Italy it is moving up to 3% and into take the cycle into account, they want to take Portugal where it started on 4%, and I think ourinvestment into account and they want to take— figure of 2.2% would be seen to be well within the

284. Chancellor— Stability and Growth Pact.
(Mr Brown) If we are talking about the

290. So you are quite relaxed about this. ThisCommission, I think we should be up to date about
European commitment that is in the first year of thewhat the Commission are talking about with this.
Pre-budget Report seems to have got watered down

285. We are very up to date. We are so up to date quite a long way, does it not?
that we have got a note from one of our advisers and (Mr Brown) It has not been watered down at all,
he says, “The Commission has not proposed any not one bit.
relaxation in the 3% on nominal deficits in any given
year. Indeed the proposals state that an adequate 291. Chancellor, you probably heard in the
safety margin must be provided at all times to evidence session that we had with our five economic
prevent nominal deficits frombreaching the 3%GDP advisers a week or so ago that a number of themwere
reference standard”. Now, if the 3% is still there, I quite concerned about the prudence or the lack of
can understand why you now want to water down prudence in your assumptions. They also felt that
your commitment to it. there was quite a lot of potential for you to do what

you seem to be doing which is fudging the fiscal rules(Mr Brown) Let’s be clear what the 3% rule
now that we are getting close to breaching them.actually involves. The 3% rule is subject to a number
What Martin Weale said was that he is looking toof diVerent things, including whether there is a severe
you to make a commitment to say that if things dorecession and whether there is an exceptional excess.
turn out badly and if we have a further overshoot inIf we are talking about the 3%, we should talk
the deficit, then you will actually be willing to raisespecifically about what the Stability and Growth
taxes to remain within your fiscal rules. Can you givePact means about the 3%. I think if we are also

talking about the Commission, we know perfectly us any undertaking on that?
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[Mr Laws Cont]
(Mr Brown) This is an absolutely ridiculous Mr Fallon

proposition, that somehow we are outside our fiscal
297. Could we turn now to the public sector netrules—

borrowing fiasco? When you first set the figures for
this year—

292. No, I said what— (Mr Brown) Sorry, Mr Fallon. I did not hear that.
(Mr Brown) Hold on. You started with an 298. You did not want to hear it. Could we turn toimplication, indeed an allegation that we were the figures for public sector net borrowing? Whenfudging our fiscal rules, but let’s just look at our two you first forecast this, in the Budget 2001, you saidfiscal rules and how we are meeting them. On debt, that it would be £1 billion this year. In the Budget thisour rule is our sustainable investment rule where we year you said it would be £11 billion. Now, just sixwould have to have debt at a prudent level which is months after that, you tell us it is going to be £20below the 40%ofGDP. In every one of the projection billion. Are you going to apologise for that mistake?years, debt is between 30% and 33%. Now, you can

(Mr Brown) Again, you have got to look at what ishardly say that we are fudging the fiscal rule when we
happening to every country around the world. I thinkare substantially below 40%—
there has been a turnaround in the American deficit,
not of $9 billion but of something in the order of
$300 billion.293. But on the Maastricht limit, in every Budget

Statement, you are— 299. We are dealing with the British deficit which
(Mr Brown) The presumption of the question was you were supposed to be forecasting.

that somehow we were fudging our fiscal rules. The (Mr Brown) Hold on, Mr Fallon. You have asked
fact of the matter is that the 40% rule has been me a question. Let me answer it in my own way. You
substantially and clearly met and, if you like, we are can come back. In each of the countries that we are
over-performing with debt at between 30 and 33% of talking about as a result of the downturn in the world
GDP and how anybody could say that is a fudge, I economy the deficits have risen. I said that in
do not know. As far as the current balances are America the turnaround has been $300 billion over
concerned I think at the moment we are something the course of a year. In Britain the turnaround is £1
like £46 billion in surplus according to the billion which was the original forecast, to £20 billion,
projections for the current balance, and again it is which is very substantially less. In other countries in
very diYcult to say, with that room formanoeuvre or the EUarea you will knowwhat the figures are which
margin, that somehow there is a fudge, so I do not have pushed their deficits above the 3%. I may say
accept, Mr Laws, the presumption of your question. that the comparison between that and what

happened in the last recession is very illuminating
indeed. Our deficits rise to 1.5% over the course of the294. What you are telling us today though is that
period. In the last recession the deficit rose from anall of these lines that you have had in your Budget
original prediction of 1%, and then revised to 3%, tostatements and Pre-budget Reports ever since you
actually 8%, which would be the equivalent of an £80came into power in 1997 aboutmeeting the European
billion deficit at this stage when actually we arecommitments, which are still described as European
recording figures that are very substantially lowercommitments in here, you are throwing out. On the
than that.Maastricht limit you are saying, “No, I am not going

to try and bother to meet that in the future if things 300. So an error of £20 billion is not really an error
go wrong because I might then have to raise taxes at all?
before the election”. (Mr Brown) It is not an error. It is a response to
(Mr Brown) Mr Laws, I never said any of that. what is happening—

301. It is not an error?
295. You said there was no commitment to (Mr Brown) It is a response to what is happening

remaining within the 3%. in the world economy. What you have seen
(Mr Brown) Hold on, Mr Laws. I said that we will happening in the world economy is essentially a

meet our fiscal rules and that is the commitment that downturn in growth, particularly in the areas with
we made to the British Parliament.We are within the whichwe trademost, which areGermany and theEU
3% and comfortably so in each of the projection area and the United States of America and, unless
years and I dispute your allegation that somehow the you are saying to me that the automatic stabilisers
fiscal rules in any way are fudged, and when you look should not be allowed to work, which I did not think
at the figures of 33% debt maximum during this was the Conservative Party policy, you would say
period, and equally that we have current surpluses that it was the right thing to do to allow the deficit
that take us beyond the commitment of our current to rise.
plans, you will see very clearly that in no way are we

302. But next year you are saying the deficit isfudging the fiscal rules. I reject your allegation.
going to be £24 billion. Howmuch confidence can we
have in that? Are you going to be £20 billion out on

296. As a last question, you are not going to give that one?
us a commitment to remaining within the 3% (Mr Brown) The figures are based on our best
Maastricht limit in the future if things go wrong? estimates for growth for next year and again the shift

in the figures, both in comparison with other(Mr Brown) We have set our figures for being
within the 3% and I have also set out the terms of the countries and in comparison with British historical

experience, is far less.Growth and Stability Pact.
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311. Let us turn to the public sector and then weMr RuZey
will finish that.

303. Chancellor, can I turn to the mess you are (Mr Balls) It is cleared up.
getting into with your revenue forecasts? The falling

312. Chancellor, what is the forecast for publicaway in revenue next year, what proportion of that
sector net borrowing next year? Give me a figure:is cyclical?
public sector net borrowing.(Mr Brown) I think the estimate that has been
(Mr Brown) Twenty four.made, and I know there was a discussion in this

Committee about— 313. You should know this. You have raised it up
to £20 billion this year and next year—304. What is the proportion?
(Mr Brown) Mr Fallon read out the figures a few(Mr Brown) The estimate we have made is that

minutes ago.two-thirds is cyclical and I think you will find that
this is reflected in table 2.4. 314. I am asking you to tell me what they are. Can

we refer you to table 2.3? It went from £20.1 billion305. You see, there is a puzzle, as you know, in 2003 to £24 billion in 2003–04.among many serious commentators because they see
315. Taking two years together, this year and nextthis falling away as being ascribed, as you ascribe it,

year, borrowing is going to be, in nominal terms,to cyclical factors, and yet next year and this year
public sector borrowing, £20 billion higher than yourthere is not much change in the growth forecasts.
budget Red Book which is a rise of 83% in just over(Mr Brown) What do you mean?
seven months. That is a wacking error, is it not?

306. So it follows that the element that you say is (Mr Balls) That is not correct.
cyclical is more likely to be structural, in other words,

316. I will ask the Chancellor rather than you. Ia permanent problem. You will accept that, will
know you are the Deputy Chancellor. I would ratheryou not?
speak to the Chancellor.(Mr Brown) No, I do not accept that at all. You
(Mr Balls) Fine. I apologise. I was just going tohave just spent one part of the Committee’s

read out the figures. The budget forecast weproceedings asking me to apologise for a change in
announced at the time of the Budget was forthe growth forecast and I have explained why the
borrowing to be £11 billon this year and £13 billionchange in the growth forecast took place. The growth
next year, and so the change since the Budget is notforecast was 2 to 2°% and it is now 1.6%.
£40 billion, as Mr RuZey was suggesting, but the

307. The diVerence in the growth forecast does not diVerence between 11 and 20 and 13 and 24, so it is
account for the falling away of the revenues. actually less than half that amount. It is about £9
(Mr Brown) I think you are starting from a billon this year and then £11 billion next year.

misguided assumption. (Mr Brown) The question really is whether you
accept that the automatic stabilisers, in a situation308. Let us try something else.
where the world economy and the British economy(Mr Brown) Maybe you can explain your are growingmore slowly, should operate, and I thinkassumption. most sensible people would say that that is the right(Mr Balls) It is set out in table 2.4, Chair, that the thing to happen unless members of the Committeeimpact of the automatic stabilisers, based upon our think that is the wrong thing to happen. I think itpast estimates, is £6 billion for this year, and then £9 would be general policy that automatic stabilisersbillion and then £5 billion, £1 billion and zero, and should be allowed to operate.that is based upon historic estimates of the impact of
317. A separate questionwhich is related to the lastthe economic cycle on our revenue projections. The

one. What is the average absolute error of publiconly reason why the automatic stabilisers are
sector net borrowing forecasts for next year, the yeardiVerent from the past is because of a change in the
after and the year after that?growth forecast. If the growth forecast had not
(Mr Brown) I think Mr O’Donnell had that figurechanged the automatic stabilisers would not have

when he came to the Committee.changed, but the growth forecast did change and so
the estimate of the automatic stabilisers has changed. 318. Perhaps you could tell me, Chancellor. These
(Mr Brown) Maybe Mr RuZey could clarify what should be at your fingertips.

he is saying. Is he saying that growth has not changed (Mr O’Donnell) The average absolute errors for
at all over the course of the year— public sector net borrowing figures over the last ten

years for one year ahead forecasts are roughly 1.1%309. No.
of GDP which is rather lower than the average error(Mr Brown)—and therefore the revenues should
for the US and for the EU.not change?
319. And in year two the IFS tell me that it should310. It does not account for that cyclical element

be 2% and in the third year it would be 3%.that you are calling cyclical. It is structural.
(Mr O’Donnell) As you go further out the errors(Mr Balls) The automatic stabiliser, Chair, is a get bigger.number based upon historic estimates which we use

andwhich the Treasury has estimated whichmeasure 320. Yes. I was just confirming that. Can I ask the
Chancellor: with that average absolute error, if thatthe impact of the growth forecast on the basis of

historic and published estimates on our revenues, comes to pass, and, let us face it, you have not been
much cop so far on your public borrowing numbers,and if the growth forecast has not changed, as Mr

RuZey suggests, then it would not have this impact what would—and I would like a figure for this—that
average absolute error be on your borrowing forecaston the automatic stabilisers.
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[Mr RuZey Cont]
three years out?What number do you think wemight 331. The reality of this, because you will not
arrive at three years from now? Forty billion? Fifty answer questions about what borrowing could get to
billion? Can you give me a figure? on the published absolute errors which are in your

own documents, for heaven’s sake, is that tax will(Mr Brown) I think it is a ridiculous starting point.
have to go up if that borrowing is bigger than you

321. Why is it ridiculous? You have just told us predict. If your forecasting turns out to be dud againwhat the average absolute error is. there is going to be a Brown hole, is there not, if you
(Mr Brown) It is a ridiculous starting point to say are not going to put up taxes? Is that not correct?

that when we have consistently brought in net (Mr Brown) We made our announcement in thefigures, including a surplus of £37 billion in one of the Budget about a rise in national insurance and ayears, we have been consistently out on all our freezing of the basic tax allowance for next year.figures. The reason that this average is so high is These are the announcements we made in the Budgetbecause of what happened in the early nineties when and these changes will take place next April, but I ama deficit of 1% predicted turned out to be a deficit of not in a position to announce future budgets.eight%, and that was under your Government, Mr
RuZey. I am not going to get into the position of 332. How much did you raise by freezing income
making hypothetical forecasts about what is likely to tax allowances?
happen— (Mr Brown) I think it is around £1.2 billion. I

would have to write you a note about the full figure.1322. It is implicit in your end of year fiscal report
of November 2002. It is not a conservative figure. 333. You could do that again, could you not?Have
(MrBrown) The forecasts are the best ones that we you any plans for removing tax breaks on any

can set out and they are contained in the document pensions?
and they go right through until 2007–08. (Mr Brown) I made an announcement in the Pre-

budget Report which I am happy to send to you, but323. So the answer to the question, if you apply the
of course there is an announcement on pensions and3%, or 1% a year, as Mr O’Donnell says, the average
reform of pensions this afternoon.absolute error could be 3% in three years’ time. We

are living in uncertain times, so that could arrive at,
334.What about tax breaks on ISAs? Any plans towhat? A figure of what, for the public sector net

remove those?borrowing requirement?
(Mr Brown) We have been very consistent—(Mr Brown) Under your Government I think we

would have expected that. 335. I am going to explore ways you might raise
tax.324. No: under your Government.
(Mr Brown) We have been very consistent in the(MrBrown) It went from 1% to 8%. I just told you.

ways we have applied tax relief but, as you know, no
Chancellor gets into the position of answering
hypothetical questions.

Chairman
336. But you will not even admit the possibility

325. Chancellor, we are strictly apolitical in this that your borrowing forecasts may turn out dud and
Committee. you might have to close the gap further down the
(Mr Brown) I hoped when I came here that that road.

was the case, but— (Mr Brown) We have consistently said that we
will keep—

337. It is not very prudent, is it?Mr RuZey
(Mr Brown) Mr RuZey, if you will let me answer

326. Chancellor, can you just apply those the question before you ask the next one, we have
percentages? One per cent error is about £10 billion, consistently said that wewill keep our fiscal rules.We
is it not, so a 3% error would be £30 billion? have made our tax promises at the General Election
(Mr Brown) Our duty, Mr RuZey, is to meet our to the British people. I made the change in national

fiscal rules. insurance as a proposal to the House of Commons
and it accepted it in the Finance Bill last year. That327. Is that correct?
tax rise will go through and you can see that all our(Mr Brown) And we will meet our fiscal rules.
figures are based on the assumption that that tax rise

328. Is 1% error about £10 billon? Is that correct? goes ahead.
(Mr Brown) I am not getting into the business of

338. It seems to me that a prudent Chancellorhypothetical forecasting about what might or might
would flag to the world that if his dud forecastsnot happen other than the figures that we have given
turned out to be more dud on public borrowing youto the Committee.
would raise tax. Do you like being called the Iron

329. It is not hypothetical. Is a 1% error equivalent Chancellor? Do you revel in it?
to £10 billion public borrowing? Is that correct? (Mr Brown) Chairman, I thought there was an
(Mr Brown) Mr RuZey, I am not getting into the apolitical atmosphere in this Committee.

business of hypothetical forecasts. Chairman: It is also getting near Christmas.
Goodwill here.330. You are not going to answer that question.

(Mr Brown) Because we have produced the best
1 Ev 71.forecasts we can and they go through to 2007–08.
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schools projects are usually the modernisation ofMr RuZey
existing facilities and again a diVerent set of339. Do you like being called the Iron Chancellor? considerations are involved.No? Yes?

(Mr Brown) Chairman, I get on with my job of 344. What level of commitment is imposed on the
doing what I do. If Mr RuZey wishes to ask a final Government by letters of comfort? Should the
question I will be happy to deal with it. market, for example, conclude that you have no level

of commitment, some level of commitment, that340. It seems to me that you will not admit that
there is a level of commitment at which you will bailborrowing might come in higher than your forecasts,
out some of these projects?which have already been proved to be dud. You are
(Mr Brown) I think there are liabilities.not conceding as a prudent Chancellor that you

would be prepared to raise taxes. It seems to me that 345. They are liabilities.
if youwant to keep the soubriquet “Iron Chancellor” (Mr Brown) No, hold on. I am making a
and you do not want to become Rusty Brown, you distinction between diVerent types. There are
should tell us what you will do if borrowing comes in liabilities, there are provisions that aremade, because
higher. Will it be to raise taxes or not? Are you one expects that there is likely to be a payment, and
prepared as a matter of principle to raise taxes or are then there are contingent liabilities where one does
you Rusty Brown? not expect a payment to have to be made.
(Mr Brown) We will meet our fiscal rules. Even

346. We are talking about contingent liabilities.with the Christmas spirit that should be shown on
Clearly these are contingent liabilities so that has notthese occasions I can now understand why, as an
in any way answered the question I asked you.economic adviser to the Treasury before 1997, Mr
(Mr Brown) No, but you asked what sort ofRuZey caused the Conservatives such problems.

provisions would the Government make and I saidMrRuZey:Wegave you a golden economic legacy
that there are diVerent types of project. In some casesand you are trying to blow it.
we have total liability and in another case you would
set aside provisions because you think there is likely
to be a payment. In other cases you would see aMr Tyrie
project as requiring a contingent liability, so there is341. Chancellor, I would like to talk about the a distinction drawn and there are diVerent types ofcontingent liabilities in the accounts, the same issue I project. I am sorry—Mr RuZey has had to leave!raised with you last time you came before the

Committee. I would like to ask a very simple basic 347. As far as am aware all letters of comfort are
question to start with, which is, why does the issues on contingent liabilities. Are you telling me,
Government issue letters of comfort on PPP and just to clarify this, that you are clear in your own
PFI deals? mind that there are liabilities which you can clearly

see already embodied in some of the projects on(Mr Brown) Essentially because, in the case, for
which you have written letters of comfort?example, of Network Rail, we were providing a

standby facility that we did not think would (Mr Brown) No. You have raised the question of
necessarily be used. provisions.

342. I have not really understood that answer. I do 348. I have not mentioned the word “provisions”.
not know quite what you mean by that. Can you (Mr Brown) You did actually. You raised the
explain in a little more detail what purpose you feel question of provisions. If you are purely talking
that a letter of comfort is serving when it is received about contingent liabilities let us simply set aside
by the people who it is intended to be comforting? those areas where there are liabilities and where there
(Mr Brown) We essentially want the projects that are provisions set aside because that is another part

interest the public and interest the users of either the of the public financing.
railway or, alternatively, the Underground, to go

349. I am trying to clarify the extent to which youahead. Therefore, we want to get the best
may consider that there are some contingentarrangement both for the taxpayer and for that
liabilities in the accounts which the Treasury mightproject to go ahead. In the negotiationswe had on the
have to pay for at some subsequent time.private finance facility or, alternatively, on Network
(MrBrown) I think youwill find,MrTyrie, that theRail, it is open to the Government to consider

rules—and again you have got some experience ofwhether a standby facility should be provided. In the
this—are exactly the same as the rules that werecase of Network Rail that is what we did. We do not
pursued under the previous Government in the waybelieve that that standby facility will be called upon
that we classify contingent liabilities.and, equally, we believe that as Network Rail, for

example, gets its finances in order it will no longer 350. Those rules might have been right, they might
need even to ask for that facility. have been wrong. My guess is that they were

probably wrong, and in any case—343. What would happen if there was not a letter
(Mr Brown) You were one of the advisers.of comfort?

(Mr Brown) That depends project to project. I do 351.—you are pursuing them. As a matter of fact
not want to draw general conclusions from one or I left the Treasury in 1990, which you may forget.
two projects, but you know the issues of Network (Mr Brown) That is a pretty good alibi.
Rail and you probably know also some of the issues
in the debates about the Underground but, as far as 352. I think it may be you, Chancellor, who needs

the odd alibi shortly, judging by some of the answersPFI hospitals are concerned, it is a diVerent set of
considerations that are involved and actually the you have given on the 3% ceiling on borrowing. I
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[Mr Tyrie Cont]
really want to try and pursue the extent to which couple of days ago, as you have just said, you do not

even know what the most important figure in thesome of these liabilities are things for which—and I
now do use the word—you should provision. document is, which is clearly the bottom line figure

which may end up on the Chancellor’s desk.(Mr Brown) No, I am sorry, Mr Tyrie.
(Mr Sharples) The full details will be laid before353. I have not asked a question yet. the House on Thursday in the Supplementary(Mr Brown) I am sorry, Mr Tyrie. You are Statement to the Consolidated Funds Accounts. It ismisunderstanding what I said. You asked me to a document which has been published every yearclassify the provisions. since 1968 on the eve of the Christmas recess. It is a

document which, I have to say, my colleagues in the354. What I would like to ask you is about
Treasury are pleased is attracting some interest now.guarantees. Do you happen to know the aggregate
I do not think it has attracted a great deal of interestvalue roughly of the guarantees issued by the
before but it is a document which sets out inGovernment on PFI and PPP projects?
systematic detail all the contingent liabilities that(MrBrown) We are publishing in the next few days
have been taken on by government departments.a list of all the contingent liabilities. I do not have the
You asked the question about quantification offigures here but you will get these figures in the next
these. Part of the answer there is that many of thesefew days. I am happy to send them to the Committee.
contingent liabilities are quite diYcult to quantify. It

355. Have you had a look at them yet? is in the nature of a contingent liability that it is a very
(Mr Brown) I normally look at every major uncertain risk. If it were a certain cost then that

document before it is published and I have had a look would be a case for considering it as a provision
at this, but it lists (and I cannot remember howmany) within the accounts, but the precise treatment of
diVerent projects where there are contingent these liabilities in the accounts is subject to full audit
liabilities. by the National Audit OYce under generally

accepted accounting practice.356. I am glad you have looked at it, Chancellor.
That will enable you to tell me roughly what the 360. The press and the public will draw their ownbottom line is, at the bottom of the document, conclusions from the admission there that it is theroughly what the total level of final guarantees is. practice of the Treasury to publish this sensitive
(Mr Brown) I know the big one that we have been document on the day that the House of Commons

talking about is Network Rail at £21 billion but I do breaks up for Christmas. I really do not think that
not have the other figures to hand. that is the best form of transparency the government

could provide in this.357. So you do not know what the level of
(Mr Sharples) It has been the same timetable everyguarantees is?

year since 1968.(Mr Brown) The contingent liabilities are listed
every year. The last lot were listed last December, I

361. Of course these liabilities have only been ofthink, but the individual departments also publish
minuscule proportions until this Chancellorwhere there is a contingent liability, so all that
appeared and that is why I am addressing myinformation is out in the open at the moment. If you
questions to the Chancellor. He has said that theseare asking me to add up the total I will write a note
rules were applicable under previous governmentsto the Committee.2
but of course the scale of projects under previous

358.What I think the public would be interested to governments in PFI were only about 15% of the level
notice is that although you were able to say, after a that they are today.
bit of assistance, what the level of public borrowing (Mr Brown) I think there is a misunderstanding
was, you have no idea, or you are not prepared to here, Mr Tyrie.
give a figure on, the total level of guarantees that the

362. May I ask you a question and then if you feelGovernment is giving.
that I have put it under some misunderstanding you(Mr Brown) For example, Mr Tyrie, you know
can point that out in due course. The key issue whichperfectly well that the Underground contract is still
the public wants to know is, are we confident that thein the process of being discussed and is not entirely
level of borrowing you have published is going to befinalised. It would be wrong for me to give you final
the level which you are going to end up having tofigures on that. I will ask Mr Sharples to give you
borrow for this and future years? One of the issuesfigures on the railways.
that any bank, any responsible financial institution,

359. You have already issued documents which would undertake, one of the pieces of research they
have made clear that you have levels of guarantees would undertake, is general provision. You are
running into many billions. For the Channel Tunnel saying that you are not prepared to write into your
you have issued a press release which says that you bottom line borrowing any level for these
are guaranteeing £3.7 billion of spending and there commitments under PFI and PPP. Is that correct?
are others as well. What I do genuinely find (Mr Brown) Where there is a provision, in other
surprising, and I am not trying to make a cheap words, where there is likely to have to be payment
party-political point, Chancellor, as you seem to and the question is the timing of the payment, that is
think certain politicians must be engaged in, is that written in by the departments to what they have got
you are not prepared even to give the roughest of to set aside. This idea that somehow where there is a
estimates on what the level of guarantees are and, provision we do not account for it is incorrect; it is
even though you read a document about this only a properly accounted for, it is in the national accounts

and if theGovernment has guaranteed the borrowing
2 Ev 72. then that is included as government borrowing.
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363. But it is oV balance sheet finance, Chancellor, to note them but not to put them in the balance sheet.

When we have a large number I think there is aand you know it is oV balance sheet and everybody
agrees it is oV balance sheet. certain amount of cross-party unease about this in

the sense that we feel that perhaps some small(Mr Brown) Again, Mr Tyrie, let me finish. Where
percentage allocation should be made becausethere is a provision it is included, but where there is
otherwise there could in principle be an infiniteessentially a contingent liability not even a private
number of large ones which from time to time wouldsector company, which you suggest would put all its
upset the balance. Do you agree that there is a casecontingent liabilities into its balance sheet, would
for giving some kind of insurance provision for theseassume that each one of these contingent liabilities
very unlikely possibilities?would have to be called upon at one time. These are

standby facilities. For example, in the case of the (Mr Brown) I will repeat what I said to Mr Tyrie.
We make a distinction between provisions andbiggest one, Network Rail, we believe that over a

period of time the nature of the standby will change contingent liabilities.Where there is the likelihood of
a payment that will be included in the balance sheet.as Network Rail gets the revenue and builds up its

own resources, so these figures change over time as
well and that is why Mr Sharples’ answer is the right
one. Yes, I could trawl through individual areas like Mr Tyrie
London Underground where we have still got to sign

368. That is where we started this.things, like Network Rail, which I have been talking
(Mr Brown) Yes, but I think that has got to beabout, like some of the hospital PFIs and so on, but

understood becauseMr Tyrie I think is implying thateach project has a diVerent characteristic and each
even where there was a provision it was not included.project is not likely to be called upon as a contingent
There is a provision and it is included. As far as yourliability that we have got to meet.
other point is concerned, it is precisely because of

364. That is true where there are bank provisions some of these issues that have been raised around this
but a bank does have a general provisioning line. It table about uncertainty that we meet our fiscal rules
does not know which debts are going to go bad but comfortably. If we set fiscal rules, like debt to GDP
it does have an overall general provisioning line and at 40%, and we are meeting it only at 39.5%, then
you do not, do you, Chancellor? perhaps your question would have a great deal of
(MrBrown) That is why, whenwe started oV in this relevance. However, we are meeting our fiscal rules

discussion, I felt we had got oV on a wrong footing comfortably and in the debt case we have reduced it
because I tried to make a distinction between very substantially from 44% to just over 30% ofGDP
liabilities, provisions and contingent liabilities, and and that means that there is plenty of room for
where there are provisions, which is the wording you manoeuvre as a result of that.
did use and have used, ie, where there is likely to be
payment and where the question is the timing of the
payment, that is included in the requirements upon Dr Palmerdepartments and it is included as part of government
borrowing, so you have misunderstood the position 369. Turning to tax receipts, the Budget predicted
and I suggest a note to the Committee on this would an increase in the share of GDP of tax receipts from
be appropriate. 38.7% in 2002–03 to 40.5% in 2006–07. The actual

figure, according to the Pre-budget Report for thisMr Tyrie: I think the misunderstanding is on your
part, Chancellor. year, is going to be a bit lower. It is going to be 38.3%

instead of 38.7%, but the outturn in 2006–07 will be
40.6% instead of 40.5%. In addition to the prediction
on growth you are predicting that the share of taxMr Laws
receipts will need to accelerate over that four-year365. At the end of each parliamentary session, period. Are you comfortable with that?Chancellor, you usually publish the convergence (Mr Brown) Yes. I think you will see that taxationreport that indicates the extent to which you are as a share of national income is falling from 37.4%within all the European limits. Is that going to two years ago to 37.1% this year to 36.3% in thehappen this Thursday as well? 2002–03 period and then, as the economy starts to(MrBrown)Wewill be publishing it in the next few grow faster again, the share of tax receipts rises anddays, yes. We always do. there is what is normally called fiscal drag involved

366. Which day will it be on? which allows you to project, as a result of the growth
(Mr Brown) I do not knowwhich day, but again, if of the economy that we expect, a rising amount of

I may say so, Chairman, I have looked at this report receipts from income tax, corporation tax, VAT and
and it is about to be published. so on.
(Mr Balls) It will probably be Thursday. 370. Yes, but you have got a change since the(Mr Brown) We are going to have a busy Budget. In the Budget you were predicting anThursday. increase in share of GDP of 1.8%. You are now

predicting an increase in share of GDP of 2.3%.
(MrBrown) I think from a lower base.What we areDr Palmer actually saying is that the projection for tax revenues

which was rising has actually gone from 37.4 to 37.1367. What we have on contingent liabilities is a
relatively large number of very unlikely possibilities. to 36.3 and then it rises, obviously as a result of what

has happened to the world and British economies, inWe are aware fromprevious evidence that the normal
accounting practice for very unlikely possibilities is other words, we expect that figure to be smaller this
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year but it will, as a result of growth accelerating in (Mr O’Donnell) Simply a function of what is

happening to wages and salaries. There is nothingfuture years, rise again, so as a function of
very special about this forecast and I think you willeconomic growth.
find it is pretty much in line with what other people

371. This reflects the fiscal drag, as you say, not are expecting.
necessarily the increasing allowances and so on. (MrBrown) Can I just add to that because I looked
(Mr Brown) It reflects economic growth. Of at this after your question previously and your

course, it does also include the tax decision that we discussion with Mr O’Donnell, and basically there
made and that we have been perfectly open about, are three things that have to be taken into account in
that national insurance will rise next year and so too the income tax bill. The first is that the income tax
will we freeze the basic income tax allowance. allowances are frozen, which I said was £1.2 billion

or around that figure. The second thing is that we372. To what extent does it reflect the current
were expecting real disposable income to rise, I thinkimbalances because obviously, if a substantial
Mr O’Donnell told you at the last meeting, by 3%element is high consumer spending, high VAT
next year, and the third is fiscal drag, obviously, andreceipts and so on, if the economy goes more into
so all these things contribute to what is not inbalance are you not concerned that that will bring percentage terms a very big rise compared withback the tax ratio? previous years.(Mr Brown) I think that Mr O’Donnell spoke
377. But the 3% disposable income rise is a slowerabout this when he was before the Committee and

rise than we have had this year or the previous year,you asked him technical questions about VAT. I
is it?think you will find that our assumptions about VAT
(Mr Brown) But it is a rise on the basis of highare fairly modest, that we project a lower percentage

employment and arising from that these are theof VAT to consumer expenditure year on year,
assumptions. As I say, as a percentage rise it is notfalling by 0.05% a year. Our projections about
substantially out of line with what has happened incorporate tax receipts are also taking into account
previous years. In fact, it ismoremodest than in somethe changes as a result of what has happened to the
of the previous years.world and British economies and the smaller rise in

income tax receipts again reflect what has happened 378. I understand that. It is just that between
in the British economy. 2001–02 and 2002–03 you have the line fairly steady

and then going to 2003–04 it suddenly spurts up
again.
(Mr Brown) These three factors that I have raised

Mr Plaskitt with you, including the freezing in the income tax
allowances, have to be taken into account.373.MrO’Donnell, have you got the answer tomy

question last week which you could not answer on 379. You are confident about that revenue forecast
on that line?the assumptions underlying the projections on

income tax revenue? (Mr Brown) These are the best forecasts that we
can give you.(MrO’Donnell) The assumptions? Sorry: I was not
(Mr Balls) There is a sentence which explains this:aware that I had left a question unanswered.

“After 2002–03,”—this is income tax, in paragraph
374. You may recall that last week I was asking B44—“the projected growth in wages and salaries is

you, when you were in front of us, B12 and B11, why marginally higher than assumed in Budget 2002.
we have quite a large increase in projected revenue Slightly less of this growth is assumed to derive from
from income tax. Last week you were not sure why. employment growth and slightly more from growth
(Mr O’Donnell) It is just fiscal drag and the in average earnings, mainly reflecting the results of

assumptions about freezing the allowances. the 2001 Census and new population projections.
This increases the eVective tax rate on wages and375. Because B11, which measures it as a salaries, . . .” and it goes on to explain that in the restproportion of GDP, shows an increase from 10.9 to of the paragraph, so there is an explanation in there

11.2, which is a 0.3 increase which is larger than an linked to the Census and average earnings.
annual increase anywhere else in the entire table.
(Mr O’Donnell) Just bearing in mind it is 0.2

virtually every year, I would not read too much into Mr Fallon
that. They are rounded numbers.

380. Chancellor, when the Permanent Secretary
376. The diVerence between 0.2 and 0.3 I know is appeared before us he told us how diYcult it was to

only 0.1 but that translates, in terms of actual cash, measure public sector productivity. I think he used
into a large amount and that is reflected in B12 which the words, “Is it measurable? That is one of the
shows the increase of 114 and 123, whereas from the challenges we have been working on.” I just want to
previous two years it is virtually static, so it is a very press you on this a little. Last Thursday the
sudden spurt in revenues from income tax. That is Department of Health put on its web site figures
what it looks like, and yet it is in a year when you are showing spending for the years 2000–02, those two
forecasting a slow growth in disposable income and a years: spending up 21.5% but consultant treatments
slowing down in consumption activity, and I assume only up 1.6% and 284,000 fewer patients treated in
you are not expecting big City bonuses to come back the second year of that period, compared to the year
either, so what is driving the spurt in income tax before that extra spending went in. If health spending

has gone up 20% in those two years and we are onlyrevenues?
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getting 1.6% more consultant treatments, the 384. So there is a link then between pay and

productivity? They pay their nurses more and youDepartment of Health, I quote from the Financial
Times, was left “floundering to explain this”. Perhaps expect them to treat more people?
you could help. Could you help Mr Milburn out (MrBrown) In theory yes, you are absolutely right,
here? but these issues are being set out in a prospectus

which I do not know if you have had a chance to(Mr Brown) By 2001–02, according to the figures
that I have been given, there has been an 11% examine yet.
increase in what are called consultant episodes over

385. A prospectus? It is not a share oVer, is it?the comparable period of 1997–98. In any terms that
(Mr Brown) There is to be a prospectus published.would be a significant increase. There is a debate, and

I am told it has been published.I think we would all agree about this, about how you
measure productivity in the public sector. There is a
lot of work that has been done on this. It is
undoubtedly true that where reforms have been Mr Laws
brought in they are normally increasing the ability of

386. Chancellor, would you accept that there hasthe Health Service to respond to the needs and the
been a boom in the UK house market over the lastdemands upon it, but that is the figure that I have
year or so?been given, that by 2001–02 there has been an 11%
(Mr Brown) There has been a very fast rise inincrease in first finish consultant episodes over the

house prices.comparable period and that would suggest that there
have been productivity gains in the Health Service as 387. You would not characterise 25% or so as aa result of that. boom?

(Mr Brown) I think it is true to say that house381. You have taken a longer cycle there, as is your
prices have risen substantially, not just in the lastcustom,Chancellor. I was asking about the two years
year but over a period of years.where there was 20% extra spending and only 1.6%

increase in consultant treatments. That is a bit 388. Would you describe that as a boom?disappointing, is it not?
(MrBrown) I would describe it as a very fast rise in(Mr Brown) I think we are still waiting for all the house prices.figures from this year, which is not finished yet, and

even some of last year’s financial year figures might 389. Why are you reticent about saying it is a
not yet be fully available, but obviously this is a boom? “Boom and bust” is one of your catch phrases
debate that continues. It is undoubtedly the case, but now you are very reticent about characterising
however, that more operations are being done in the the huge increase in house prices as a boom.
Health Service than a few years ago. There are more (MrBrown) I look at what is happening to housing
people receiving treatment through new systems like as part of what is happening to consumer spending as
Health Direct, and equally, in terms of cancer and a whole. Consumer spending has been rising by
heart disease, a great deal more is being done than something of the order of 4%a year and that has been
previously. I think I could give you the figures on that sustainable over the past few years in relation to the
if the Committee wants them. growth in the economy.

382. You see, Martin Weale, when he came before 390. House prices have been rising at something
us, said that this link between pay and productivity like 25%. You cannot imagine much faster rates of
in the public sector was actually a fallacy. Those were growth than that. It is a lot faster than consumer
his words. expenditure itself. The Bank of England are
(Mr Brown) I was not quite sure when I read that concerned about it. You seem very relaxed and you

what he meant by that, but it is undoubtedly the case do not seem to want to describe it as a boom.
that we have had slower growth in public sector pay (Mr Brown) I have described it as a very fast rise
over the last few years than in private sector pay. It in house prices. The Bank of England of course are
is also the case that for each settlement, as I charged with dealing with all aspects of spending,
mentioned this morning, like the Inland Revenue obviously, within the economy and they will take a
settlement, like the nurses’ agenda of change view as to whether it is necessary to adjust interest
settlement, and like the debate over the firefighters’ rates. You have seen the decisions they have made
settlement, we are demanding significant reforms as over the course of the last year. As far as the housing
part of pay settlements and that will continue over market is concerned, I think you have to balance oV

the course of the settlement round, including with the two factors. One is, yes, the very fast rise in house
public sector review bodies. prices, but, secondly, because we are in a period of

low interest rates, the cost of mortgages related to
383. One of those reforms in the Health Service is average incomes for new buyers as well as for existing

to set up foundation hospitals, is it not, to encourage buyers is at one of its lowest levels in recent decades,
them to treat more patients? I understand that the and so, while house prices have risen very fast,
Government is proposing there to allow foundation interest rates being low has meant that the share of
hospitals to pay nurses more than the hospital next income that people have had to devote to paying for
door. Is that right? their mortgages has been relatively low.
(Mr Brown) That is right, yes. I and the Health

Secretary announced NHS foundation hospitals in 391. So you do not think that what by most other
people’s standards is a boom in house prices is goingthe week of the Budget, when we also announced a

very rapid rise in Health Service spending, and I am to end in a bubble that will burst over the next few
months?supportive of foundation hospitals.
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(MrBrown)What we are suggesting in our forecast Mr RuZey

for next year is that consumer spending growth will
moderate and as part of that the housing market 396. Chancellor, you will be familiar with
growth will moderate as well. I think there are Christopher Allsopp of the MPC’s view that there
already some signs that that is starting to happen. could be a case for micro-economic measures in
Again, I just point out to you the characteristics of regard to the housing market. Can you just tell us
that previous very big rises in house prices, where I very quickly to what extent you think tax measures
suppose you get your characterising of boom and could influence the housing market to dampen it
bust. Ten years ago the cost of mortgages for the down?
individual home owner, the new buyer, had risen to (Mr Brown) I think you will know that we
25%, in some cases 35%, of their income. At the abolished mortgage tax relief and we have actually
moment they are in the region of 10, 12, 15%, so it is introduced higher levels of stamp duty. These
quite a diVerent situation. At that time you were measures have already been taken. Perhaps the Bank
dealing with a situation where inflation was rising to of England and others are referring to these issues in
10% and interest rates had to rise to something in the housing as both a supply and a demand problem and
order of 15%. At the moment we are getting inflation in January the Deputy Prime Minister will publish
that is roughly within target over the course of a year his Housing White Paper which will look at some
and at the same time interest rates are very low, so it aspects of supply, particularly obviously people’s
is a rather diVerent situation. concerns about what is happening to the supply of

housing in the South East.392. I understand the argument that you are
making, which is that perhaps house prices are not as

397. Christopher Allsopp’s point also touches onover-valued as some people think and that some of
new taxation measures that might be deployed by thethat thinking is contained within the Pre-budget
Government to influence the housing market. I justReport, but what I am a little bit concerned about is
really wanted to understand whether or not you hadthat you are in charge of fiscal policy, the Bank is in
ruled those out. In particular, and you have heardcharge of monetary policy, but there does actually
this round the block, everyone has heard about this,seem to be a substantive diVerence in tone between
the possible introduction of VAT on house prices,yourself and people like Mr King at the Bank who
you have ruled that out, have you?have been warning much more that the housing
(Mr Brown) I do not get into speculating aboutmarket may be getting over-heated and heading for

future—a crash. You are saying, “Well, no, not really,
because this is quite aVordable on the basis of low

398. You have not ruled it out?interest rates”.
(Mr Brown) We will keep all our election(Mr Brown) What I said in the Pre-budget Report

commitments we have made on taxation.was very similar to what the Bank of England has
been saying. We expect and look forward to seeing

399. I see.house price growthmoderating over the course of the
next period, but I think both the Bank of England (Mr Brown) I do not know what you see, Mr
and I would balance that picture, which has been RuZey. I have given you exactly the same answer I
very high growth in house prices, particularly of always give to this Committee.
course in London and the south east, particularly Mr RuZey: You have not ruled it out. It is on
regionally concentrated, more so than perhaps in the way.
previous times, but by looking at what is the burden
on consumers and you would find that as a
proportion of average income, both of new buyers
and existing buyers, mortgage rates have allowed
that proportion to be relatively low where it is to be

Mr Mudieallocated towards housing costs.

393. So you are reasonably relaxed about the 400. Chancellor, you say you are never complacent
current level of house prices? but do you share my shame that the IMF should
(Mr Brown) I am never complacent. report on 21st century Britain and still be able to

comment adversely on poverty amongst children?
394. No; I said relaxed, not complacent. (Mr Brown) I think the levels of poverty amongst(Mr Brown) I am never complacent— children are unacceptable and we are trying through

the measures we have taken, including the Child Tax395. Are you relaxed?
Credit, to do a great deal about it. I think you will(Mr Brown) I am never complacent and we will
know that in April we are introducing what isalways be vigilant about these matters. Clearly, when
perhaps the biggest change of all which is thewe have got fast-growing house prices it is an issue
introduction of the Child Tax Credit which for thethat the Bank of England and the Treasury are right
poorest families will be set at a level of £54 a week forto take very seriously indeed, but we have given you
the first child and over £90 a week for a two childour best forecasts for next year and that is the
family.moderation of house price growth and at the same
MrMudie: LloydGeorge said you cannot feed thetime consumer spending, of which housing spending

whole world with statistics of national prosperity.is part, growing less fast than it did last year. :
Your Government, our Government—Chairman: A quick point before we move on.

David RuZey. Mr Laws: He was a Liberal.
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406. The productivity growth is slowing to belowMr Mudie
1%. That is the figure of theGovernment Statistician.401. Yes, he was. Our Government sees it as
In your Pre-budget Report you have almost a fullacceptable that child poverty will continue in this
page of initiatives, these are fresh initiatives,country for a generation and you do not see it
presumably to deal with this 1%. The sad thing is theydisappearing until 2020. If you were a youngster who
are only a list, not co-ordinated, a list drawn fromwas facing a generation of poverty, would you not
diVerent departments that loosely fall under thisthink the Government is complacent?
heading. There is no sign of when you will see an(MrBrown) What we have done, because we are so
increase.What is the timescale?What ones in the pastconcerned about this—
five years have you dropped andmoved on from?Are

402. Have you changed the target? we not just filling up paper with hopeful things that
(MrBrown) What we have done is set intermediate might have an eVect on productivity?

targets so we see child poverty falling by 25% by 2004 (Mr Brown) I do not think so. We have got to
and by 50% by 2010. Obviously one would like to recognise, as we were saying in the Pre-budget
move quicker on these issues but to achieve a 25% Report, that there is a huge restructuring taking
reduction from four million children being born into place in the global economy and that the
low income households and living in low income industrialising countries are taking more of the lowhouseholds demands a substantial commitment of value added manufacturing and industrial work, butresources, which is a commitment thatwe aremaking equally the huge competitive gains and wealth gainsin the Child Tax Credit, the Children’s Fund, in all will come from us developing in science and inthe measures in Sure Start that are designed not just research and development the high technology, highto give greater incomes to families in poverty but give

value added products. It is really to put Britishgreater resources in the provision of public services.
industry in a position to benefit from that that we

403. The Prime Minister and yourself frequently have made some of the changes we have made: the
appear on television and in committees like these and Research and Development Tax Credit, the work
you can list things like that but you are still accepting that we are doing on science through both
that a child in Britain now will go through a universities and research institutes, the attempt to
childhood of poverty. You are going to say you can improve our skills policy, all of these are central to
get half of them out by 2010 but you still have not improving our productivity. As far as the rate of
changed the 2020 target which means that a productivity growth is concerned, productivity has
youngster now, born this month, in poverty will go grown every year. It has grown on average by 2.35%
through a childhood of poverty. Do you not think under this Government. We are clearly in a position
there is a need for revising the outcome date of 2020? where the world economy is growing more slowly
Is it not complacent? Would that child not think it and people are retaining employees but output is not
complacent? rising fast. You will not see productivity growing at
(Mr Brown) If we were to succeed in abolishing the same rate in that particular year, which is the year

child poverty in a generation we would be the first we have just been talking about.
country in the world to be able to do it. I am not
complacent in saying that if we reduce child poverty
by 25% by 2004 we would have achieved all that we
would prefer to achieve but it would be a major shift

Chairmanin policy, when the numbers of children rose who
were born into poverty in the previous 20 years, to be 407. Chancellor, any other comments on that? I
able to reduce child poverty substantially over the would like to look at taxation of foreign company
next few years. You are talking essentially about a branches.We have had a submission from the Britishmillion children taken out of poverty. Bankers’ Association, amongst others, saying that
404. It is wonderful for those but for the other may reduce the competitiveness of theUK’s financial

threemillion it is not so good. Chancellor, let me take sector. Do you accept that the introduction of
you on to productivity, which is less painful but it is taxation of foreign company branches will do that
still painful. The IMF still report that we are and is it the right time to introduce such a tax?
nineteenth out of 30 in the OECD countries of per (Mr Brown) I do not accept everything that has
capita income. Your own Pre-budget Report shows been said, or indeed the general thrust of what has
that the States, France andGermany are 27 to 29%— been said, by those people who are complaining
they are your figures—per output hour better than about this change. This change was long overdue. I
us. That is five years after a Labour Government. Is think it is true to say that nine out of the top ten
that not a sign of complacency, that we are still so foreign banks in Britain were paying no tax
bad? whatsoever. Because of the way tax is computed
(Mr Brown) We are not complacent. between diVerent territories it is simply a shift
405. Nineteenth out of 30. between paying tax in the host country and paying
(Mr Brown) We are neither complacent nor doing tax in the country where the bank is originally based

nothing about this. The productivity challenge is a and, therefore, I do not think the problems that
challenge that everybody, not just Government but people allege are going to happen are necessarily
everybody, has got to meet. I believe that we are going to happen.
making significant advances. I believe over the next

408. Chancellor, can you explain how you expectfew years you will see that what has been a period of
to reap the £650million a year in tax receipts from theemployment growth is transformed into a period of

both employment growth and productivity growth. proposed taxation of foreign company branches?
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(Mr Brown) By people paying tax when they did (Mr Brown) I have nothing to add to it. I am

prepared to write a note to the Committee on it butnot previously pay tax, it is as simple as that, because
I think I am right to say that nine out of the 10 banks I have nothing to add to what has been said.
we are talking about were paying no tax. 414. But you are responsible for the Revenue and
409. Talking about people not paying tax, there is the Customs.

still concern about some investment banks, that they (Mr Brown) I think you have had a note from the
are paying their bonuses through trusts largely Paymaster General on these matters.
oVshore and thereby exploiting a loophole in tax 415. Are you happy that Mapeley is actuallylaws. It has been suggested that this could allow registered overseas?companies to avoid tens of millions of pounds in (MrBrown) I am happy that the questions that youCorporation Tax and in National Insurance have been putting to the Inland Revenue and tocontributions, and indeed one estimate I have seen Customs and Excise are being dealt with in anputs that figure at £100 million a year in unpaid appropriate way by the hearing you had on 11National Insurance alone.What is your view on that, December—I think it was the sub-committee of thisChancellor? Are you going to do anything about Committee that had that hearing—and by the notethat? you received from the Paymaster General. Obviously(Mr Brown) Any avoidance of National Insurance we look forward to anything you wish to say to us onis something that we have got to deal with. We are this matter.aware that there have been some problems in relation
to this and if you have any further information please
give us it, but we are continuing to clamp down on Chairmantax avoidance schemes.

416. On the Customs’ aspect, Chancellor, you put410. Let me tell you that the principle of employee
out a written ministerial statement on 26 Novembertrusts is simple. A company pays its annual bonus
following the collapse of the case in Liverpool. Thepool in the form of cash into a trust, often an oVshore
recent problem with Customs seems to be just one invehicle. The cash is usually converted into another
a long litany of disasters. Is there not a need forasset and the trustees of the scheme then assign the
urgent change here and for a diVerent way in whichasset, which is eVectively the bonus, to individual
Customs and Excise reports to you as Chancellor ofstaV. Accountancy firms have been very secretive
the Exchequer?about the exact structure of these trusts. One other
(Mr Brown) I do agree with you that whatadvantage or benefit of these trusts is that companies

happened in this particular case was disturbing andget Corporation Tax relief on their contributions. Is
that is why we have tried to learn the lessons of thisthat not something we should be following up pretty
very quickly. I think you know that there has been aassiduously, Chancellor?
history of investigations that have taken place into(Mr Brown) In the Pre-budget Report the new
how Customs and Excise has operated. Most of themeasure that we introduced and announced for
problems arose in the period 1994–98, so they were inemployee benefit trusts, which is what you are talking
the period between the transition from oneabout, is intended to take account of this avoidance
Government to another. The Roques Report dealtof tax and insurance. We believe that the measure
with some of these issues which were related to fraud.will protect £135 million of revenue this year and
We did tighten up on procedures. Now we have got£315 million next year. We are going to introduce
this additional problem that we have now takenassociated share schemes legislation which will
measures already to deal with and that is about theprovide companies with the certainty of getting a CT
additional warehousing that was necessary for itemsdeduction that will encourage more companies to set
that had been seized by Customs and Excise, so weup employee share schemes, so those are
are dealing with that matter as well. John Healey,accompanying measures. We are dealing with this
who is the Minister who deals directly with thisemployee benefit trust diYculty.
matter, would be happy to submit a note to you

411. Could I get a letter from you as to what you about this particular case.3
intend to do as a response to the questions that I

417. Good, thank you. Can I take you on tohave put?
international development. You kindly sent me a(Mr Brown) Okay. I think it is important to say
letter on 12 December about the UK’s proposals forthat thismeasure that I announced on the Pre-budget
the international financing facility to leverage upday came into force immediately. We will send you a
long-term international commitments in aid and tonote on it.
meet the Millennium Development Goals by 2015.
We presently have a situation where in Southern and
Eastern Africa theWorld Bank has said the situationMr Fallon
has continued to deteriorate, there is a major food

412.Are you concerned that the PFI company now crisis in the Horn of Africa and it is expected now
owning all of the property assets of the Inland that over 15 million people in Ethiopia, Eritrea, will
Revenue and Customs and Excise, which you are be at risk. Further, we are talking about another14
responsible for, is itself now registered overseas and million aVected in early 2003 in the six most aVected
therefore avoids a certain amount of UK tax? countries: Malawi, Zambia, Lesotho, Swaziland,
(Mr Brown) I think this is a matter that has been Mozambique and Zimbabwe. You will remember,

dealt with by you interviewing Mr Montagu and Mr Chancellor, that Uganda was given as a shining
Broadbent on 11 December.

3 Ev 71.413. But I would like your view.
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example of how a combination of good governance spectrum, right across the churches, business

organisations and NGOs. I believe that on an all-and generous help from theWest could lead to faster
expansion but last week that country admitted that party non-partisan basis we could make enormous

progress. This British proposal is the latest of aits debts are now unsustainable because of the falling
global commodity prices for coVee. Given that the number of initiatives to try and solve this problem of

the gap between what we need and what has alreadyaid from the West has been falling for over a decade,
what chance is there of coming up with your been committed. It is building on something that we

should recognise is an achievement, that eachadmirable aim of an extra $50 billion a year to make
it $100 billion from developing countries? Is it not a international institution and country has committed

themselves to these millennium goals and for the firstbit of a lost cause?
time in 20 years the amount and proportion of aid is(Mr Brown) First of all, I share with you the
going to rise over the next few years.concern about the famines in both the area around

Ethiopia and in Southern Africa. As you probably
know, the International Development Secretary has
made available quite substantial sums of money but Mr Tyrie
the world eVort to deal with these famines is not as

419. I know we have already had a brief cantergood as it has been in the past and I think only half
around Public Service Agreements but I just want toof the money that needs to be committed has already
ask you a couple of very simple questions. First of all,been committed, so we have got to look at how we
could you confirm that you are going to stick withcan deal with these issues in a far better way. It is
these agreements and that they are going to begoing to become urgent, particularly in relation to
maintained and the regime that was put in place onthe famine in SouthernAfrica, around the turn of the
them is not going to be fundamentally altered?year. On this question of aid, aid is going to start
(Mr Brown) Well, it is being altered, as you know,rising again. It is true that for the last 20 years the

because basically the national standards that we areamounts and proportions of aid paid to Africa and
setting, which in a sense are to avoid what everybodyto the rest of the world have been falling and it is true
wants to avoid, postcode lotteries, are also beingthat only a very small amount of aid per person in
balanced by a great deal more local autonomy. In theAfrica is actually going toAfrica.Aid is going to start
case of local authorities, for example, we areto rise again with America committing $5 billion by
prepared, and have said that we will go ahead and do2006, the European Union, including Britain’s
it, to set aside a whole set of national targets in thecontribution which is roughly in the order of a
interests of greater flexibility and autonomy on thebillion, committing seven billion by 2006 and aid
part of local authorities. That is happening inrising to 0.39%. The question is can we do better than
relation to Regional Development Agencies as well.that if we are going to tackle illiteracy and tackle ill-
There is a big process of change at work where we arehealth and meet these millennium targets. To meet
balancing oV the need for national standards thatthese millennium targets demands that substantial
avoid what people call postcode lotteries with theadditional resources are made available, so for the
desire at a local level to have greater flexibility andfirst time in 20 years we are building an increased
greater autonomy for those people who have to beamount of aid and an increased proportion of aid
the public service deliverers on the ground and weand, therefore, the proposal that we put forward for
want to empower them to be able to get on with thethe international finance facility is to build from that
job.new commitment that has been made by Europe and

America a new finance facility that is not too 420. From a departmental point of view though
dissimilar from the original finance facility that you would not want to say, would you, Chancellor,
started the World Bank, using private as well as that you are abandoning these targets that you set
public funds so we can meet our millennium targets. before?
As far as trade is concerned, it is true that Africa (Mr Brown) No, we are not abandoning them at
suVers. You mentioned coVee but there is cocoa, all. In the Public Spending Round we have just
copper. Africa has only 2% of the world’s trade with announced the new PSAs, the new Public Service
12% of the world’s population and really the WTO Agreements. I am saying to you that the right way to
talks, which will come to a head next September in approach this is to look at how national standards
Mexico, have really got to start to deal with that and local devolution of responsibility is happening
problem in a serious way. side by side. The public want high levels of standard

to be achieved and they want, in many cases, these to418. Chancellor, this is an issue that is on our
be national standards in health, in education andagenda but because of the other commitments we
elsewhere, but they also recognise, as we do, that onhave we have not been able to get at it. We are
the ground we must empower the managers and theconcerned about the institutional structures of the
public servants to be able to deliver these servicesWorld Bank and the IMF and the delivery
and, therefore, we must give them greater flexibility.mechanisms. It is something that we want to

continue looking at, along with yourself. 421. Everybody knows that many of these targets
(Mr Brown) I would hope on a non-partisan basis, have not been met and although you might want to

not like some of our previous conversations of today. try and dispute that, I think even you would agree
I hope on a non-partisan basis we could address this that quite a number have not been met. When they
problem because clearly it involves substantial were being introduced I think you said that money
reform of the international institutions as well as will be released only if departments keep to their
creating this new facility. I know that there are plans. Is there any department that has not had its

money?substantial interests right across the political
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(MrBrown) Just to correct your first point, I do not Chairman: Last question before the summary

execution.accept that we have missed a high number of targets.
87% of targets—

422. I said some. Youwould accept that some have Mr Tyrie
missed their targets. Are you happy with some?

427. What I am trying to discover is whether there(Mr Brown) The presumption of your question—
is any department that has not had its money.

423. Are you happy with some? (Mr Brown) There is not.
(Mr Brown) Hold on. The presumption of your

428. And you have not been able to name one.question is that you should take away money from
(Mr Brown) What I am saying to you is—departments but I am telling you that 93% of the

targets have been met and, therefore, the case for 429. Can you name one?
removing the money must be less, I would argue, as (Mr Brown) Hold on. What I am saying to you is
the targets are met. As far as departments and their when we set the spending plans in July the
responsibilities, there was a major reform, for departments who could deliver were given money on
example, in the Department of Agriculture which the basis of an agreed set of performance targets and
replaced it with the Department of Rural AVairs. clearly that aVected the distribution of resources.
That was a major administrative reorganisation and

430. Do you not think if you were a departmentthat was so that we could have a more eYcient way
and you had been faced with this statement and fourof looking at the rural economy. We have not been
years down the line you had not had any change inafraid to take bold decisions to reform departments.
the way your money was being released to you, you

424. Chancellor, you said that money will be might conclude that these targets are a mere
released only if departments keep to their plans. Has bagatelle?
any money not been released where departments (Mr Brown) Not at all because people only get the
have not kept to their plans? money in the three year spending round once they
(MrBrown) Thewhole spending review is basically have agreed targets and that is the whole purpose of

to agree with departments the targets that they are it. What you are trying to suggest is that we should
going to meet and in return for that the money is return to an annual spending round with what I put
released. We do not release any money until we have as summary execution.
agreed the targets.

431. I am notmaking any suggestions, Chancellor.
425. I could not work out from that whether that (Mr Brown) What I am saying to you is we have a

was a yes or no, Chancellor. Has any money been three year round and no money is given unless we
withheld because departments have failed to meet have an agreement and that agreement is set down
their plans? Was that a yes? eventually in the Public Service Agreement.
(MrBrown) The settlement that we reached in July

was based on our recognition of what departments
would do and could do and they only receive money Chairman
on the basis of a strict agreement about what they 432. Back to the Christmas spirit. Chancellor, canwould achieve. That is the purpose of a spending I thank you and your colleagues for coming along toround. What you are wanting is some sort of the Committee and wish you a restful Christmas.summary execution every few weeks. What we are You are going to provide us with lots of materialactually doing is setting long-term plans and no which is going to compete with the books which willmoney is released until these long-term plans are be in our Christmas stockings. We will be seeing youagreed. again in January. We have some colleagues from the
426. I am only looking at your own scheme, Upper House of the Duma Finance Committee,

Chancellor, I am not trying to devise any kind of maybe on the way out you could shake their hands
execution scheme. and just convince themhow fraternal the relationship
(Mr Brown) I think you hanker for this annual is between ourselves and yourselves, and it will

spending round that, to the benefit of everybody, was continue to be so.
abolished when we introduced the three year (MrBrown) I wish you aHappy Christmas as well.
spending round. Chairman: Thank you very much.
Mr Tyrie: You also come out with that mantra

frequently.
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Further memorandum submitted by HM Treasury

Freezing of Income Tax Personal Allowance (for those aged under 65)

The Committee asked for a note on the estimated Exchequer yield from freezing the personal allowance
for those under 65 at £4,615 for 2003–04. We estimate that the yield from this measure will be £400 million.

Customs and Excise and the London City Bond case

The Committee asked about Customs’ delivery against its strategies to reduce indirect tax losses in the light
of recent media coverage.

Customs has demonstrated its ability to deliver on its commitments to tackle fraud and avoidance in the
indirect tax regimes. It is meeting all its major performance targets. Over the last two years there has been a
59% increase in the amount of Class A drugs stopped from reaching UK streets and a 26% increase in the
number of criminal gangs disrupted. Customs have succeeded in stopping the growth of tobacco smuggling,
in line with the strategy it instituted two years ago, and have reduced the revenue evaded through cross-
Channel smuggling by three-quarters during 2001 and by a further quarter in 2002.

As set out in Protecting indirect tax revenues published alongside the Pre-budget Report, Customs have
now been set a further challenging target of reducing revenue losses in the VAT system and producing more
than £2 billion a year in additional revenue by 2005–06. In line with a cautious approach to the public
finances, and following extensive discussion with the National Audit OYce, a figure of £1.4 billion a year by
2005–06 has been included in the Pre-budget Report public finance forecast.

The Committee specifically referred to the case in which, at Liverpool Crown Court on 25 November, the
prosecution decided not to oVer further evidence in a hearing relating to excise fraud cases involving London
City Bond.

These particular cases hinged on events which occurred between four and seven years ago, involving
complex issues of disclosure and record keeping in relation to 30 linked prosecutions, and around the use and
status of individuals providing information to Customs.

In recent years, there have been many changes within Customs, including steps of immediate relevance to
issues arising in the London City Bond cases, including a national training programme in relation to
disclosure, a thorough reform of the way informants are handled, and the creation of an independent internal
investigation division to handle allegations of serious misconduct.

In addition, there have been three key independent reviews (the Butler, Gower-Hammond and Roques
reviews) into Customs’ prosecutory functions and into the revenue loss problems arising from excise frauds
in the 1990s. None of these reviews found or suggested that there was any widespread or systemic corruption
within Customs. The vast majority of recommendations arising from these reviews have been accepted and
implemented in full, and have brought about lasting changes to the way that Customs operate.

In response to the hearing on 25 November, the Economic Secretary to the Treasury and the Attorney
General immediately announced that an independent review would be conducted by a senior High Court
Judge to examine current practices and procedures relating to disclosure, associated investigation techniques
and case management in Customs criminal cases, designed to ensure that all the lessons from the LondonCity
Bond cases are learned.

Most of the activities whichmake up the VAT strategy are wholly unrelated to criminal investigations: they
are focused on helping ordinary businesses to play by the rules, tackling persistent non-compliance, and
closing down abusive avoidance schemes.

Where Customs are bringing forward criminal investigations into VAT Fraud as part of the strategy, the
lessons learned from the review will be applied, but there is no reason to believe that this should damage
Customs’ ability to tackle fraud or meet its targets.

Pay as a Proportion of Spending on Public Services

This note sets out some information on the proportion of spending on individual public services that is
accounted for by pay costs. Data is for 2001–02. Pay accounts for just over 40% of total spending on public
services, defined as spending in DEL plus other spending on public services by local authorities that is not
financed by support from central government in DEL.

There are a number of diVerent ways of calculating the proportion that pay takes of spending on individual
public services. Which is the most useful for a particular service depends to a large extent on whether that
service is directly provided by central government, or by local authorities or public corporations (eg. most
health services are provided by NHS trusts). The tables in this note set out information for selected public
services on two diVerent bases:
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— for some key public services where services are mainly provided by local authorities (eg. education)
or by public corporations (NHS trusts), the tables show pay as a proportion of total public spending
on that function;

— for other public services which are solely or primarily provided by central government departments
(eg. defence), the tables show central government spending on pay as a proportion of
departmental DEL.

PUBLIC SPENDING ON SERVICES IN DEL(1)

Key Public Services Pay(2) Other Total Pay as % of
total

Education 25,306 25,326 50,633 50
Health 33,464 41,765 75,229 44
Law, order and protective services 13,625 9,479 23,103 59
Transport 962 10,329 11,291 9

Total Public spending on services(1) 99,592 145,900 245,492 41

SELECTED CENTRAL GOVERNMENT DEPARTMENTS - SPENDING IN DEL(2)

Pay(3) Other Total Pay as % of
total

Defence 9,456 15,112 24,568 38
Foreign and Commonwealth OYce 383 936 1,320 29
Environment, Food and Rural AVairs 720 1,823 2,543 28
Culture, Media and Sport 341 754 1,095 31
Work and Pensions 2,694 5,187 7,881 34
Cabinet OYce 527 938 1,465 36

1. Spending in DEL, plus other local authority spending not financed by support in DEL
2. Pay costs of central government, local authorities and NHS trusts
3. Central government paybill only

Forecast Ranges

HM Treasury forecasts for GDP growth are presented as opportunity ranges illustrating the potential for
diVering rates of growth based on alternative assumptions about supply-side improvement. GDP growth
forecasts therefore have a range of ® percentage point either side of a neutral projection, which is anchored
around the neutral trend growth assumption of 2²%. The figures at the lower end of the forecast ranges, on
which the public finance projections are based, are intended to be deliberately cautious, and are anchored
around the trend growth assumption of 2°%.

GDP should be identically equal to its expenditure components—that is consumption, investment, net
trade and changes in inventories. Thus, forecasts for growth in GDP components should, in the main, also
vary by about ® percentage point on average around central projections.

However, as noted in footnote 3 to table A8 of the 2002 Pre-budget Report, the size of the growth ranges
for GDP components may diVer from those for total GDP because of rounding and the assumed invariance
of the levels of public spending within the forecast ranges.

December 2002
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APPENDIX 1

Memorandum submitted by BP

1. BP is pleased that the uncertainty is over, and that Royalty is finally to be abolished from 1 January
2003. This is the right decision for the North Sea, but cannot be seen in isolation. When announced in last
April’s Budget, it was part of a package of measures, including an increase in Corporation Tax, which is
already in force. Overall the Budget measures, net of Royalty abolition, will take £8 billion in additional tax
from the industry by 2010. The abolition ofRoyalty will help future investment in theNorth Sea’s oldest fields
but is unfortunately not enough in itself to mitigate the detrimental consequences of the other measures.

2. The principal criticism of the UKCS (United Kingdom Continental Shelf) tax changes introduced in
the last Budget was that they failed to allow for the North Sea’s geological realities, and its maturity. Average
UKCS discoveries now contain only 25–30 million barrels of oil equivalent—in comparison with Norway
(100 million barrels), Gulf of Mexico (150 million barrels) or Angola (350 million barrels). Moreover, the
UKCS is now almost the most expensive province in the world in which to engage activity. Average
development costs are around $4 a barrel oil equivalent; operating costs add another $4 a barrel and finding
costs (exploration and appraisal) a further $4. Out of 59 recent developments, there is only one province (east
coast, Canada) which is more expensive according to a recent Wood Mackenzie Study. The same study also
ranked the UKCS as 31st out of a list of 57 countries in terms of exploration attractiveness and concluded
that there was no room to extract additional fiscal rent from the UKCS.

3. This illustrates how the UK North Sea has now entered its most diYcult and mature phase. Average
discovery sizes are likely to bemuch smaller than in the past. Discoveries are more diYcult to come by; indeed
in 2002, it is expected that only 13 exploration wells will have been drilled, the lowest level since the 1960s.
New discoveries are more expensive to develop, once discovered. In short, activity in the North Sea is now
muchmore risky, and the fiscal regime needs to compensate for these high costs and geological realities rather
than add extra penalties.

4. One important area of disagreement between the industry and the Government centres upon the
profitability of North Sea operations. The Government claims that oil and gas companies have made much
bigger profits than the rest of industry over the past decade. But in response, the industry argues that this
analysis fails to take account of full cycle economics (an analysis which includes all costs from exploration
through to decommissioning), and instead relies exclusively upon net rates of return, which leads to many
distortions.

5. It is true that certain UKCS fields in the past have been very profitable—and have been highly taxed
(see paragraph 6). The reality, however, is that it was the hope of discovering such profitable fields which
provided the incentive for future activity and overcoming the technological barriers. There is little hope of
discovering such fields in the future—and if “success” is to be penalised on the rare occasions when a really
profitable field is discovered, the incentive to explore is even less. In any case, independent data suggests that,
on balance, other industrial sectors such as banking, media and communications make comparable post tax
returns to oil and gas.

6. Many have argued that the UKCS fiscal regime is excessively generous. But the facts do not support
this. As indicated above, allowance must be made for the geological realities when comparing international
tax rates. Marginal tax rates in the UKCS before the Budget ranged from 30% to 69% depending upon the
field’s age and profitability. After the Budget, and before removal of Royalty, these corresponding figures
were 40% and 74%. After abolition of Royalty, marginal tax rates still range from 40% to 70%.

7. These are high tax rates for a province with high costs, poor prospectivity and small field sizes. In all,
the UK economy has extracted some £175 billion (2001 prices) in taxes from the oil industry since the mid
1960s. In describing the UKCS as “highly competitive”, the Government has relied upon an analysis which
assumes much larger fields than are found in the UKCS, with lower development costs. If allowances are
made for such diVerences, the UKCS regime is considerably less attractive than it sometimes appears on
paper, while other basins in other countries become more attractive. So, for example, comparing like with
like the top tax rate in the Gulf of Mexico is some 44%, Norway is 78% and Angola is 68%. These are some
of the main competitors with the UKCS so far as BP is concerned; they are now more profitable, more
prospective and less risky in geological terms.

8. In the time since the first production of North Sea oil and gas, BP has paid in excess of 27% of total
UKCS taxes equivalent to some £27 billion. We estimate that the Budget’s measures will impose upon us an
additional £1,500 million in tax between now and 2010. (The Government’s figures don’t look beyond the
next three years, but of course for such long-term investments it makes muchmore sense to look to the longer
term, and 2010 is also the date chosen for delivery of the PILOT vision.)

9. It is also important to remember that another consequence of the Budget is that all future economic
projects will pay more tax over their economic life than was the case, prior to the Budget. To pay less tax
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under the new arrangements, it would be necessary for the projects to be uneconomic and to lose money. It
is true that when a new investment is made, the 100% First Year Allowance (FYA) will serve to make the tax
bill for that particular year lower than would otherwise have been paid. But over the lifetime of the
investment—which is what companies must and do consider—the tax bill will be higher. The FYA does not
reduce the tax bill; it simply determines at what moment the (new) increased tax bill is paid.

10. Even allowing for the abolition of Royalty, the fact is that this budget has, for the first time in 20 years,
reduced the value of new UKCS investment. All BP projects are now currently under review.

11. BP believes that further changes in North Sea taxation are now required, and that options for reform
should be discussed between the Treasury and Industry as soon as possible. One objective of any such reform
should be simplification and the removal of complexity. Moreover, the proposed changes to the CT regime
generally, currently the object of consultation, has implications forUKCS taxes, which should not be ignored
or be dealt with separately. Another area—highlighted by the submission by UKOOA (UK OVshore
Operators Association) to this Committee—is the fiscal treatment of UKCS infrastructure.

12. Some significant discoveries may still take place within the UKCS. But the probability is that whatever
potential is left within the UKCS is to be found in existing discoveries. The objective of the fiscal regime
should be to encourage both established companies and possible new entrants to maximise the life of existing
fields. The current fiscal regime fails to acknowledge adequately this objective by continuing to tax
opportunities in many existing fields at a 70% tax rate.

13. Importantly—even after the Budget and PBR changes—the North Sea tax regime fails to meet the
Government’s own objectives for the taxation of businesses as explained in the consultation process for the
wider reform of Corporation Tax, namely a taxation system that is simple, without distortion and presenting
an even competitive playing field. In particular, Petroleum Revenue Tax fails both the tests espoused in the
Consultative Document of ensuring that “decision making is driven by commercial factors” and that
businesses “compete on a level playing field”, as its imposition depends on whether a field was developed
before or after 1993. It is also an inequitable tax as its imposition is divorced from the profitability of the
taxpayer; eg, a participator with predominantly post 1993 field interest could be just as profitable as one with
predominantly pre 1993 field interests. Consequently, PRT distorts investments (the majority of which will
be on “brown” fields), impacts the timing and nature of abandonment, and creates an uneven playing field
between competing pipeline systems.

14. PRT is also an extremely complex and costly tax to administer requiring considerable compliance and
managerial eVort. Given all these problems, we believe that further reform ofNorth Sea taxation is a priority,
perhaps leading to the abolition of PRT with any unacceptable shortfall in Exchequer yield made up by an
increase in the Supplementary Charge introduced in April.

15. As the North Sea matures and the justification for charging additional resource rent diminishes, the
rate of the Supplementary Charge could be reduced. Ultimately, the supplement and the CT ring fence could
be removed leaving North Sea activities taxed in exactly the same manner as any other UK business activity.
This will be necessary once it is clear that the profitability of the UK upstream industry is no longer above
that of other sectors of UK industry. Upstream profitability of the UKCS will inevitably decline as field sizes
continue to diminish and investment opportunities require more capital to chase fewer barrels. Failure to
adjust the UKCS regime in the face of this increasing maturity will result in the UKCS becoming globally
uncompetitive with production and investment falling short of its potential, and under exploitation of the
remaining reserves in existing fields.

December 2002

APPENDIX 2

Memorandum submitted by the British Bankers’ Association (BBA), London Investment Banking Association
(LIBA), Foreign Banks and SecuritiesHousesAssociation (FBSA) andAssociation of ForeignBanks1 (AFB)

PROPOSED CHANGES TO THE TAXATION OF UK BRANCHES OF FOREIGN COMPANIES

The proposed changes to the taxation of UK branches of foreign companies, which were originally
announced by the Chancellor of the Exchequer in his April 2002 Budget speech were described as bringing
the UK into line with international practice in major countries such as France, Germany and the United
States. More detailed guidance from the Inland Revenue, and a further draft of the proposed legislation, was
published with the Pre-budget Report. The legislation will be included in the 2003 Finance Bill. The intention
is that, from 1 January 2003, the InlandRevenuewill attribute capital for tax purposes to a foreign company’s
UK branch, based on the capital that would be needed if the branch were an independent, free-standing
company operating in the same or similar conditions and circumstances. The capital attributed to the

1 The Association of Foreign Banks (AFB) has been formed by the recent merger of the Foreign Banks and Securities Houses
Association (FBSA) and the American Financial Services Association (AFSA).
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branch will displace interest-bearing liabilities and increase taxable profits. As the majority of UK branches
of foreign companies belong to banks, the impact of the changes will therefore fall mainly, and heavily, on
that sector.

There is no doubt that the existing longstanding UK tax treatment of foreign banks has compared
favourably with the treatment in other countries, particularly the United States. That treatment has been one
of the factors that have made the UK an attractive location for international banks to establish investment
banking and treasury operations. Until this year’s Budget announcement the Inland Revenue has always
vigorously supported the existing treatment, citing its consistency with the UK’s double tax treaties. In
competent authority negotiations with other countries Inland Revenue oYcials have argued for over 20 years
that the UK approach was the only correct treatment.

The requirement to treat a branch as if it were an independent, free-standing company is not nearly as easy
to satisfy as it might appear. The proposed new legislation makes a number of qualifications, some of which
are conceptually inconsistent. It requires an assumption that the UK branch has the same credit rating as the
company of which it is a part, but on the other hand the Inland Revenue refuse to accept that the branch
should receive a deduction for guarantee fee paid to the head oYce. Such a fee recognises that the branch is
able to borrow at favourable interest rates because of the strength of the bank as a whole. The new position
contrasts unfavourably with what would be acceptable if the branch were to be separately incorporated in
the UK.

It is only as a result of discussions between the joint BBA/LIBA/AFB working group and the Inland
Revenue that the working group members have appreciated the substantial uncertainties that exist about
application of the widely drawnproposed legislation. The InlandRevenue guidance notes thatwere published
with the Pre-budget Report are helpful on certain points of detail, but they reinforce our already serious
concerns about the overall approach.

The guidance notes assume that a branch will be able to find a comparableUK company andwill be treated
for UK tax purposes as having a similar capital to such a company. Most branches will not be able to find
such a comparable company. They will also not know the underlying company policy, nor will they be aware
of the detailed discussions that will have taken place with the Financial Services Authority when determining
the UK company’s capital ratios. The Inland Revenue understand this problem and oVer the alternative of
a proportionate allocation of the foreign bank’s total capital ratios. Unfortunately this alternative is
conditional and will not be relevant to many branches because the UK banking operations (of which
investment banking typically makes up a large part) diVer significantly from the overall business of the bank
in its home country.

The impracticalities of both the comparable UK company basis and the allocation of total capital basis
have created great uncertainty amongst foreign banks. They are consequently faced with “horse-trading”
negotiations with the InlandRevenue. The draft InlandRevenue guidance notes anticipate such negotiations,
and appear to be looking for capital allocations well in excess ofminimumFSA levels. It should bementioned
that the FSAwill not be involved in the tax exercise and that the InlandRevenue has no expertise in regulatory
issues. The first draft of the guidance notes referred to allocation of capital up to 30% of branch assets. This
has been toned down to 15% in the version published with the PBR, but would still amount to a significant
disallowance of a branch’s funding costs, because the Revenue argue that a bank would normally have a
substantial portion of that capital in a non-deductible tier one form. This will result in a material increase in
UK taxation. The failure of the Inland Revenue—despite repeated requests—to explain how they calculated
the Budget estimates of a £650 million annual yield to the Exchequer has fuelled concerns that they will be
seeking massive increases in taxable profits.

Because of the possible cost, and particularly because of the uncertainty, many foreign banks are actively
considering whether their existing UK activities should continue. This exercise is likely to reinforce the major
reductions in UK employment amongst foreign-owned banks that are already happening as a result of the
current unprofitability of many UK activities. Such cuts in the UK business of foreign banks will diminish
the revenue yield from the new measures.

Reductions in income tax, national insurance and VAT, which will inevitably result from cuts in UK
activities, provide a second reason why the net revenue gain from the changes is likely to fall short of the
forecast £650 million per annum.

Bearing in mind that the UK rules will be out of line with those in other countries it is quite possible that
those countries will reciprocate by increasing the tax liabilities of local branches of UK banks operating
overseas. We suspect that the Inland Revenue calculations have not taken into account the cost of the
additional foreign tax credits for UK banks that would arise from such increases.

Although we believe that the Government has overstated the tax yield from the new measures, we are very
concerned that the Inland Revenue will seek to use the flexibility contained in the new legislation to collect
the forecast £650 million from the reduced base of UK branch activities.

The BBA, LIBA andAFB represent well over 200 foreign banks,many of which operate in theUK through
branches. We have made representations to the Financial Secretary, so far unsuccessfully, to get more
certainty and to seek “safe haven” (ie permitted maximum) percentages for required capital. We believe the
suggestion that the new legislation merely brings the UK into line with other countries is misleading—indeed
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the proposed measures appear likely to leapfrog the UK into a situation that is materially worse than the
tax treatment in other key countries. The United States legislation includes a 7% safe haven and European
competitors apply less formal safe havens (usually in the region of 4-8%). Australia applies a 4% limit. If the
UK were to allow such a safe haven limit it would reassure banks that any extravagant claims by the Inland
Revenue will not be sustained, and would also dramatically simplify compliance.

The InlandRevenue has argued that many banks will suVer no eVective increase in global taxation because
the additional UK tax will reduce home country taxation. While this may be true in some cases, we believe
there is a serious risk that other countries will not accept additional taxes arising from the newUKmeasures,
which are out of line with the proposals on which the OECD is consulting, as deductions against their
domestic taxes. In practice, if all countries adopted the UK approach, more capital would be allocated than
the amount held by the bank in total. Many of our members, in particular those from the Middle East, have
no home country corporate tax, so the UK tax increase will not be oVset in any way. Others, including a
number from Japan and the Far East, do not have suYcient taxable profits to absorb the UK tax charge.
Such banks will see a significant increase in their UK tax bill that will add to the costs of, already expensive,
UK operations. It is therefore not surprising that a number of them are reviewing alternative ways of
conducting their business, with at best a significantly smaller presence in London. Other countries would be
pleased to take on business transferred from the UK and oVer more favourable tax treatment.

In hearings of the Treasury Committee after the April Budget the Chancellor responded to a question by
stating that many of the largest foreign banks paid no corporation tax in the UK (although they do of course
make substantial contributions to the exchequer through other taxes). To put the Chancellor’s comment into
context we would draw the Committee’s attention to figures published by the Bank of England for the years
1997–2001. In 1997 and 1998 trading losses of foreign banks’ UK branches exceeded £3 billion and would
have resulted in minimal corporation tax liabilities for 1998, 1999 and 2000. More recently profitability has
also been under substantial pressure.

In summary we believe that the new legislation is harmful to the UK economy and remarkably ill-timed.
Even at this late stage we would ask Treasury Ministers to review the proposals, preferably postpone their
introduction, and in any case to agree to the introduction of safe haven limits on the capital to be attributed
to the branches of foreign banks.

December 2002

APPENDIX 3

Memorandum submitted by Cargill PLC

TAX AND THE ENVIRONMENT: THE DEVELOPMENT OF THE UK BIODIESEL INDUSTRY

Introduction

Cargill is an internationalmarketer, processor and distributor of agricultural, food and industrial products
and services. As a major player in UK agri-industry, we believe that the UK agricultural industry can quickly
produce suYcient oilseed rape to supply a significant proportion of the UK’s diesel requirement through
biodiesel. Biodiesel is already widely used in Europe and the United States, and has proved itself to be a
commercially viable, environmentally friendly road transport fuel.

However, the current duty rate of 25.82p per litre is too high to ensure that a viable biodiesel industry will
develop in the UK. The major purpose of the biodiesel duty rate reduction which came into eVect in June
2002 was to create a level playing field between biodiesel and Ultra Low Sulphur Diesel taking into account
the extra costs of biodiesel production. However, many of the variables the Government examined when
deciding to reduce the duty rate to 25.82p, a derogation of 20p for biodiesel, have since changed. This means
that further duty reductions will be necessary if a true level playing field is to be created for biodiesel in the
UK.

The Case for a UK Biodiesel Industry

The benefits that would accrue to the UK from the development of a domestic biodiesel industry, in both
environmental and economic terms, are well-known within government and industry circles. A number of
organisations, including the Country Land and Business Association, the National Farmers Union, the
Government-Industry Non-Food Crops Forum and the Curry Policy Commission on Food and Farming
have all made a strong case for further duty reductions for biodiesel to stimulate the development of a UK-
based industry. Friends of the Earth has also recently called for further government action to stimulate the
UK biodiesel industry.

A UK biodiesel industry would oVer a range of benefits to the UK:

— Rural regeneration: Biodiesel would present farming communities with valuable diversification
opportunities in the wake of the crises that have hit the rural economy in the last 10 years. A
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biodiesel industry would not only provide agriculture with a source of new markets, but would also
help rural regeneration through knock-on supply industry eVects.

— Environmental benefits: Biodiesel performs well on both greenhouse gas emissions and local air
pollutants, and is environmentally preferable to both liquid petroleum gas and compressed natural
gas. Cargill’s calculations have shown that significant carbon dioxide savings could be made if a
biodiesel industry was able to develop in the UK.

In the Pre-budget Report supporting document “Tax and the Environment: using economic instruments”
(Tax and the Environment hereafter), Gordon Brown writes, “As a Government we have an obligation to
protect the environment for our children and for future generations.”Wider use of biodiesel in the UKwould
help the Government to fulfil this obligation, and would contribute to the achievement of our greenhouse gas
emission targets under the Kyoto Protocol.

Government Action to Date

The Government awarded biodiesel a duty derogation in Budget 2001, set at 20p per litre below the ULSD
rate, which came into eVect in July 2002. This was intended to support the production of biodiesel and allow
the UK to benefit from the reduced greenhouse gas emissions it can oVer. David Jamieson MP, Minister for
Transport, also recently announced that local bus operators would benefit from a 100% fuel duty rebate on
biodiesel.

However, Cargill remains sceptical that these measures will allow the Government to achieve its policy
objectives for biodiesel. The Pre-budget Report states that, “Biodiesel is now establishing a market across the
country; more than 300,000 litres were sold in October—a five-fold increase in sales since the introduction of
the duty incentive—and it is expected that biodiesel will be available at over 80 fuel retailers by the end of the
year” (HiIVI Treasury: Pre-budget Report November 2002). However, the majority of these proposals are
based on biodiesel generated from recovered vegetable oil. Such proposals will yield only limited
environmental benefits, and will make no contribution to the livelihoods of UK farmers.

The 100% fuel duty rebate on biodiesel for bus operators will also make little material diVerence to the
biodiesel market, as bus operators already receive an 80% rebate on conventional diesel.

Future Development of the Industry

A commercially viable biodiesel industry will not be able to develop at the current duty rate, and a further
duty derogation is necessary if biodiesel is to be sold at a competitive price vis-à-vis conventional diesel. New
research undertaken by Cargill has demonstrated that a variable 26p to 30p duty derogation linked to the
world price of vegetable oil, representing an extra lop oV the existing rate, would allow large-scale production
to take place. Our calculations take into account the cost of all inputs across the production chain, based on
realistic costs for processing the seed, refining the oil and esterifying the finished rapeseed oil.

Initially, a 26–30p per litre derogationwould yield carbon dioxide savings of 300,000 tonnes per year, based
on a 1% biodiesel uptake as a percentage of total national diesel consumption. This represents a cost of
between £170 and £195 per tonne of carbon dioxide saved. This rate is based on the most pessimistic data for
carbon dioxide saved per tonne of biodiesel, and would substantially improve once eYciency advancements
are made and new economic inflows from the industry materialise.

We believe that the approach detailed by the Treasury in Tax and the Environment logically points to the
benefits of further reductions in the duty rate levied on biodiesel:

— The environmental policy objective: Ministers and oYcials have spoken at length about the ways
in which biodiesel can help the Government achieve its environmental policy objectives.

— The rationale for becoming involved: There is a strong rationale for further government action to
encourage wider usage of biodiesel in theUK. The cost of biodiesel currently prohibits its wider use,
and, therefore, curtails the positive eVect the industry could have on both the environment and the
rural economy. A duty rate reduction to make biodiesel competitive in relation to conventional
diesel would encourage its wider adoption throughout the country.

— Benefits and costs of intervention: As we stated above, a 26–30p per litre derogation would yield
carbon dioxide savings of 300,000 tonnes per year, based on a 1% biodiesel uptake as a percentage
of total national diesel consumption. This would be achieved at a cost of between £170 and £195
per tonne of carbon dioxide saved, a figure based on the more pessimistic data available.

— Most eYcient instruments for achieving the objectives: A further reduction in the duty rate for
biodiesel would serve to increase demand for the fuel, whilst generating economic activity in the
rural economy, in processing industry, and in other feeder industries. Just as important are the
environmental benefits that would flow from the increased use of environmentally friendly fuels
such as biodiesel. There is some admission of the role the duty rate played in encouraging the
phasing-out of high-sulphur fuels between 1997 and 2001 (see Tax and the Environment p.2W);
Cargill would like to see greater admission of the case for biodiesel in this context to expand its role
beyond that of “environmental innovation” (see p.32).
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— Policy development and implementation: Cargill believes that a vibrant UK biodiesel industry fits
well with the UK’s strategy for the development of alternative fuels and vehicles. The European
Commission’s communication on alternative fuels for road transportation, published in November
2001, states that “biofuels deserve to be exploited in the short to medium term because they can be
used in existing vehicles and they do not require expensive infrastructure investment” (COM 2001:
547: p. 6). Indeed, in the short to medium term, biofuels are the only viable option as all other major
alternatives require both vehicle modification and the development of new refuelling infrastructure.

Conclusion

Cargill is disappointed that the Chancellor did not signal his intention to reduce the duty rate levied on
biodiesel in the Pre-budget Report. Further action will be necessary from HM Treasury if a meaningful
biodiesel industry is to develop in the UK. The Government needs to consider action on this front as soon
as possible: state aid and derogation applications will have to be made to the European Commission, and the
necessary crops will need to be commissioned by industry. Furthermore, if set-aside under CAP becomes
long-term and non-rotational, as envisaged by the European Commission’s Mid-Term Review proposals,
biofuel crops will need to compete for acres, a battle they would lose at the current duty rate.

The Chancellor will have another opportunity to reconsider the duty rate levied on biodiesel in Budget
2003. The adoption of a variable duty derogation between 26p and 30p per litre, linked to the world price of
vegetable oil, would stimulate biodiesel production, and allow theUK to benefit from the substantial benefits
this fuel has to oVer.

APPENDIX 4

Memorandum submitted by the CBI (Confederation of British Industry)

1. The CBI, through its direct and indirect membership, represents a broad-based constituency of firms
with members across all sectors of UK business.

2. This paper sets out the CBI’s preliminary analysis of theNovember 2002 Pre-budget Report (PBR). The
paper presents our views on the overall state of the Government’s finances as well as the specific measures
announced in the PBR which are of concern to the business community.

3. In our Pre-budget submission, the CBI argued that there should be no further increase in any policy-
driven business cost, including any new business tax imposition. As government finances started oV on a firm
footing, we maintained that any temporary shortfall in revenue arising purely as a result of slower economic
growth should be covered by a rise in borrowing rather than an increase in taxation, as the latter could
undermine the economy’s fragile recovery. Nevertheless, we warned against allowing borrowing to rise on an
“underlying” basis. We suggested that tax increases later in this parliament should be avoided, and that this
in turn meant that any “need” to raise government spending still further must be headed oV. Consequently,
we argued that the promised quantity and quality of public services had to be delivered out the existing plans
for cash spending. This would require reform in the delivery of those services, as well as a robust approach
to public sector pay.

Summary

4. In the event, the CBI is reassured that theChancellor announced that for 2002–03 and 2003–04 hewould
allow borrowing to rise further to fund the revenue shortfall. Despite the increases in borrowing announced
in the PBR, the Treasury is still on target to meet its “Golden Rule” as long as economic growth assumptions
are met. Nevertheless, the increase in borrowing has reduced the room for manoeuvre in later years,
particularly if growth disappoints. The Chancellor’s assumptions require GDP to increase at, or above, the
trend rate of 2.75% from 2003–04 onwards. By contrast, our own forecast sees growth of 2.4% in 2003 rising
to 2.7% in 2004. Consequently, we view the Chancellor’s growth assumptions as on the optimistic side.

5. More generally, the CBI is pleased that the PBR contained no major “surprises”, particularly in light
of the unexpected increase in employers’ National Insurance Contributions in theApril 2002 Budget.We also
welcome the Government’s commitment to consultations on a number of key issues, notably: the cost of
employer liability insurance, the simplification of VAT payments for small and medium enterprises, the
exemption of medium-sized firms from the requirement of a statutory audit, and the local authorities
initiative.

6. We alsowelcome the commitment to consult on how to recycle the revenues to be raised by the proposed
increase in the landfill levy in order to make it revenue “neutral” for the business sector as a whole—though
we have reservations about the proposal itself. And we await with interest the forthcoming pensions Green
Paper, noting the welcome announcements that “the tax free lump-sum payments paid to retirees” and “the
existing tax relief for pensions contributions” will “remain”.
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7. However, we remain concerned about those areas which were not addressed in the PBR but which
formed a key part of the CBI’s Pre-budget submission. These include our calls for fundamental review in the
following areas: “green” taxation, transport taxes and charges, stamp duty on business property, stamp duty
on shares, excise duties in the context of the Single Market, and the impact of VAT and other indirect taxes
on business costs and competition. We had also hoped for positive signals on specific CBI tax
recommendations for 2003–04, aimed at pushing forward the “enterprise” and “productivity” agendas, such
as changes to associated company corporation tax rules and to the definition of R&D for the purposes of the
tax credit.

Overall Budget Arithmetic

8. As expected, the Chancellor lowered his forecasts for UK economic growth citing the global economic
slowdown. The Treasury is now predicting 1.6% GDP growth for this year, 2.5–3% next year, and 3–3.5% in
2004. Our own forecast, published a week before the PBR, points to growth of 1.5% this year, 2.4% next year
and 2.7% in 2004. Consequently, we view the Treasury forecasts for growth as on the optimistic side. By
lowering the forecasts for growth, and therefore projected tax receipts, the Treasury simultaneously raised its
borrowing projections. TheGovernment now expects to borrow £20 billion this fiscal year, having previously
predicted a deficit of £11 billion. Borrowing is then expected to rise to £24 billion next year and £19 billion
in 2004–05, compared with previous estimates of £13 billion in each of these years. The additional cumulative
borrowing announced in the PBR for the three years 2002–03—2004–05 amounts to £26 billion.

9. As the table below shows, the majority of the change in the borrowing forecast was due to the economic
slowdown, with actual tax and spending announcements in the 2002 PBRmaking a very minor contribution.
Business taxes have not been raised at this juncture, and indeed small overall gains were made by business
through the abolition of North Sea oil royalties from 1 January 2003. On the spending side, the only
significant increase was the provision of an additional £1 billion to meet future defence needs.

Changes in Public Sector Net Borrowing set out in the 2002 Pre-budget Report

£ billion 2002–03 2003–04 2004–05

Public sector net borrowing
— 2002 Budget forecast 11 13 13
— New PBR forecast 20 24 19
— Change in PSNB 9 11 6

Of which:
— Due to economic slowdown 7.8 11.3 6.4
— Due to PBR measures 1.2 "0.3 "0.4

Of which:
— Business tax measures1,2 0.0 0.1 0.1
— Other tax measures1,3 "0.2 "0.5 "0.6
— Spending measures 1.4 0.1 0.1

1 Negative figures indicate tax increases.
2 Abolition of North Sea Royalties and reform of the Landfill Tax Credit Scheme along more generous
lines, partly oVset by a tightening of the corporation tax treatment of share schemes.

3 “Anti-avoidance” taxes (some aVecting business), and personal taxes.

Source: Pre-budget Report, 2002.

10. The CBI supports the current fiscal framework, in which the “golden rule” is combined with the
“sustainable investment rule”. Together, these principles should ensure that the public finances remain on a
firm footing over the medium-term, while allowing for both fiscal flexibility over the cycle and diVerential
treatment of investment and current expenditure. Bearing this in mind, we would make the following
comments on the appropriateness of the financial decisions taken by the Chancellor last month:

— On the basis of the Treasury’s new economic forecasts, the decision to stick to the existing public
spending plans left the Chancellor to choose between borrowing more, while still adhering to the
fiscal rules, or raising taxes further. Higher borrowing was clearly the right choice out of the two,
given the risk that higher taxes would damage the fragile economic recovery.

— In the CBI’s view, the new Treasury economic growth forecasts could still be a little optimistic.
Government borrowing could, therefore, turn out to be a little higher still than projected in two or
three years’ time. But even that would not matter, if the growth and revenue shortfalls turned out to
be purely cyclical, leaving greater scope for economic activity and revenues to subsequently recover.

— However, there are concerns that revenues might fall short of those forecast, even if the projections
for economic growth were realised. It is possible, for example, that the boom in merger and
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acquisition activity during the 1990s elevated the past performance of corporation tax receipts.
Therefore, a return to trend growth might not be suYcient to generate the required corporation tax
revenue. It other words, the additional move into deficit could be partly structural rather than
purely cyclical.

Nevertheless:

— As it is too early to be sure that this is the case, it would be wrong to criticise the Chancellor for not
taking remedial action, in the form of budget tightening, at this stage. Because of the fragile position
of the economy, and as the public finances start out on a reasonably sound footing, we judge the
risks associated with increased borrowing at this stage to be much less than the risks associated with
immediate budget tightening, even taking into account the fact that budget tightening would allow
interest rates to be set at a lower level than otherwise.

But:

— The Chancellor must stand ready to tighten budgetary policy in future, should the evidence of a
structural deterioration in the public finances mount.

— We judge that there is now little or no room for extra discretionary borrowing during the next few
years. If the Government is to avoid future tax increases, the public expenditure plans cannot be
ratcheted upwards any further.

Specific Announcements and Issues

11. Pensions: Just prior to the PBR, it was announced that the long-awaited pensions Green Paper will be
published on 17 December. We welcome the announcements in the PBR that “the tax-free lump sum paid to
retirees” and “the existing tax relief for contributions” will “remain”. We take this to mean that they will
remain untouched, and would be disappointed if the existing tax incentives for pension fund investment were
restricted after all, as some press speculation has suggested could be the case. We await the review with both
interest and trepidation for other reasons, as well. Compulsory employer contributions have not been firmly
ruled out, even though we see the only realistic solution as a voluntary route, with enhanced incentives for
contributors.

12. Insurance: The Chancellor announced a formal review of the operation of employers’ liability
insurance, which we welcome.We are, however, disappointed that the 5% rate of insurance premium tax was
not reduced. This would have given back to the business sector the “windfall” gained by the Treasury in extra
insurance premium tax revenues (estimated at an annual £300 million) as a result of higher premiums paid
by firms.

13. North Sea oil royalties: The abolition of North Sea royalties from 1 January 2003 is a welcomemove—
but belated, having been virtually promised ahead of this year’s April Budget. However, it will only go a small
way towards balancing the extra tax burden imposed in the Budget as a result of the 10% supplementary
charge on North Sea profits. We therefore remain concerned about the competitiveness of the North Sea as
a location to invest in going forward.

14. Landfill tax: The Government will consult on a “revenue-neutral” proposal to extend and increase the
“escalator”, so that from 2005–06 the tax rises each year by £3 per tonne, until it reaches a long-term target
of £35 per tonne, compared with £13 at present. We are pleased that the Government is consulting first, but
remain to be convinced that such a significant increase is needed. The commitment to “revenue neutrality”
is fine in principle, but the move would still mean significant additional costs for some firms. It is also worth
noting that the climate change and aggregates levies were originally introduced on the basis that they would
be “revenue-neutral”, with revenues returned to the business sector in the form of employer NICs reductions.
But the employer NICs cuts have since been reversed. Meanwhile, the associated landfill tax credit scheme
will be reformed along more generous lines. The CBI will need to give more consideration to the detail, but
the principle of continued support for community environment projects is welcome.

15. Road transport taxation: The Chancellor restated his Budget commitment to reducing the rate of duty
on bioethanol, but the timing remains unclear—creating unwelcome uncertainty for potential suppliers.
Meanwhile, consultation on plans to modernise road haulage taxation has already begun. Subject to
clarifying key details, we conditionally support the move towards a distance-based lorry road-user charge,
under which all lorries using UK roads—foreign as well as British—would make a contribution to the cost.

16. Education and skills: The employer training pilots, currently operating in six local Learning and Skills
Council areas, will be extended for a second year and expanded to cover more areas and to test a wider range
of policy packages. The CBI will continue to monitor the six current pilots closely because they could
potentially justify the introduction of a statutory right to time oV for training. We will also lobby to ensure
that the new pilots test the impact of a broad range of voluntary approaches to training, rather than time oV.

17. SMEs: There were a few announcements specifically for small and medium-sized firms, including the
following:

— Eligibility for the Small Firms’ Loan Guarantee Scheme is to be extended to include all businesses
with turnovers of up to £3 million a year. Sectors previously not eligible, such as retail and catering,
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will now be covered. This is welcome. However, the proportion of the loan guaranteed is to be set
at a flat rate of 75%—a reduction for many currently-eligible firms.

— There will be consultation on extending simplified VAT payments to more small businesses. This is
a welcome move. We look forward to working with government to examine ways to improve and
extend further the scheme whereby small firms are no longer required to report on each individual
VAT-able transaction.

— The Government will also consult on exempting medium-sized firms from the requirement of a
statutory audit. This too is welcome.

18. “Enterprise Areas”: The Government restated that stamp duty would be abolished for all transactions
in business property, subject to gaining EU state aids clearance, in the 2000 wards that have been designated
“Enterprise Areas”. The CBI has welcomed the principle of Enterprise Areas. But there is a strong case for
extending the principle of a lower or zero rate of stamp duty for business property right across theUK. Stamp
duty on business property is one of several areas of the tax system where the CBI’s calls for fundamental
review have so far gone unheeded.

19. Local authority incentives: Local authorities are to be consulted on a proposal to allow them to keep
the extra business rates revenue raised from attracting new businesses to their area. This is a positive initiative,
which could lead to local authorities being given a direct financial incentive to promote economic
development and improve the services they oVer to the business community.

20. Public service reform: The Chancellor restated his commitment to combining investment with reform
of public service delivery. He gave a strong message on public sector pay, where the Government is now
indicating more clearly its support for local variation. He also gave high-level commitments to fair and
vibrant competition for public sector contracts, with the OFT now scrutinising public sector regulation. And
Public Private Partnership opportunities are to be extended to regeneration projects. These are all messages
that the CBI can welcome. We will also work to make sure that the Government secures the benefits of PPP
in existing areas, particularly to support the delivery of healthcare and education services.

21. Regional Development Agencies: Pilot schemes were announced for RDA-led management and co-
ordination of Business Link operators, and for stronger links between RDAs and the Learning and Skills
Council. We welcome these pilots, which could prove useful in delivering more joined-up services at the
regional level. We also welcome the enhanced role envisaged for RDAs in contributing ideas and experiences
to central government ahead of the 2003 Budget.

22. Reform of corporate taxation: The Chancellor confirmed that the consultation process on reform of
corporate taxation will continue, which we welcome. There is considerable scope for simplification and
improving the competitiveness of the UK tax regime. The CBI will participate fully in the next stages of the
consultation.

— There is, however, increasing concern and uncertainty over the impact on taxation of companies of
the EU’s expected adoption of international accounting standards in 2005.

— Reforms which business are keen to see proceed as soon as possible are rationalisation of the
schedular system and the rules on relief for losses, alignment of the tax treatment of trading and
investment companies and the elimination of tax “nothings” (expenditures not recognised for tax
purposes).

— In addition, we would like to see early progress—independently of the corporate tax reform
process—in dealing with the CBI’s technical tax proposals, particularly in relation to the rules on
controlled foreign companies and Section 765, ICTA 1988 on migration of companies.

23. Stamp Duty on Land and Buildings—“Modernisation”: The Government has produced draft
legislation following the first round of consultations on their proposals to modernise stamp duty, but there
is concern that agreement has not been reachedwith business on important aspects of policy. Draft legislation
on some areas has yet to be published which is creating uncertainty. We urge the Government to publish the
outstanding text as soon as possible.

24. Construction industry: A consultation document setting out proposals for a new scheme for the
taxation of the construction industry was announced in the PBR. We hope this will provide an opportunity
to take proper account of the concerns of ordinary businesses which because of their expenditure on
“construction” are deemed to be contractors for the purposes of the scheme, as well as reflecting the realities
of the modern mainstream construction sector. We look forward to working with Government in the
consultative process.

25. Controlled Foreign Companies: The Chancellor announced legislation to bring profits made by CFCs
selling extended warranties, credit protection and other similar products under the UK tax umbrella. There
is concern and uncertainty over the possible impact of this measure given the apparent wide scope and
vagueness of the draft legislation. We look forward to clarification from the government.
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Issues Outstanding

26. Suggestions made in the CBI Pre-budget submission of major areas for fundamental review—such as
the whole approach to “green” taxation, transport taxes and charges, stamp duty on business property, stamp
duty on shares, excise duties in the context of the Single Market and the impact of VAT and other indirect
taxes on business costs and competition—were not addressed in the PBR. And little was promised in terms
of enacting specific CBI tax proposals for 2003–04, to push forward the “productivity” and “enterprise”
agendas, such as widening the definition of R&D for the purposes of the tax credit, or changing the
corporation tax treatment of small “associated” companies. The CBI would welcome a commitment from
government to address these issues with the full involvement of business.

December 2002

APPENDIX 5

Memorandum submitted by the Centre for Economics and Business Research Ltd

CEBR (the Centre for Economics and Business Research Ltd) is a leading commercial economics and
business consultancy advising manyUK companies. It was founded in 1993 by DouglasMcWilliams, former
chief economist for IBM and former chief economic adviser to the CBI. CEBR specialises in both
macroeconomics and microeconomics and provides economic forecasts to a wide range of UK businesses.
This submission has been prepared byAngusMcCrone andDouglasMcWilliams with assistance fromAndrij
Halushka and Jan Mitchell.

1. Our submission is divided into the following sections:

— The Chancellor’s economic forecasts.

— The Chancellor’s forecasts for the public finances.

— Britain and the euro.

The Chancellor’s Economic Forecasts

2. At the time of the 2002 Budget, cebr, along with many other forecasting organisations, was critical of
the Chancellor’s predictions for economic growth, arguing that they were too optimistic given the weakness
of the world economy.

3. These warnings have been borne out by events this year.

4. But we are not impressed by the Chancellor’s claim that the main reason for his forecast revisions is the
weaker than expected state of the world economy. It is true that the euro area has been weaker than was
implicit in the April 2002 Treasury forecasts, but growth in other parts of the world has been stronger.

5. The Pre-budget report admits that “G7 GDP is still expected to grow by around 1°% in 2002, in line
with the Budget 2002 forecast”. The slowdown in world growth took place in 2001, which was already
understood by the time of the unusually late April Budget this year. And even the claim that the slowdown
in world growth has been unusually large is misleading—it is based on the rate of change of the rate of change
in world trade which in turn was unusually aVected by strong growth in 2000 before slowing down in 2001.
Indeed the Chancellor’s current estimates show that world trade, far from going into decline in 2001 as it did
in 1982 and 1974, actually continued to grow—if only marginally. The international economy cannot be the
main cause of the slower than expected growth and higher public borrowing this year.

6. Instead, the major culprit is business investment. In the Budget the Chancellor predicted a decline of
°–1%. He now estimates that the fall will turn out at 10°%. The Chancellor seems genuinely surprised that—
after increased business taxation and regulation—businesses have continued to cut their external spending.

7. We are not.

8. In the Pre-budget Report this November, the Chancellor announced more cautious forecasts of
economic growth of 2°%–3% in 2003, half a point below the range given in the Budget.

9. We feel that the new prediction is still too optimistic. We are in the middle of our quarterly forecasting
round, but our provisional GDP forecast for 2003 is 1.8%, a long way below the new Treasury estimate.

10. We take a more cautious view of next year for several reasons. First of all, an important element in
2002’s economic growth has been consumer spending fuelled by mortgage equity withdrawal (MEW). We
believe that MEW has boosted consumer spending by no less than 6% this year, compared to less than 4%
in 2001.

11. Even ifMEWrepresents just as large a share of overall spending in 2003, it will add nothing to spending
growth. In fact, our judgement is that MEW may contribute less to spending in 2003 than this year’s 6%
because households are likely to become more cautious about taking on debt in the next few months as taxes
rise and worries increase about the end of the house price boom.
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12. If so, consumer spending growth in 2003 is likely to fall well short of the Treasury’s forecast of 2®%
to 2°%, in our view. We envisage an increase of around 1.5%, with April’s tax increases weighing quite
heavily. We have described the Chancellor’s forecast of a 3–3°% rise in real household disposable income in
2003 as “almost unbelievable”.

13. Our second reason for caution about 2003 concerns business investment. The Chancellor forecast that
this would increase by 2²%–3®% in 2003.

14. We believe that business investment will be much slower than this to recover from the sharp 2001–02
downturn. Companies are under pressure from investors to generate a recovery in dividend growth and
Western economies still have excess capacity after the over-investment of the Millennium period. With the
negative impact of excessive regulation increasing and the tax burden rising, we think that it will be very
unlikely that business investment in aggregate will rise in 2003.

15. In addition, public investment is likely to under-shoot expectations because of planning hold-ups and
likely Departmental wrangles in authorising the go-ahead of projects.

16. Finally, our forecasts for the world economy in 2003–04 are less optimistic than the Chancellors’
although this is clearly an area of great uncertainty, especially at the moment.

The Chancellor’s Forecasts for the Public Finances

17. The Chancellor has been more conservative with his forecasts for public sector net borrowing,
projecting figures of £20 billion, £24 billion, £19 billion and £19 billion for this year and each of the next three.

18. However the risks are all on the upside with the PSNB. A sharp consumer downturn, perhaps caused
by war in the Middle East or a sudden reverse in the housing market, could send these borrowing figures
sharply higher. The cebr forecast is for a PSNB of £32 billion by 2004–05, some £13 billion higher than
Brown’s figure for that year.

19. Our judgement is that while £20 billion is probably a sensible forecast for the PSNB this year, the
Chancellor’s numbers become less credible the further out they go.

20. The implication of this is that the Chancellor’s Golden Rule on balancing the budget excluding public
investment may well be broken by 2004–05—unless there are further tax increases on top of next April’s
National Insurance rises.

21. If we are right in predicting £30 billion-plus public borrowing figures by the end of this parliament,
there is a danger that some private sector investment will be “crowded out” by the demands on investors from
the public purse. This would be negative for innovation and productivity growth in the UK.

The Euro and Other Issues

22. In his Pre-budget Report speech, the Chancellor made great play of the UK’s “symmetrical inflation
target”, mentioning it no less than three times.

23. A clear contrast was being made here between the UK, where the Bank of England has the job of
preventing inflation falling too far below, as well as rising too far above 2°%, and the euro area, where the
European Central Bank’s task is to maintain inflation at “less than 2%” over the medium term.

24. The Treasury could not be arguing more strongly that a UK-style symmetrical target is superior to a
continental-style target which does not put the central bank under any obligation to keep inflation up.

25. We conclude that the Treasury could not justifiably recommend UK entry to the euro, while the ECB
pursued a policy objective that was significantly inferior to that pursued in the UK.

26. Unless the ECB’s objective changes to a symmetrical one, theGovernment must conclude that the Five
Economic Tests have been failed.

5 December 2002

APPENDIX 6

Memorandum submitted by the Chartered Institute of Taxation

1. The Chartered Institute of Taxation, the leading professional body in the UK concerned solely with
taxation, is pleased to take this opportunity to submit brief comments to the Treasury Committee’s inquiry
into the Pre-budget Report (PBR).

2. We comment from our point of view as the tax professionals’ body and from the stance that our interest
is in the tax system and fundamentally with achieving a better tax system to the benefit of all concerned.
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Pre-budget Report—Key Aims

3. In our view, the Pre-budget Report should in many ways be seen as the interim report of UK plc. It
should act as a statement as to how the organisation is doing, update on relevant projects and introduce some
new ideas. Inevitably, its focus needs to be on the financial picture, particularly at these somewhat more
uncertain times and we endorse the emphasis in the statement on the country’s economic position. We will
leave others to comment on this area.

4. As far as taxation is concerned, used properly the PBR can make a significant contribution to the
development and better running of the tax system. We see this in two prime areas:

(i) The PBR gives an opportunity for early setting of figures for tax allowances for the next fiscal year.
That allows the tax authorities, tax agents and taxpayers to factor these figures into their systems
and their planning at an early stage rather than having to adjust after the tax year has started.

(ii) Consultations can be progressed—either new ones started, or progress reports given on existing
ones, or conclusions announced on ones that have now completed. We see good, eVective
consultation as a cornerstone of the proper development of the tax system.

5. In general, the PBR passed our assessment of our two main aims and we would give due credit to those
responsible for so doing.We do, however, trust that consultations will be run in line with the Code of Practice
onConsultations; wewould remind those commissioning such projects that the Code of Practice recommends
a minimum 12 week period for consultation—something that is not always achieved.

Setting Figures Early

6. The Chancellor has now announced, through a combination of the April Budget and the Pre-budget
Report, the various personal allowance figures, National Insurance Contribution bands and National
Insurance Contribution rates which will apply for 2003–04. We think this early announcement is a positive
step, which leads to greater eYciency. We therefore would encourage this principle to be followed as far as
possible in future years.

7. The missing pieces of the jigsaw as far as the personal tax system is concerned are the figures for the
personal tax rate bands and the tax rates themselves. We can understand why the Chancellor wishes to wait
until close to the new tax year to set tax rates, but we would have thought that it would be perfectly possible
to announce at this stage the figures that will apply for the tax bands, ie the amounts of income that will be
subjected to tax at 10%/22%/40% (or whatever rates are announced in the Spring Budget). There would be
an eYciency gain for the Tax Authorities, Payroll providers and many others if the tax bands can be set now.

Consultation

8. There are a number of examples of good consultative practice contained in the Pre-budget Report. We
would point as examples to:

(i) Construction Industry Scheme—it is to the credit of the Inland Revenue that they have listened to
concerns expressed since the introduction of the CIS in 1999, and have now brought forward
constructive proposals for improving the running of the system. The proposals are well laid out and
there is a proper timescale for comment. Our only negative comment is possibly a churlish one:
many of the points now coming through as proposals for greater eYciency within this document
were areas that were highlighted in the run up to the CIS and, with better consultation then, might
have already been in place.

(ii) Landfill Tax—There is clearly much to discuss here, but we note with approval the setting of the
broad aims of the process at an early stage. There are of course major issues to discuss in terms of
how well the aims can be met with tax measures, but that is an issue separate from the general
principle of initiating proper consultation.

(iii) Corporation Tax Reform—This is an example of a consultation that is already in progress. We
would have expected on such an important consultation that the PBR would contain something of
a progress report as to how the work was progressing; we did indeed get a brief mention as to where
things had got to and future directions which again is what should happen in our view.

9. The PBR took the opportunity to introduce some anti-avoidance measures, which of course is entirely
within the purlieu of the Chancellor’s speech. We note that despite the anti-avoidance nature of the move,
the changes to employee benefits trusts (EBT) were accompanied by draft legislation for comment. This again
is how things should operate: the mere fact that something is anti-avoidance in nature should not mean there
is no opportunity to discuss the measures before they are finalised; equally it is important that taxpayers and
business in general are not left wondering how changes are to be eVected.

10. We do have concerns over the details of the EBT legislation in particular (and indeed some of the other
proposed tax changes) and have written separately to the Inland Revenue and Customs & Excise on this and
the other areas covered in the PBR.Wewould be happy to share these concerns with the Treasury Committee
if that would be helpful.
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11. We found the document on protecting indirect tax revenues of considerable interest. Again, we think
this document is a positive one in that it gives a framework and sets out clear aims and objectives. That enables
taxpayers and their agents to have a better understanding of the tax authorities’ aims and thus to have a better
ability to work with them where appropriate. Contrary to the impressions given on occasions by the Tax
Authorities and others, Tax Advisers do not routinely seek confrontation with the revenue-collecting
agencies, nor do we wish automatically to oppose them. As noted at the start of this memorandum, we see
our role in part as aiming to improve the tax system with a view to minimising the burdens that it creates.
Being able to see how a department plans to undertake one of its key areas helps this process.

12. We noted that there is a proposal to take forward the VAT flat rate system into possibly higher levels
of business turnover. We look forward to discussing this proposal with Customs & Excise over the way the
scheme has been introduced and publicised. Whether or not to join the scheme is something a trader needs
to consider carefully; it is not an automatic move as some of Customs & Excise’s information implies.

13. One disappointment we had with this Pre-budget Report was that there was no specific
acknowledgement of the need formeasures on tax simplification.We have discussed this issue previously with
the Treasury Committee—we see no reason why there should not bemeasures in each Budget and Pre-budget
Report statement orientated solely towards simplifying our tax system. We were pleased to see that the
Treasury Committee itself included a similar recommendation in a report earlier this year. We have, for
example, submitted four memoranda in the last year on “Quick Wins”, changes which would be relatively
easy to make to the tax system and which would pay a simplification dividend. Perhaps announcements such
as the commitment in the Pre-budget Report to reform the OVshore Funds legislation was meant to meet a
simplification objective, but we would call for simplification to feature in two ways in all future Budgets and
Pre-budget Reports:

(i) A Press Release—possibly one each from the Inland Revenue and Customs & Excise—should refer
specifically to the simplification measures included within the overall package.

(ii) All changes of significance to the tax system should be accompanied by a statement that the cost
eVectiveness of the change in terms of the administrative burdens it might impose have been
carefully evaluated and that the sponsoring Minister is satisfied that any extra administrative
burdens that the change imposes are necessary and proportionate in the light of the importance of
the change.

Conclusion

14. Overall we saw the Pre-budget Report as a positive step in the general aim of improving the running
of the tax system in the United Kingdom. We look forward to participating in the various consultations that
were referred to in the Chancellor’s statement.

6 December 2002

APPENDIX 7

Memorandum submitted by the Engineering Employers’ Federation

Pre-budget Forecasts

1. EEF evidence to the inquiry on the Pre-budget Report focuses on three issues:

A. The shift in fiscal policy

B. The economic projections for 2003

C. Specific issues relating to manufacturing industry.

2. The Pre-budget Report announced a significant increase in government borrowing for the 2003–04 and
2004–05 financial years. There are clearly some risks in the medium-term if the assumptions on economic
growth and on the relationship between growth in the economy and in corporation tax receipts prove to be
unfounded. These have been well documented by others and we do not repeat them in this paper.

3. Given recent trends in productivity and in investment, particularly manufacturing, we are sceptical as
to whether the projections for productivity growth are likely to be met. Over the 40 plus years since 1960,
output per filled job has grown by an annual 2.1% but over the last five completed years (1996–2001), the
growth rate has dropped to under 1.5%. Even allowing for the rise in part-time work, this is a disappointing
and worrying trend. The Government has published significant amounts of evidence on the productivity gap
with competitor countries. We believe it would now be timely to publish an investigation into why
productivity has deteriorated in recent years.

4. Despite these concerns, we believe that it was the right decision to raise government borrowing. The
alternatives of scaling back the Government’s expenditure plans or raising taxes would have been wrong.

5. Reversing the increases in spending announced in the Spending Review would have seriously
undermined the much needed improvement in public services and in areas such as skills, and research and
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development that are so critical to the competitiveness of UK industry. Nonetheless we remain concerned at
the rise in public sector inflation that threatens to undermine eVorts to improve public services. The implied
deflator for general Government expenditure is now running at 5.5% more than double the average of 2.6%
over the 1995–2000 period.

6. Increasing the tax burden would also have been wrong at a time of weakness in the international
economy and in critical sectors such as manufacturing. In addition, the tax burden on employers is already
set to rise by £3.9 billion in 2003–04 as a result of the increase in Employers National Insurance and
cumulative decisions put it £6.2 billion higher than in 1997–98.

Economic Imbalances

7. We also believe that the Government’s projections for the recovery in manufacturing output and in
business investment are overoptimistic. If our view is correct, either overall economic growth in 2003 will be
lower than assumed by the Government or equally worryingly the economy will remain unbalanced.

8. Our projections are that manufacturing will grow by just 0.9% next year (and engineering by just 0.7%).
This is only half the Pre-budget forecast of between 1.75% and 2.25%. The latest EEFBusiness Trends Survey
for the fourth quarter 2002 showedmore companies expecting output and orders to contract in the next three
months than expand. The only other time that the survey gave this reading in the last three years was in the
aftermath of the September 11 attack on the US. Weak data on trade and manufacturing for October 2002
reinforce our more pessimistic view.

9. The projection of growth of 3% in business investment will require a dramatic turnaround from the
current trend. This has seen business investment fall continuously since the end of 2000 and by close to 17%
cumulatively. Assuming that business investment is flat in the final quarter of this year, investment will have
to grow by 1.8% in each quarter of the previous one to achieve 3% growth in 2003.

10. The latest investment intentions surveys from both the EEF and the CBI suggest that investment is
unlikely to recover soon in manufacturing. Investment will therefore have to recover strongly in other parts
of the economy for this forecast to be met.

11. The persistence of imbalances in the economy strengthens the case for the Government to make more
active use of fiscal policy. The EEF largely supports the distinction between monetary policy—which is used
to hit the inflation target and to support the Government’s growth and employment objective subject to
hitting the target—and fiscal policy, which is largely geared towards supply side objectives. However,
statements from theMonetary Policy Committee make it clear that the MPC sees the overheated state of the
housing market as a major constraint on any interest rate cuts in the near future. We believe that there is a
growing case for the Budget to include measures such as raising stamp duty on residential properties to cool
the housing market. Given the Government’s current tight finances, the revenue raised could be used to
address the growing cost burdens facing manufacturing.

Supporting Manufacturing

12. The Pre-budget continued some of the helpful progress made in previous Budgets and the Spending
Review to support the eVorts of manufacturing to raise its competitiveness by becoming higher value added.
The review of links between business and science builds on other measures to support innovation such as the
R&D tax credit, eVorts to increase the supply of research scientists and engineers in industry and the increase
in expenditure on science.

13. In a similar vein, the review of Modern Apprenticeships and the extension of employer training pilots
are welcome moves to raise skill levels, though industry would have welcomed faster moves to ease the age
current restrictions governing Modern Apprenticeships.

14. Industry was disappointed to see that there were no new measures to support manufacturing
investment. An extension of first year capital allowances would promote higher investment by helping to ease
the current cashflow constraints faced by manufacturers.

15. Industry remains unconvinced about the planned increase in landfill tax up to a level of £35 per tonne
over a period of time. While we welcome the fact that the increases will not start until 2004–05 and that there
will be extensive consultation, other questions need to be answered. For example, what will revenue neutrality
mean in practice? Industry will also need convincing that this will be part of clear strategy to increase
recycling.

16. The failure to respond to the need to reform the Climate Change Levy was disappointing. While
industry supports its aim, it opposes the current design and has put forward considerable evidence that a
widening of access to Climate Change Levy agreements would both reduce the negative impact on
competitiveness and deliver greater environmental benefits.

December 2002
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APPENDIX 8

Memorandum submitted by Professor David Heald, specialist adviser to the Committee

Parliament’s Information Needs on Public Expenditure

1. Public expenditure is currently growing very rapidly; the End of Year Fiscal Report (EYFR 2002)
(Treasury, 2002d, para 4.56) reports overall growth as 7% in nominal terms between 2000–01 and 2001–02.
The cumulative impacts of Spending Review 2000 (SR2000) and Spending Review 2002 (SR2002) mean that
there is currently an unprecedented rate of planned public expenditure growth.2 The successful translation of
higher public expenditure inputs into service delivery outputs is clearly one of the most demanding challenges
facing the Government.

2. From the perspective of Parliament, these are diYcult times in which to monitor public expenditure
trends.Whenever there is a change of public expenditure control system, there are inevitable discontinuities in
the data. These have occurred as a result of the 1998 introduction of a control systembased onTotalManaged
Expenditure (TME), Departmental Expenditure Limit (DEL) and Annually Managed Expenditure (AME).
They have been compounded by the staged implementation of Resource Accounting and Budgeting (RAB),
with SR2000 being conducted on a partial RAB basis and SR2002 being conducted on a full RAB basis.
Cumulatively, it has become diYcult to track public expenditure on a consistent basis over a number of years.3

3. This combination of rapid expenditure growth with low data comparability over time makes it
appropriate for Parliament to rethink its information requirements on public expenditure. The extent and
depth of the above changes, together with the inevitable complexity of public expenditure definitions and
scoring, mean that Parliament must rely upon the Treasury to supply public expenditure data in a form that
supports its scrutiny role. In recent years the Treasury has emphasised fiscal transparency as a key dimension
of its fiscal framework: the annual Public Expenditure: Statistical Analyses (PESA) is a valuable document,
which contributes towards this objective. Unfortunately, the usefulness of PESA 2002–03 (Treasury, 2002a)
is impaired by having been published in April 2002, before the completion of SR2002. Moreover, key tables
in PESA 2002–03 are not on a consistent basis across years, being expressed in terms of cash or resource,
according to which basis the Treasury judges to be the most reliable in that particular year. Given the present
public expenditure timetable, there is a strong argument for there being an Autumn Supplement to PESA,
published at the time of the Pre-budget Report.

4. A welcome innovation in Pre-budget 2002 is the publication, of the EYFR. This document fills an
obvious gap in the provision of outturn data, in that Parliament has previously had to wait until the following
year’s PESA, because the July Public Expenditure Outturn White Paper is a document of limited scope and
is published too early to provide reliable outturn data for the year just finished. For the first time, Parliament
has much earlier information on a comprehensive basis of estimated outturns for the most recent completed
financial year and outturns on a comparable basis for the preceding financial year. Hopefully, the EYFR
might in time develop into a document that produces comparable data for a longer run of years than two.
EYFR 2002 (Treasury, 2002d, para 4.4) contains a helpful explanation of the present timetable for
establishing final data for a particular financial year. Once the complex process of transition to RAB has been
completed and experience gained, a shortening of these timescales would be desirable and should be feasible.

5. A reasonable speculation is that the present control system of DEL and AME will be subjected in the
near future to much tougher testing than it has experienced since its introduction in 1998. For example, the
economic conditions that have eased the pressure on certain kinds of AME have created space within TME
for growth in DEL; this will probably not recur. Accordingly, it would be extremely helpful if the Treasury
were to provide for the Committee:

(a) a time series for TME, DEL and AME at departmental level, as far as possible on Pre-budget 2002
definitions and measurement conventions, accompanied by an explanation of any data
discontinuities; and

(b) a series of tables which establish the linkage between successively published figures for TME, DEL
and AME, showing separately the eVects of each of the occasions (eg Spending Reviews, Pre-
budgets and Budgets) on which changes have been made, with the composition of those changes
analysed into the categories used in PESA.4

So many changes have been going on that a user is unable to extract this kind of information from
published sources. Moreover, there is a tendency for Treasury documents to show changes in relation to the
previous published document, quite often six months rather than a year before the current document, thereby
making it diYcult to see a pattern of development over time. One of the issues of interest is the extent to which

2 The magnitude of the changes is well illustrated by the following Treasury figures, provided after SR2002 but before Pre-budget
2002, on real terms changes in DEL: –2.2% (1995–96); –1.0% (1996–97); –2.5% (1997–98); !0.4% (1998–99); !2.1%
(1999–2000); !4.5% (2000–01); !5.0% (2001–02); !5.4% (2002–03); !7.2% (2003–04); !3.6% (2004–05); and !5.0%
(2005–06).

3 This is not to be taken as a criticism of these changes, the RAB component of which I have consistently supported.
4 Tables of diVerences in PESA 2002–03 (Treasury, 2002a) analyse changes into: machinery of government; transfers and
classification; and reserve allocation and other policy changes.
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there have been transfers of provision from DEL to AME during these early years of operation of the
TME system.

6. Thus far under the TME system, an unexpected problem has been the level of underspending against
public expenditure plans. Several factors seem to have been important: the need to become familiar with a
new control framework; the availability of End-Year Flexibility (EYF); and the practical problems associated
with managing a step increase in the rate of growth of public spending. EYFR 2002 (Treasury, 2002d, para
4.21) makes reference to the “stock of EYF” reported in the July Public Expenditure Outturn White Paper
(Treasury, 2002b, Table 6).

7. The critical issue for the future is the extent to which the large increases in both nominal and real terms
public expenditure translate into higher outputs. It is well-known that the measurement of the quantity and
quality of public services is a diYcult issue, and that proxy measures of performance may divert attention
from non-measured dimensions of performance. Notwithstanding that caveat, the task for the Treasury and
departments is to ensure that an excessive proportion of this higher expenditure is not absorbed into cost
increases, particularly into public sector wages. Parliament should be looking to the Treasury and
departments to provide the best possible information onwhat is happening to the various indicators of service
levels and outputs. A strong Relative Price EVect (ie public sector costs go up faster than the GDP deflator)
would imperil the achievement of the Government’s public expenditure objectives.

8. At several points in the Pre-budget Report (Treasury, 2002c) and associated documents, there is
reference to the Treasury’s assumptions having been audited by the National Audit OYce (NAO).5 The
implication is drawn that this audit process provides assurance that the assumptions that enter the Treasury
forecasts should be regarded as “cautious”. Moreover, “assumptions audited by the NAO” appears as one
of four categories into which Budget 2000 forecasting diVerences for 2000–01 and 2001–02 public expenditure
are analysed in Tables 4.2–4.5 of EYFR 2002 (Treasury, 2002d). The other categories are: “economic
determinants”; “fiscal forecasting diVerences”; and “other factors”. The NAO is statutorily entitled to review
only those conventions and assumptions submitted to it by the Treasury (Finance Act 1998, s 156(5)); the
only such request relating to the April 2002 Budget was to examine the proposed quarter-point percentage
increase in the underlying trend growth rate used in making the fiscal projections, as no previously examined
assumptions were to be altered. Given the emphasis which the Treasury places upon the NAO’s role in
auditing assumptions, it would be useful to ask Treasury oYcials to carefully delineate the division of
responsibility between the NAO and itself.

9. The clear message conveyed by the Pre-budget Report (Treasury, 2002c) and associated documents is
that the United Kingdom’s public finances are sustainable, and considerably more healthy than those of
certain other European countries. One dimension relates to the level of public debt. However, concerns have
been expressed about the way in which certain UK transactions are recorded; the merits of structuring those
transactions in particular ways are not the issue under consideration here. Two examples illustrate these
concerns. If projects are funded through the Private Finance Initiative (PFI) and are judged to be oV-balance
sheet to the public sector, the associated borrowings are not classified as public debt. Given that this form of
public procurement is now quantitatively significant, it is important for public debate that the size and nature
of future PFI commitments is fully and regularly documented. The second example relates to the treatment
of particular organisations as outside the public sector. The most cited contemporary example refers to
Network Rail, which the OYce for National Statistics (ONS) has determined should be classified to the
private sector in the national accounts (following European System of Accounts 1995). In contrast, and
operating on the basis of financial accounting principles, the Comptroller and Auditor General has stated
that Network Rail should be on the balance sheet of the Strategic Rail Authority. Irrespective of the merits
of these decisions, it is important that Parliament is kept fully informed of the size of these items, so that the
numbers on public debt can be interpreted in the light of these additional disclosures.

5 December 2002
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APPENDIX 9

Memorandum submitted by HSBC Investment Bank

1. It is important to put any criticism of the Chancellor’s latest Pre-budget Report in context. Our
observation, as it has been since April’s Budget, is that the public finance projections are based on risky
economic assumptions. What we do not criticise the Chancellor for is loosening fiscal policy to support—
whether through luck or judgement—the overall economy during a downturn.

2. The flexibility of the Chancellor’s fiscal rules has allowed spending to support the economy at a time
when the Stability Pact has forced some government’s in Continental Europe to restrict growth. The fiscal
stance in the UK is loose, boosting GDP growth in 2002 by 1.0% and by a further 0.3% in 2003.

3. With that said, it is also true that the current public finance projections are not based on prudent
assumptions. In fact, the Chancellor is essentially gambling on a strong economic recovery. If the Chancellor
represented his projections as a fan-chart—similar to the MPC’s inflation projection—the risks would be
heavily skewed to the upside relative to his latest net borrowing estimates. Estimates of net borrowing were
revised up substantially in the PBR (an extra £29 billion over five years) but this upward revision is likely to
be just the start. By the end of this parliament the most likely outcome is that the government deficit will be
over 3% of GDP, with no plan to move back to budget balance. That is directly in conflict with the Stability
Pact. The choice facing the Chancellor ahead of the PBR, as in the Budget, appears to have been between
abandoning the prudent economic assumptions or publishing a forecast in direct conflict with the Stability
Pact. The Chancellor unsurprisingly chose the former.

4. There are three reasons why we believe the public finances are no longer based on prudent assumptions:
optimistic trend growth assumptions, optimistic economic forecasts and a misinterpretation of previous
budget surpluses.

Trend Growth

5. At the time of the April Budget we criticised the Chancellor for revising up trend growth from 2®% to
2°%. It seemed odd to be revising up one’s view of average growth in the economy during an economic
downturn and following an increase in taxes on employment (next year’s hike in employees National
Insurance contributions). Nevertheless, in April this revision was justified by higher estimates of the future
population of working age. Since then, the Census of Population results revised down these estimates.
Nevertheless, the Chancellor has maintained his trend growth assumption in the PBR by simply changing the
composition of trend growth away fromhigher population estimates towards higher estimates of trend labour
productivity. In April’s budget a tree full of material was used to justify higher trend growth based on the
population estimates. In contrast, no material was oVered to justify this new and much more controversial
assumption. It seems the end justifies the means. Trend growth of 2®% would have meant an additional of
£27 billion of extra borrowing over the next five years.

Economic Forecasts

6. The GDP growth forecasts that underpins the public finances are extremely optimistic. Although the
Chancellor revised down growth in 2002, he revised growth up in 2004 and 2005 so that he now believes the
level of GDP will °% higher by 2006 than he believed at the time of the April Budget. At a time when the
domestic and global economies are struggling to recover and Consensus forecasts are becoming more
downbeat, the Chancellor has become more upbeat.

7. The Chancellor’s growth estimate of 3% in 2004 looks very optimistic. This estimate is based on the
belief that consumer spending will accelerate. Is this prudent? Over the past year households have increasingly
financed spending through debt. That essentially represents bringing forward consumer spending away from
tomorrow towards today. At some point consumer spending will slow and grow below trend for a sustained
period of time. The vulnerability in the housing market and heavy consumer indebtedness point to a weak,
rather than strong, 2004. By 2004 either interest rates or unemployment will be substantially higher. Either
way, the trigger for a sharp slowdown in consumer spending and the economy will be in place. Hence, it is
worrying that the state of the public finances is so dependent on strong economic growth in 2004—growth
that is unlikely to be delivered.

8. Moreover in the past the Chancellor has based the public finance projections on whichever was lower:
his trend growth estimates or the bottom of his GDP growth forecasts. For example, if he forecast GDP
growth of 2²–3% and trend growth of 2°%, he would choose the 2°% as a prudent assumption. Over the past
year the Chancellor has moved away from this practice and now uses the higher estimate (2²% in this
example).Hence, over the next three years theChancellor is basing his public projections on above trendGDP
growth (2°%). He is essentially gambling on a strong and sustained recovery.
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Interpretation of Past Surpluses

9. Finally, during the late 1990s the Treasury were continually surprised by the strength in tax revenues
relative toGDP. This stronger tax relationshipwas assumed to persist.We estimate that 30%of the £50 billion
cumulative current surplus of the past three years could be a direct consequence of the bubble and, hence,
was a temporary improvement. Evidence has already emerged this year that tax revenues have fallen away
faster than the economic downturn would have suggested. In particular, income tax receipts are lower-than
expected despite the fall in unemployment.

10. Overall, we would argue it is diYcult to criticise the timely boost to the economy that the fiscal stance
has provided. As an aside, if higher public sector wages eats up much of the extra spending, there is little
available cash within the existing fiscal framework to finance the real improvements to public services that
were promised. However, our focus has been on the public finances and economic assumptions underpinning
those projections. The PBR announced an aggressive increase in net borrowing but those projections were
still based on optimistic economic assumptions. The likelihood is that net borrowing will increase even more
aggressively than forecast—we estimate an additional £40–45 billion over the next five years and a deficit of
close to 4% of GDP. Assuming the Stability Pact stays in its current form, if the Government is serious about
wanting to join the euro, it will need to choose between raising taxes or cutting back on public spending.
Ultimately, there is no way that April’s Budget and, even more so, November’s Pre-budget Report can be
described as prudent. The Chancellor’s sums are wholly dependent on a strong and sustained recovery—a
recovery that has been potentially put in doubt by the MPC’s aggressive attempts at oVsetting global
weakness through over-stimulating the UK consumer and housing market.

November 2002

APPENDIX 10

Memorandum submitted by Alastair Hatchett, Editor of IDS Report, Incomes Data Services

Current Public Sector Pay Developments and Their Implications For Average Earnings Growth in

2003 and 2004

IDS is an independent research organisation providing information and analysis on pay, conditions,
pensions, employment law and personnel policy and practice in the UK and the rest of Europe. IDS
publications and electronic information services are used by thousands of businesses, large and small, and by
government, trade unions, tribunals, consultants and researchers. Since its establishment in 1966, IDS has
become the standard source of information for those working in the employment field. This research-based
analysis by IDS is based on information supplied in interviews with HR managers and trade union
negotiators across a comprehensive range of public and private sector employers. We collect full
documentation of collective agreements with data on pay and grading structures and all other terms and
conditions.

Introduction

1. Until 2000 the Labour Government maintained the previous administration’s downward pressure on
public sector pay. This had run throughout most of the 1990s, beginning with the 1.5% maximum policy in
1993. Formally, all increases were to be funded from within paybills.

2. TheGovernment relaxed this policy in 2000 for twomain reasons. One was as part of a deliberate policy
to expand public service provision. The second was in response to growing recruitment and retention
problems right across the public sector.

3. Underlying all of the immediate problems of uncompetitive salary levels were long-standing structural
problems of gender discrimination, and a series of important equal pay cases were coming through across the
public sector. The policy response has taken the form of a mix of ad hoc measures to tackle particular
problems and longer-term reforms under the umbrella of “modernisation”.

First Steps in Pay Reform

4. Some longer-term pay reform changes were already in progress in some key areas before the general
relaxation of policy came into eVect in 2000. For example, changes to payment systems had already been
flagged up in the NHS as well as in education and the civil service, partly because of the failure of policies
adopted in the mid-1990s. There was a move away from local pay bargaining arrangements which had been
introduced by the conservatives for NHS Trust hospitals, mainly because only a minority had shown
willingness to move away fromWhitley Council scales. Inquiries conducted by Dearing and Bett into pay in
the universities had concluded that there had been a failure to keep up with changes which had been taking
place elsewhere in the economy. And, in the civil service, another inquiry (conducted by Makinson) had
identified a number of problems with the existing pay systemwhich was based on broad bands and individual
performance pay.
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5. The first major set of negotiations on the overhaul of existing terms and conditions during this period
took place in local government. Agreement was eventually reached in 1997 on a move to single-status terms
and conditions for all local government employees. Previously, unions representing manual workers
employed by the local authorities had conducted one set of pay talks while another set of negotiations took
place for white-collar staV. TheGovernment proposals onwholesale pay reform in theNHS, termed “Agenda
for Change”, were first put forward in 1999. Following the Makinson inquiry in the civil service, called
“Incentives for Change”, published in early 2000, proposals to overhaul pay systems were recommended.
Plans for a higher pay scale for teachers to be reached via a performance bar were put forward in 1999–2000.

Ad Hoc Responses to Labour Market Pressure

6. Labour markets began to tighten significantly from 1999. By 2000 and 2001 longer-term strategic
thinking began to give way tomore short-term reactions to recruitment and retention diYculties, particularly
in London and the South East, but also nationally for certain professional groups such as maths and
science teachers.

7. In the summer of 2000 the Home OYce decided to double the combined Metropolitan Police London
allowances to £6,000. This was followed by a plethora of initiatives, such as higher London and South East
allowances and market supplements for groups such as nurses and midwives and golden hellos for teachers
in shortage subjects. Shortly after the initiative to raise the pay levels of the Metropolitan Police, the forces
around London found they were losing oYcers to the Met, so they in turn started to pay South East
allowances of £2,000 and then £1,000 in the areas surrounding the immediate Home Counties.

8. Around the same time the Government announced that it was to pay new market supplements for
nurses, midwives and professions allied to medicine in London and much of the South of England. These
supplements were to be on top of existing tiers of London allowances and would be worth up to £1,000 in
areas of high costs and/or low unemployment. These were paid with eVect from 1 April 2001, and the areas
they covered were subsequently extended in April 2002. The “market supplements” were re-named cost-of-
living supplements early on and in the Agenda for Change proposals of November 2002 they are to be
replaced by recruitment and retention premiums.

Earnings Movements in 2002

9. Higher basic pay increases (such as 10% for teachers in Scotland), market supplements and higher
London and South East allowance combined to push up average earnings in the public sector during 2001.
Average earnings (excluding bonuses) grew in the public sector at a rate of 6.7% in the year to July 2001 as
against 4.9% in the private sector.

10. This was a reversal of the position prior to 2001. Throughmost of the previous decade average earnings
growth in the private sector had been ahead of the public sector. This reflected stronger earnings growth in
private sector areas such as finance, construction, chemicals and motor manufacture. The rate of growth of
average earnings in the public sector took oV at the end of 2000 and was sustained through 2001, only to tail
oV during 2002. By September 2002, earnings growth in the public and private sectors were both running at
3.6%. This rate of growth reflected pay settlements in the spring of 2001 being around the 3.5% level and the
delayed settlement in local government in 2001 following a quicker settlement in 2000. Some downward
pressure on public sector average earnings may have also come from the growth in part-time jobs in 2001–02.

Growth of Long-Term Deals

11. A further factor leading to higher average earnings growth in 2001 was the emergence of a number of
long-term pay deals paying high up-front increases in the first stage. For example, school teachers in Scotland,
following theMcCrone inquiry, gained increases of 23% over three years, with a first stage rise of 10% inApril
2001. The second year increase was 4%, payable from April 2002.

12. Some higher increases from further stages of long-term deals came through in 2002. These included
increases averaging 6.3% at the Department of Health in August 2002 in the second stage of a two-year deal,
and 9% from August 2002 at the National Assembly for Wales in the second stage of a three-year deal.

13. New long-term agreements reached this year included the 20% increase over four years agreed at the
Ministry of Defence, starting with 5.2% from August 2002, and 15% over three years at the Inland Revenue,
starting with 5.4% from August 2002. The MoD deal covers some 50,000 white-collar staV and the Inland
Revenue deal covers some 68,000 staV.

14. The Treasury has recently been encouraging more groups in the public sector to reach multi-year pay
agreements as it says that these help with financial planning and financial stability. Such deals have been seen
as appropriate vehicles to deal with issues such as equal pay and to bring in changes to pay progression
systems to meet some of the Makinson principles of reforming pay structures and moving to narrower pay
bands.
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15. In this sense, long-term pay agreements can be an important foundation for bringing in complex and
time-consuming changes to structures and systems. The deals allow time for talks on all aspects of the pay
system with no need for negotiations on the annual pay review. The aspects of pay reform, or
“modernisation”, that are characteristic of such deals are single status, equal pay, job-evaluated grading,
creating circumstances which aid an employee to do their job more eVectively, quicker progression and
changes in working practices. However, the word “modernisation” is now being stretched to mean almost
any change or reform, much as the word “flexibility” has lost any clear meaning. For example, in diVerent
contexts, modernisation has been used to describe both reduced overtime levels and increased overtime levels.

16. The two-year deal at ACAS, worth an average of 17%, came into eVect from August 2001. It followed
on from Acas losing a significant equal pay case that meant the employer and the union had to negotiate a
reform of the pay system to remove gender discrimination, especially over pay for length of service. The new
system is designed to ensure equal pay and progression to a rate for the job within six years.

17. The recently concluded deal at the Department for Work and Pensions is described by the department
as being worth 5.5% on the paybill, backdated to July 2002. It “represents a first step towards delivery of a
modernised pay system for the DWP”, covering around 125,000 staV. It harmonises the grading structures
of the newly-integrated departments and transfers all staV onto the new grading system. Pay progression for
all administrative staV is now automatic, based on a fixed point scale, and the scales are shortened so that the
length of time to progress from the minimum to the maximum is four years.

18. Under a recently agreed package of changes to police pay and conditions, police oYcers will receive a
£402 increase from 1 April 2003 and the length of the constable’s pay scale will be reduced (from 14 to 10
points) in three stages over the next three years, to ensure faster progression. This is in addition to the recent
formula based pay rise of 3% from 1 September 2002. In addition, most oYcers will become eligible for
“competence-related payments”, which will start at £1,002 a year from 1 April 2003 and will be uprated
annually.

19. The largest group of employees covered by a long-term pay arrangement are the 1.3 million local
authority workers in England andWales. Their settlement is worth 7.8% over the two years from April 2002,
with higher increases for the lowest paid, and it also establishes a Pay Commission tomake recommendations
for change in time for the April 2004 negotiations. The Pay Commission will look at issues such as low pay,
equal pay, comparability and the reasons for lack of progress on achieving single status.

20. Very recently, after prolonged negotiations, the proposals for pay reform in the National Health
Service, “Agenda for Change”, were announced so that the pay review bodies could make recommendations
for a way forward by next April. A key proposal is that the 1million workforce accept a three-year deal worth
10%, 3.225% each April from next year. FromApril 2003 a dozen trusts would act as early implementers with
most trusts not moving to the new system until some time in 2004. The extra money being made available for
the new grading system, harmonisation of hours to 37°, plus new shift pay arrangements has been estimated
to be around 5.9%, but there is nothing certain about this.What is true is that the full impact of this on average
earnings will not be seen until well into 2004.

21. The pay of school teachers in England and Wales is set by recommendation of the School Teachers’
Review Body (STRB). The teacher unions have asked for a long-term deal similar to that negotiated in
Scotland following the McCrone inquiry. The Department for Education and Skills evidence to the STRB
says that a three-year deal may be appropriate if changes are brought forward in the way work is organised
in schools, with a greater role for classroom assistants. The DfES has asked for future pay increases to be
“aVordable”, arguing that recently significant pay rises have been achieved outside of annual pay reviews. In
particular, 180,000 teachers gained £2,000 a year by moving to the new upper pay band in 2000-01 and many
other teachers are gaining from the shortening of themain pay scale from 9 points to 6, from September 2002,
this latter move costing of 2.5% on the overall pay bill.

22. Given all these developments, IDS has estimated that by spring 2003 upwards of two-thirds of all
public sector workers will be covered by long-term pay arrangements which involve changes to previous
grading and progression systems.

23. It is in this context that a potential 16% pay deal over two years for the fire service should be seen. It
would not be exceptional, as some people have said, and it would be reached at a time when other groups
would be locked into long-term deals until 2004–05 and therefore concerns about “knock-on” eVects are
exaggerated.

Prospects for Earnings Movements

24. It is also in this context that we might try to estimate more closely how average earnings in the public
sector might grow over 2003, by looking at some of the known or estimated basic rate increases through 2003.

All of which means that pay settlements of this order, covering very large groups of public sector
employees, together with increases of 3% to 5% for other, smaller, groups in long term pay arrangements
would feed into the average earnings indexes to give a public sector average earnings growth rate of 4% to
5%, perhaps oscillating around the long-term trend level of 4.5%.
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25. Some downward pressure on average earnings growth in the public sector in 2002 will have come
through the large expansion of employment in public services over the past year. Much of this will have been
in part-time jobs, with people on lower earnings than full-time staV. This tends to slow the growth rate of
earnings as the calculation is based simply on the total pay bill divided by the total number of employees.

National Health Service 1,000,000 3.225% April 2003 1st stage of 3 year deal
Local government (E&W) 1,300,000 3.5% April 2003 Final stage, 2 year deal
Local government (Scot) 200,000 4.0% April 2003 Final stage, 4 year deal
School teachers (Scot) 50,000 3.5% January 2003 3rd stage 3 year deal
School teachers (Scot) 4.0% August 2003 4th stage, 3 year deal
Police 144,000 £402 April 2003 Scale change

£1,002 April 2003 Competency payout
c.3.00-4.0% Sept 2003 Pay formula

Ministry of Defence (staV) 50,000 5.1% August 2003 2nd stage, 4 year deal

26. Pay increases in 2002 across the whole economy have been against a background of inflation running
at 1% to 1.5%. Pay settlements have run ahead of that by 1% or 2%. Over the next year the all-items inflation
rate is forecast to be 2.5% to 3%, and this will exert an upward pressure on all pay bargaining, in both public
and private sectors. Private sector increases could move up to a range of 3% to 4.5%, if economic growth
recovers as the Treasury forecasts. This would be consistent with average earnings growth in the private sector
of around 4.5% by the end of 2003, particularly as a significant proportion of firms will be rebounding from
pay freezes in the period Spring 2001 to Spring 2002.

27. Private sector increases over the past year have been quite mixed. Pay freezes have been concentrated
in particular sectors such as hotels, air transport, electronics and telecomsmanufacture. High increases of 5%
to 10% have been common in the construction industry where there has been something of a boom and there
are also concerns about long-term recruitment given the older age profile of the workforce. Higher increases
have also been awarded in road transport which also faces a recruitment crisis over the next five years. Pay
increases in the finance sector were largely between 3% and 4%.

28. A comment to make at this point is that while most long-term deals in the private sector have an
inflation link (eg RPI plus 0.5% or 1%), in contrast the recent spate of long-term deals in the public sector
have set specified increases. Higher inflation in 2003 is likely to boost private sector rises in long-term
arrangements and simultaneously make public sector increases look less generous.

29. There are a number of further issues whichmay aVect the level of average earnings growth. One central
issue is equal pay. The Government has stressed its ambition to close the gender pay gap and is encouraging
the public sector, especially the civil service to complete equal pay audits by April 2003 and to have an action
plan to end any gender pay discrimination.Where action is being taken there have tended to be higher average
pay awards in order to eVect pay reform. Such moves however will not be restricted to the public sector as
many large private sector companies have declared support for gender pay audits.

30. A further issue of relevance, particularly with a return to economic growth over 2003 and 2004 are the
issues of London weighting and the levels of allowances paid in London and the rest of the South East. There
are several disputes in the public sector running at the moment which are yet to be resolved: in local
government, among school teachers and in the universities. The target for many groups is to get closer to the
Metropolitan Police level of £6,115, which is paid across the wholeMet area. Agenda for Change in the NHS
proposes a new inner London allowance of 20% of salary, up to £5,000. The Audit Commission has recently
agreed to pay a London allowance of £4,826 across the whole Greater London area, thus abolishing the outer
London allowance. It has also raised its Roseland (Rest of South East) allowance to £2,932, almost to the
level of many groups’ inner London allowance.

12 December 2002

APPENDIX 11

Memorandum submitted by the Institute of Directors

Thank you for inviting the Institute of Directors to submit to the November 2002 Pre-budget Report
inquiry. Chart 1 shows that IoD members are deeply unhappy about the conduct of fiscal policy. The IoD
wishes to make the following comments:

Economic Projections

The Pre-budget Report continues the macroeconomic and microeconomic gambles of recent years:

1. A macroeconomic gamble because it is dependent on GDP growth and public finance assumptions
which may prove optimistic. There is absolutely no slack left in the public finances:



appendices to the minutes of evidence taken beforeEv 94

— Over the 2002–03 to 2006–07 period the cumulative surplus on the current budget has deteriorated
from £35.2 billion to £5 billion.

— Over the 2002–03 to 2003–04 period the Chancellor now expects to borrow £20 billion more than
he thought in April of this year.

— Over the 2002–03 to 2006–07 period the Chancellor will borrow £101 billion—compared with an
expectation of £72 billion in April.

— Over the 2002–03 to 2005–06 period the Chancellor expects to borrow almost £50 billion more than
envisaged 18 months ago.

— The Government continues to ignore the negative economic impact of a high and rising tax burden
on economic growth—such as the tax on employment fromhigher national insurance contributions.
OECD research (cited in: We’re going the wrong way—tax and spend fiscal policy, Graeme Leach,
IoDPolicy Paper, September 2002) suggests that a 5%point increase in the tax toGDP ratio reduces
GDP growth by 0.25% points per annum. This means that the underlying rate of growth may fall
as a result of recent tax and spend fiscal policy.

2. A microeconomic gamble because it involves huge increases in public expenditure without (1) First
significantly reforming the provision of those services. (2) Creating far greater incentives for private sector
contributions, in order that a greater proportion of GDP can be devoted to health and education without
having to be financed just through taxation.

IoDMembers are Unhappy with Current Fiscal Policy

3. The concern of business leaders is shown in the IoD survey results (undertaken in September 2002)
produced in Chart 1. The survey results display significant opposition to the Chancellor’s conduct of fiscal
policy. When asked whether fiscal policy was favourable or unfavourable towards business, the survey
revealed a negative balance of "7%. This compared with a positive balance of 61% when IoDmembers were
asked the same question about the MPC’s conduct of monetary policy.

Chart 1 IoD Business Opinion Survey (September 2002)
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4. A fundamental issue for the future is what happens to fiscal policy if the expected GDP growth rates do
not materialise or public services fail to improve? We would argue that it is very unlikely that the spending
pledges will be abandoned, and so in the future we may see even higher tax levels.

5. This is simply the wrong way to conduct fiscal policy. In order to maximise economic growth the UK
requires lower not higher taxation.

6. The economy is nourished and strengthened by a low tax burden. Take-away that nourishment and it
will get progressively weaker.

Tax Measures

General Comment

7. We would welcome a period of stability in the tax system. There is too much tax legislation, it is too
complex and if there is not the political will to embark on a radical simplification then at the very least an end
to the relentless tinkering would be welcome. The Pre-budget Report makes clear that this is a forlorn hope.

8. Over the comingmonths, major changes to the tax system are likely to be proposed for Pensions, Stamp
Duty and Corporation Tax. In addition, changes are possible in the residence and domicile rules and in
environmental taxation.

Income Tax and National Insurance Contributions

9. Although we did not expect the Chancellor to back down on the rise in National Insurance
Contributions next April, we remain dismayed at the impact these will have on employment and job creation.
The increase in NICs is significant and we doubt many businesses will be able to absorb the costs—most will
be forced to hold back on recruitment, reduce pay rises or pass the cost on to customers.

10. We are concerned that the failure to increase the Personal Allowance will bring more low paid people
into tax. In addition, the extension of the upper limit for National Insurance Contributions will increase the
amount of National Insurance over and above the increase announced in April. This is of course on top of
the increase in the number of higher rate taxpayers over the past few years as a result of the higher rate
threshold being uprated by less than the rate of earnings growth.

11. It is arguable that tax thresholds should rise in line with average earnings in order to avoid “bracket
creep”; however at the very least they ought to be increased in line with inflation.

Stamp Duty

12. We welcome the Government’s proposal to remove StampDuty on commercial property transactions
in 2,000 “disadvantaged areas”. This ought to promote redevelopment of some of Britain’s most run down
areas.We are not convinced that this measure will create any new jobs or businesses itself—more likely it will
aVect the decision of where a company chooses to locate.

13. However, on its own, removal of Stamp Duty will not be suYcient to regenerate many of these areas.
Fundamentally, the state of the local transport infrastructure, the availability of skilled labour, and the state
of the economy are all much more powerful factors.

14. As a whole we much prefer a tax regime which is simple and applies nationwide, so that business has
certainty. However, the aims are laudable and it will be interesting to see whether this type of tax tinkering
can make any impact on deprived areas.

VAT Avoidance

15. We fully support the Government’s determination to clamp down on fraud in indirect taxes. The
easiest way to reduce much of the existing fraud would of course be to cut the rates of indirect taxes to reduce
the diVerentials between taxes in the UK and the rest of the EU. However, in the absence of such a move, the
Government has little choice but to pursue its existing strategy.

16. We are concerned that the targeting of “VAT avoidance” to raise an additional £2 billion a year is
overkill. In the context of VAT revenues of £61 billion, £2 billion is a significant increase. Since VAT is
ultimately borne by the consumer, the eVect is the same as increasing the VAT rate to 18%, albeit much
less obvious.

17. Customs and Excise should indeed ensure that all businesses pay the amount of VAT they are required
to by law, however it appears from the Pre-budget Report that increasingly they will be targeting businesses
which perfectly legally reduce their VAT liability. The Pre-budget Report does not seem to recognise the
dividing line between VAT avoidance, which by definition is legal, and VAT evasion, which is not. We
strongly welcome the Government’s determination to tackle VAT evasion; we urge caution on VAT
avoidance.
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18. Many businesses struggle to cope with the demands of the VAT system when they first encounter it.
We welcome any moves by Customs and Excise to support these businesses.

19. “Anti-Avoidance” is often a euphemism for trying to deal with the defects in legislation after it has
been passed by adopting heavy handed tactics on business. We would prefer that Government dealt with the
source of the problem—constant changes to legislation, rushed through Parliament with the minimum of
consultation and scrutiny.

Construction Industry Scheme

20. We welcome the Government’s decision to consult on simplifying the Construction Industry Scheme.
Any simplification which can be achieved on administering the CIS would be welcomed by employers.

Oil Royalties

21. We welcome the abolition of Oil Royalties, which are a highly regressive form of taxation. However,
the abolition in no way compensates for the additional tax levied in the Budget in April when the 10%
Supplementary Corporation Tax was introduced. As a result of the abolition, the highest taxed fields will face
a marginal tax rate of 70% as opposed to 69.4% before last April. We remain concerned as to the impact of
higher taxes on the North Sea at this stage of its development.

Pension Taxation

22. We look forward to the publication of the much delayed Pensions Green Paper and the review of
Pensions Taxation on 17 December. In the meantime, we strongly welcome the Chancellor’s confirmation
that the tax free status of the lump sum, and the availability of full tax relief on pension contributions for
higher rate taxpayers, will remain. Any change to those tax reliefs would have been devastating for the level
of pension savings in the UK, which is in any case much lower than it needs to be.

4 December 2002

APPENDIX 12

Memorandum submitted by JP Morgan

Summary

— Chancellor’s plans to grow a little less and borrow a lot more, may only be a temporary solution,
if underlying cause of tax shortfall turns out to be structural rather than merely cyclical.

— In the short-term, the Chancellor’s plans present the Bank of England and its new Governor-
designate with a formidable challenge: to deliver four years of at, or above-trend growth without
inducing a rise in either inflation or unemployment.

— History is riddled with examples of seemingly secure fiscal balances being wrecked by unexpected
recessions. As far as the UK is concerned, the experience of the late 1980s and early 1990s provides
a salutary lesson about the fickle nature of fiscal balances.

— But even if the MPC manages to deliver this perfect scenario, an outcome which we have serious
doubts about, the underlying problems will persist.

— Specifically, the UK housing market is emerging as a key barrier to lower UK rates and to
prospective EMU membership.

— Monetary policy cannot deal with the structural imbalance between the demand for and supply of
housing in the UK. Perhaps it is time the Chancellor considered using fiscal policy to help redress
the imbalance.

— While such a move might be politically unpopular in the short-term, it would, at a stroke,
significantly ease the burden on monetary policy, help to plug the gap in the public finances and
make a major contribution to removing a key hurdle to full European integration.

Pre-budget Report 2002

1. As he approached this year’s Pre-budget announcement, the Chancellor knew he had a tough but clear
choice to make: should he stick with Prudence or throw caution to wind and take a gamble? In the end, he
did what he was expected to do: he announced a downward revision to near-term growth and an upward
revision to borrowing of £26 billion over the next three years. The Chancellor presents it as simply a
temporary separation, necessitated by events beyond his control, i.e. weaker global growth. But the risk is
that the Chancellor and Prudence may continue to drift apart, and eventually go their separate ways.
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2. The bottom line though is that the Chancellor has not grasped the nettle, and instead has deferred the
tough decisions for some other time in the future. This is because although he has acknowledged a growth
shortfall in the near-term, the forecast allows for it to be made up in 2004. The onus now shifts to the Bank
of England and its new Governor-elect, Mervyn King, to try and deliver this perfect scenario.

3. The Chancellor is asking a lot. He is asking the MPC not only to deliver a soft landing for the housing
market, which would be a first, but also to ensure that the economy runs at or above-trend for four years
without generating any inflation or unemployment. If they deliver, the Chancellor will owe theMPC amajor
debt of gratitude. If it proves too much, we should expect more growth disappointments, more borrowing
and ultimately, higher taxes to follow. I return to this below.

4. The Chancellor’s rules allow for much greater flexibility than those covering the Euro area. They allow
for both the impact of the cycle on the fiscal stance, and more importantly, explicitly allow for higher
borrowing during the lean years if enough fat was stored in the good years. Based on the Treasury’s self-
imposed medium-term fiscal rules: the Golden Rule, to only borrow in order to finance net investment; and
to keep national debt below 40% of GDP—the Chancellor can accommodate the higher borrowing needed.
However, the wisdom of this planned increase in borrowing depends crucially on the reasons for the
overshoot, and how long it is expected to continue. If the past two years’ overshoot is simply a reflection of
unexpectedly low nominal GDP growth, then there is little, if any, cause for concern. However, if for some
reason growth continues to undershoot plans; if for example, the housing bubble plunges the economy into
recession in 2004, the deficit could easily reach 4% of GDP, within the current Parliament. Given the current
controversy in Europe over the 3% deficit ceiling imposed by the Stability and Growth Pact, this could
become a source of conflict between the UK and her European partners, should the UK seek to join the euro.

5. In addition, the Treasury has made two crucial assumptions in recent years that underpin its forecasts.
First it has assumed that the extra tax receipts received during the good years meant a structural improvement
in the tax take. And second, that trend growth in the UK was a quarter point higher than previously thought
at 2.75% (2.5% for fiscal planning purposes).

6. The Chancellor has had to cede ground on both assumptions. The recent shortfall in the public coVers,
which reflects unexpectedly low tax receipts rather than higher cyclical spending, forced the Chancellor to
reassess the tax-GDP ratio. The tax undershoot results from lower corporation and income tax receipts.
Corporation tax receipts are nearly 15% lower, compared to an expectation of a modest increase of 2.5%.
Similarly, income tax receipts are flat, compared to a Treasury expectation of a 4.7% rise. The period during
which theTreasury’s cup overflowed happened to coincide with the equitymarket boom. If what the Treasury
has factored in as a structural improvement simply reflected the unsustainable asset price boom and
associated profits and bonuses, then the tax take will be permanently lower. In recognition of this, the
Chancellor has taken a pretty hefty charge against the structural tax take. The tax take is reduced by around
£4 billion a year due to weaker equity markets. But, if that adjustment is not enough, then the Golden Rule
will be breached before the end of the current Parliament, in the absence of higher taxes.

7. The trend growth assumption has also been tweaked. The rationale for raising trend growth in April
was a forecast for higher net immigration which would boost labour supply. However, a week or so before
the Pre-budget, that forecast was revisited, removing this rationale. Had the Chancellor simply accepted this
conclusion, he would have been forced to announce even higher additional borrowing, perhaps twice the size
of the increase he did announce. Instead, he chose to revise his estimate of trend labour productivity higher,
allowing him to keep the higher estimate of trend growth. This is controversial. Assuming a higher rate of
trend growth in order to keep the fiscal arithmetic on track, has traditionally been the last refuge of a desperate
Chancellor. And, as Lord Lawson would no doubt testify, it rarely works! Indeed, the odds are already
stacked against the Chancellor. Labour productivity is currently running at an annual rate of just 0.8%,
compared with an average rate of growth of 1.8% since 1973, and growth of 5.6% in the United States. Again,
should this assumption prove to be too optimistic then the Golden Rule is threatened, and higher taxes the
likely eventual outcome.

8. History provides some salutary lessons about the fickle nature of fiscal surpluses. Back in the 1980s, the
UK, along with Japan, Sweden and Australia all enjoyed Budget surpluses. Between 1983 and 1989, the
average swing into surplus among these countries amounted to over 6% of GDP (from an average deficit of
4.2% of GDP to a surplus of 2.1%). But in all cases, optimistic forecasts of structural surpluses turned to
naught. The spanner in the works was a simply a recession, which turned out to be as unexpectedly harmful
to the public finances as the proceeding boom had been unexpectedly beneficial. The result was a period of
severe fiscal austerity, and in the case of Sweden, fiscal crisis. More recently, the United States ended the last
century with surpluses “as far as the eye can see”, and is now also deeply in the red.

Economic Impact

9. From the perspective of the economy as a whole, the Chancellor’s plans amount to another sizeable
fiscal boost. This is because by sticking to his pre-announced spending plans, the Chancellor’s decision to
borrow more money is in eVect an additional discretionary fiscal boost. Interestingly, the table below shows
that using OECD estimates, the UK emerges as the country where fiscal policy has been most aggressively
used to manage the cycle over the past decade.
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Correlation between fiscal thrust and the output gap

1970–79 1980–90 1991–2000

United States 0.64 0.62 0.47
Euro area: 0.33 –0.32 –0.16
Germany 0.55 –0.57 –0.05
France 0.20 –0.26 –0.51
Italy 0.30 –0.09 –0.09
Japan 0.28 –0.59 0.48
UK –0.58 –0.18 0.82
Canada 0.85 0.58 0.02

Contra-cyclical policy movements should be reflected in a positive correlation between fiscal thrust and the
output gap.

Source: OECD and JPMorgan calculations.

10. But the immediate problem is the precarious state of the UK economy and its overweening housing
market. As noted above, the greatest risk to the Chancellor’s plans is a recession. Recessions are terrible
news for the fiscal arithmetic as public finances can deteriorate very rapidly in the face of weaker tax
receipts and higher unemployment payments. And, while the Chancellor deserves a great deal of the credit
for helping the UK ride out the global recession of 2001, the Bank of England’s Monetary Policy
Committee also took a gamble. It decided to oVset the weakness in global demand by boosting domestic
spending through lowering interest rates. And it worked! The UK was the fastest growing G7 economy
in 2001, a feat last achieved in 1986. Unfortunately, the MPC may become a victim of its own success. That
relative UK outperformance came at a cost: imbalance. However we choose to look at the UK economy, it
is severely unbalanced. The gap between domestic demand which has been humming along at between
4%–5% since 1998 and net trade is, according to Mervyn King, the most prolonged since the 1870s! The
gap between the traded goods sector’s price deflation and record core service sector inflation is at an all-
time high. And, the gap between booming consumer demand and the lowest level of business investment
to GDP in over a decade, all say one thing: the UK economy is being fuelled entirely by demand, with
no commensurate increase in supply. That is a recipe for widening trade deficits, higher inflation and
eventually, higher unemployment.

11. The mechanism by which the MPC has been able to keep domestic demand so high is debt. By
making money the cheapest it has been for 38 years at a time of near full employment and low inflation,
the MPC has encouraged (quite deliberately) consumers to take on huge amounts of new debt. The UK’s
debt-wealth ratio now stands at over 120%, easily the most extreme in its history and by far the highest
among the G7. Many, including some on the MPC, argue that as interest payments are so low as a share
of income, the risk that the consumer will collapse under the weight of this mountain of debt is small. I
disagree for two reasons. First, this argument seems to confuse the causation path and is thus somewhat
circular. House prices and the associated build up of debt are functions of extremely low interest rates.
Prior to the first rate cut in February 2001, the Halifax house price index was less than 1% higher compared
to a year earlier, it is now nearly 30% higher. Similarly, net mortgage borrowing was rising at well below
£2 billion a month, the latest data show a rise of nearly £10 billion, or 1% of UK GDP, in one month!
Second, this low service cost argument ignores the fact that the level of debt or capital gearing is now
well above its 1980s peak, and that in a low inflationary environment, this debt will not be quickly eroded
over time. That makes the UK household sector very vulnerable to another negative shock. And, as around
three quarters of the increase in secured borrowing since 2001 has taken place at floating rates of interest,
consumers are also likely to be very sensitive to a rise in interest payments.

12. Those most at risk from the inevitable correction in house prices are likely to be those the Chancellor
has tried the hardest to help: low paid, credit constrained households. In other words, those for whom a
reduction in interest rates from 6% to 4% was suYcient to induce entry into the housing market and take
on huge debts. If, the aVordability of this debt rests, as the argument above goes, on interest rates staying
at a 38 year low for the life of the debt, they are likely to be disappointed. In short, interest rates are at
a 38 year low and unemployment is at a 27 year low. One, if not both is likely to rise in the near future.
And whichever does, threatens to topple the housing market, and with it, the Chancellor’s fiscal plans.
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13. The Chancellor could, at a stroke, do something to halt this seemingly inexorable slide. Monetary
policy has, to a large extent, caused the present imbalance between housing demand and supply which
has resulted in such a sharp rise in prices. But at the heart of the problem lies a structural imbalance.
Social habits are changing, more people are getting divorced, more young people want to own rather than
rent and immigration is higher, all of which puts sustained upward pressure on the existing housing stock.
The supply of new homes has increased pitifully slowly in recent years—last year saw the smallest number
of new homes being built since the First World War. Hence, even if the MPC were to manage to bring
the housing market down to Earth without a big bump, or it slowed of its own accord, this problem
would remain.

14. The UK has had three housing market bubbles in the past 30 years: the last 1970s, the late 1980s
and the present one. Each time the trigger for the boom has been lower interest rates. Each time, the result
has been a recession, as first inflation and then interest rates rose. The housing market is what prevents
the UK from enjoying lower real interest rates in line with the rest of the G7. The solution must go beyond
the short-term, it needs to tackle the underlying cause of the imbalance. Of course, a greater number of
homes would be ideal, but shortage of land and environmental issues, mean that planning constraints are
going to be hard to dislodge. In which case we must turn to trying to manage demand. Perhaps, it is time
the Chancellor considered using fiscal policy to help redress the imbalance. In particular, he could address
the speculative aspect of the UK’s love aVair with its housing stock. The UK does not pay VAT on housing,
many other countries do. Stamp duty is relatively low, and second homes actually get favourable tax
treatment. All of this encourages speculation and churning in the housing market, which drives up prices
and acts as a huge barrier to labour mobility between diVerent regions in the country. The structure of
the UK housing market is also a key barrier to full integration within the eurozone, as the Treasury has
acknowledged in naming it as one of the supplementary issues to be considered alongside the five main
convergence tests. By making it more costly to buy and sell houses, the Chancellor could simultaneously
help to get interest rates down and keep them there and repair some of the damage to his finances.

15. Finally, on a more philosophical note, the Chancellor’s ambition to improve the running and quality
of the UK’s creaking public infrastructure is shared by many if not most taxpayers. It is worth considering
therefore the link between the public and private sectors of the economy. Put simply, one cannot perform
optimally without the other. The public sector needs a vibrant private sector to provide the taxes to pay
for the maintenance and development of the public sector. And the private sector needs an eYcient public
sector to provide the services that the market cannot provide as eVectively. However, finding the right
balance between the two is very diYcult task. Based on the National Accounts measure of government
spending, its share of GDP is set to rise to its highest level in over a decade. Ominously, this has tended
to coincide with lower private-sector profits in the past, (first chart). One obvious reason for that is the
counter-cyclical nature of public spending. But another, more worrying, reason might be that public
spending has tended to crowd out private enterprise.

16. Another key issue is the impact higher spending is having on the labour market. Public-sector pay
has fallen way behind the private sector over the past two decades. The combination of a very tight labour
market and greater public funds is proving to be a pretty heady cocktail for many Trade Unions. As
unions seek to secure the best possible deal for their members, the number of days lost to strikes has risen
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sharply. In fact, more days have been lost since July than were lost between 1997–2001. The risk is that
with global demand strengthening, private-sector workers will also seek to improve their pay next year,
driving core inflation higher. This is the risk that the MPC has recently highlighted, and which ultimately
could lead to higher interest rates and lower profits and investment.

6 December 2002

APPENDIX 13

Memorandum submitted by the Renew Trust

Changes to Landfill Tax Credit Scheme Threaten Renew

Renew Trust

Renew Trust is a not-for-profit organisation which refurbishes white goods donated by Comet plc and
others, so reducing the amount of waste going to landfill. Currently we are diverting 3,500 tonnes of domestic
electrical waste away from landfill each year.

Renew provides reasonably priced electrical equipment for those on low incomes, often provided in a
package for those setting up home combining a cooker, fridge and a washing machine. Renew also provides
meaningful training and employment opportunities to people in the servicing and refurbishment of electrical
equipment. The projects are based around Comet’s distribution depots and currently operate in Gateshead
(currently training 25 long term unemployed people) and Leeds (where it works with Remploy to train 22
people with disabilities). We have advanced plans to extend the projects to other Comet distribution points
in Plymouth, West Bromwich, Chorley, Chepstow, Barking & Dagenham, Birkenhead, Nottingham,
Woolwich and Eastleigh.

By the end of 2004, we had hoped to provide training places for 600 unemployed and disabled people that
would underpin full time employment for more than 150 around the country. The programme would have
been reprocessing 488,000 white goods pa with around 20% being refurbished for sales to the community,
housing associations and social services.

Proposed changes to the Landfill Tax Credit Scheme (LTCS)

Renew has received money under the LTCS. So far it has earmarked £260,000, and has been promised
£1.4 million overall up until the end of March 2004. There are currently a number of categories of
organisations that can receive money under this scheme. Renew falls under the following category (under the
Landfill Tax Regulations SI 1996/1527):

“(cc) for the purpose of encourage the development of products from waste or the development of
markets for recycled waste—(i) research and development; (ii) education; or (iii) collection and
dissemination of information about the development of products from waste or the development
of markets for recycled waste.”
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The amount distributed through the LTCS to qualifying organisations is around £150 million. In the Pre-
budget Report (November 2002, Cm 5664), the Government announced some changes to the Scheme. From
1 April 2003, approximately one third of this money—£47 million—will continue to go the qualifying
organisations. The remainder—£100 million—will pass to the public spending programme to encourage
sustainable waste management. The type of spending will broadly be determined by the government’s
waste policy.

As yet, the Government has not published the details of the changes to the criteria of qualifying
organisations, but an announcement is expected early in the New Year. We understand that these changes
will be implemented by regulation before the end of March 2003.

The problems with the Government’s proposals

Whilst we do not deny that the scheme could be improved, we do believe that it plays a vital role in
encouraging innovative and imaginative schemes that ultimately help achieve the Government’s targets of
reducing waste. We also found that SITA Environmental Trust scrutinised the application for funding very
carefully both in terms of actual realisable outcomes and financial probity.

The Scheme also helps the Government develop the voluntary sector’s role in waste minimisation thereby
contributing to their role in pursuing the Neighbourhood Renewal agenda. Using the voluntary sector for
waste minimisation projects is an eYcient and cost eVective way of spending money.

— Renew will no longer qualify for funding: We understand that the Treasury proposes to amend the
regulations specifying the types of organisations that can receive funding by deleting category (cc)
(see above). This means that Renew may no longer meet the criteria.

— Timescale: We had understood for some time that the Government was planning to reassess the
LTCS with a view to making changes in April 2004. On that basis, we had been promised £1.4
million to spend in the period up until then. This would have enabled Renew to pump prime 15 new
Renew projects in locations around the country, employing 150 and training 600 people. Clearly,
if the changes are due to take place a year earlier, in April 2003, Renewwill lose up to three-quarters
of this funding which will have serious implications for its work.

— IneYcient use of LTCS money: The proposed changes will result in two thirds of the LTCS “pot”
going to public funding. Currently LTCS funding is categorised as private, so releasing other forms
of public funding which require “matching” with private funds. By putting this amount into the
public “pot” instead, it cannot release anything like as much money for other waste minimisation
projects. Therefore the overall eVect of withdrawing LTCS will be to reduce the amount of money
devoted to waste reduction and recycling. The first Renew project in Gateshead managed to secure
£460,000 of public money from four diVerent funders. Moreover, none of these funders would
release their portion until £70,000 from the LTCS became available and it was this money that
unlocked the £460,000.

Overall, if the Renew programme is able to proceed as illustrated above it will have levered in more
than £10 million in public and other private cash.

— Consultation: Whilst the Government carried out a consultation on a range of options for changes
to the LTCS last year, we have not had the opportunity to comment on these proposals which are
radical and abrupt. By taking eVect within months of announcement there is a severe danger that
many groups will be stranded.

Recommendations:

1. It should delay the start of the proposed changes until April 2004 so that Renew can receive the money
it was promised and that it can readjust its plans to take account of the changes.

2. The Government should reassess the categories of organisations that can receive funding under the
LTCS to ensure that organisations that make a significant contribution to minimising waste and meeting the
government targets—whether it be refurbishing, recycling or reducing—can benefit. This should be in line
with the Government’s targets under the Landfill Directive.

3. The government should conduct a consultation exercise on the details of these proposals before
implementing them.

December 2002
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APPENDIX 14

Memorandum submitted by Shell International Limited

Thank you for the opportunity to provide evidence to the TreasuryCommittee’s Inquiry into the proposals
contained in the Chancellor’s Pre-budget Report.

Let me first say that Shell supports the response that you have received from UKOOA, the UK OVshore
Operators’ Association. Our comments are either to add to those made by UKOOA, or to emphasise
particular aspects of UKOOA’s response.

1. It is important to Shell that the Oil andGas Industry (Industry) andGovernment move quickly forward
to address the key issues that are critical to our joint objective of maximising the economic recovery of
hydrocarbons from the UK Continental Shelf.

Rebuilding confidence is essential, and our hope is that Government will show itself willing to work closely
with Industry to develop a common strategy. One issue of immediate concern relates to securing the long-
term future of the existing oVshore and onshore transportation and processing infrastructure. Industry is
concerned that the high level of taxation on tariVs earned by such infrastructure is a barrier to competition.
This is particularly the case for new sources of wet gas from Norway. Such gas could provide the long-term
base load fromwhich other future indigenous and foreign prospects will benefit, as the relevant infrastructure
will then be maintained rather than decommissioned.

2. Shell is concerned that the Supplementary Charge to Corporation Tax (SCT) will be onerous for
Industry when oil prices fall below $17/barrel as the historical oil price cycle suggests they inevitably will. At
low oil prices, it is essential that Industry retains the confidence to continue investing. A mitigation of SCT
in such circumstances will be onemeans of encouraging this. Although a concern exists that there is no simple
mechanism available that works equally for all companies at lower prices, Shell believes that it would be
possible to construct a system that provides a measure of protection for most companies. It is important that
discussions are begun quickly so that such an amendment to the current regime can be introduced before the
next oil price fall.

3. Shell supports the responsemade byUKOITC (theUKOil Industry TaxCommittee) to the consultative
document on the reform of Corporation Tax issued by the Inland Revenue in August this year. In particular,
Shell believes that it is essential that the review of the reform includes the specific issues which are important
to the future development of UK oil and gas. Therefore the ring fence which serves to separate the profits of
the Industry from other business profits, should not become a barrier to the modernisation of the UK tax
code, of which the upstream regime forms a part.

13 December 2002

APPENDIX 15

Memorandum submitted by Tenon

UK Economic Growth Rate Forecasts Made by the Chancellor in the PBR

1. The Chancellor dwelt at some length in his PBR speech on the problems and uncertainties in terms of
world economic growth. Against this uncertain background, which the Chancellor went out of his way to
emphasise, we find it a little surprising that he has raised his estimates of the aggregate UK economic growth
in the four financial years 2002–03 to 2005–06 from 10.25% in the April 2002 Budget to 10.5% in the PBR.
We do not regard the November 2002 PBR UK economic growth forecasts forecast as totally unattainable,
but against such an uncertain international background we certainly regard them as challenging. We are, as
stated earlier, surprised that the Chancellor should choose to raise his aggregate growth forecasts for the
forthcoming few years to a level higher than the forecast at the time of the April 2002 Budget.

Council Tax

2. According to Treasury figures, the council tax yield was £10.1 billion in 1996–97 (the Conservatives’
final year); had council tax yield gone up in line with inflation (approximately 2.5% per annum) then the yield
this year (2002–03) might have been expected to be around £11.6 billion. In fact, according to the PBR, the
yield this year is set to be £16.6 billion. This is an increase (over and above what one might have expected it
to be had the yield simply gone up in line with inflation) of some £5 billion, or 43% in real terms, broadly
equivalent to 2p on the basic rate of income tax. We accept that there might have been a small net increase
in the number of homes on which council tax is levied over the six year period 1996–97 to 2002–03, but given
the paucity of both public and private house building over the period we do not believe that there has been
a significant increase as such in the number of UK households of c.£24 million.

3. Given that the yield from council tax has gone up by 43% in real terms, over a six year period, and also
having regard to the analysis in the previous paragraph, this suggests that council tax has risen in real terms
on average by an amount not far short of 7% per annum since Labour came to power. We assume that this
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is as a result of tight local authority settlements from Central Government, forcing local authorities to raise
council tax at many times the rate of inflation and thus contributing to the “stealth tax” culture which the
opposition parties have argued has become associated with the current Labour Government.

December 2002

APPENDIX 16

Memorandum submitted by the Trades Union Congress

Introduction

This Memorandum comments on the November 2002 Pre-budget Report. The PBR set out relatively little
in the way of new policy, and much of the public debate and comment has been on the state of the economy
and the implications for the public finances. This note also concentrates on the latter. The TUC will be
submitting a Budget Submission setting out policy priorities early in the NewYear.

The Global Economy

The expected strong economic global recovery has been postponed by at least a year, from 2003 to 2004.
As recently as June theOECDwas forecasting average growth across the industrializedworld of 3.0% in 2003,
but in the most recent preliminary economic forecasts published in November growth is now expected to be
2.2%. The EU Commission’s Autumn forecasts are similar overall, but are more optimistic about growth in
Europe and less optimistic about growth in the US.

World trade and UK export markets have consequently been weaker in 2002 and 2003 than expected. The
Pre Budget Report is now forecasting that growth inUK export markets in 2003 will be around 5% compared
with the Budget 2002 forecast of nearly 8%. The Treasury has taken a more conservative view of the recovery
in world trade in 2003 than most other forecasters, and is in line with the latest OECD forecast for 2004.

It is not unusual to see hesitant and uncertain growth at the beginning of an economic recovery. It is
important also not to over-react to the downward revisions in GDP growth and trade across the OECD:
economic recovery is still taking place, albeit at a much slower pace than previously thought. However, this
recovery also has some very unusual features that help explain why growth failed to materialise in 2003 in the
way most forecasters expected and why the potential economic risks of the recovery stalling are significant.

This recovery has been accompanied by falls in stock markets and a spate of corporate scandals. This has
hit consumer, business and investor confidence and the full economic impact of these trends has still to be
felt. Moreover, both the downswing and the recovery have been highly synchronized across the major
economic blocs, the first for thirty years.

OECD growth is still heavily dependent on the US and the willingness of US consumers to buy European
exports. However, this role is increasingly being compromised by the “twin deficits” on the current account
and the public finances. Forecasts from the OECD and EU Commission suggest that by 2004 the US current
account deficit will be between 5% and 6% of US GDP and the government deficit between 3% and 4% of
US GDP.

Although the short-term economic indicators are mixed, it looks at the time of writing that the US will
avoid a “double dip” recession and recover in 2003. However, the deficit on the US balance of payments will
constrain growth in the future. The European economies will therefore have to assume more responsibility
for sustaining global economic growth, particularly if world trade conditions outside the OECD weaken.

The Eurozone has the opposite problem to the US, with a current account surplus but weak domestic
consumption. Recovery in Europe depends on a recovery in investor and business confidence, and even more
critically on consumers spending more and saving less than they have done in recent years. According to the
EU Commission’s Autumn Forecasts, the economic benefits from the last time the ECB cut interest rate cuts
were wiped out by the stronger euro. Moreover, the Commission notes that interest rates for commercial
borrowers in the Eurozone have increased as lenders demanded higher risk premia.Monetary policy has been
significantly eased in the Eurozone by the recent cut of 0.5 percentage points by the ECB, taking European
interest rates down to 2.75%. This should help support recovery in UK export markets in 2003. However,
there still remain significant risks that the European recovery could be weaker than expected.

Share prices and investor confidence: share prices have fallen across global financial markets with mainly
US corporate scandals further undermining investor confidence. Although corporate scandals occurred
mainly in the US, Europeans have been big investors in the US economy in recent years. Over the past 12
months, share prices have dropped by far more in the Eurozone (29%) than in the US (19%) or the UK (22%)
according to the OECD.

Wages and jobs: European labour markets have in general held up well, but unemployment is rising after
several years of decline. Latest figures show Eurozone industrial production fell comparing the latest three
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months with the previous three months, suggesting more job losses to come. However, the bigger problem
for consumer spending is that real wages are growing very slowly. The Commission is forecasting real wage
growth of only 0.8% in the Eurozone in 2003 compared with 2% in the US and 3.4% in the UK.

Prospects for the UK

The UK has been aVected by the downturn in the global economy, but strong government spending and
consumption growth have helped sustain growth in the short term. The PBR nonetheless cut the economic
growth forecasts for the UK to 1.6% in 2002 compared with 2% to 2.5% at the time of the Budget. Growth
for 2003 is now forecast to be between 2.5% to 3%, compared with a Budget forecast of 3% to 3.5%. Growth
in 2004 is now forecast to be between 2.75% and 3.25%. The bottom end of the Treasury forecasts is in line
with the average of UK independent forecasts also published at the time of the PBR. Investment is expected
to pick up and private consumption moderate, while manufacturing output recovers. Public spending
continues to support growth throughout the forecast period.

UK economy forecast to rebalance in 2003

Annual change 2002 2003 2004
GDP growth 1.5% 2.5% to 3% 3% to 3.5%
Manufacturing output "4.0% 1.75% to 2.25% 2.25% to 2.75%
Household consumption 3.5% 2.25% to 2.5% 2.75% to 3.25%
Government consumption 4.25% 3.75% 3.0%
Total investment "4.25% 6.5% to 7% 4% to 4.5%
Business investment "10.5% 2.75% to 3.25% 3.75% to 4.5%
Exports "1.75% 3.75% to 4.25% 7.75% to 8.25%

Source: HMT Pre Budget Report, November 2002.

Investment

The weakness in business investment has been a key factor behind the cuts in growth forecasts across the
OECD, including the UK. An investment recovery is essential to put the world and UK economies back on
track. The Treasury thinks that total investment (government, business and housing) will grow by at least
6.5% in 2003. However, the average of independent UK forecasters, the OECD and the EU all think it will
be closer to 2.5%.

UK investment fell very suddenly and sharply in 2002, and as investment normally recovers in the upturn
there could be a significant bounce back in 2003. Business investment in recent years has included heavy
investment in IT related equipment, which has a relatively short life compared with other business assets and
will need replacing sooner rather than later. Moreover, in the UK there will be very strong growth in public
investment.

However, there are also significant risks that investment will recovermore slowly than expected. Firmsmay
be more inclined than usual to postpone all except absolutely necessary investment until the outlook for the
global economy and world stock markets becomes clearer. Firms who heavily invested in IT in the hope of
achieving a “new economy” breakthrough to higher profits and profitability and failed to achieve either will
not want to burn their fingers twice. Finally, much of the current investment weakness is associated with
manufacturing, and there are few signs as yet of a significant recovery in industrial confidence in this sector.

Manufacturing

Latest figures suggest that the tentative recovery inmanufacturing is falling away. Output growth has fallen
in the latest two months to October 2002 across most industries within the manufacturing sector.
Manufacturing investment has fallen even more to new lows, down by 12% over the twelve months to
September 2002. The sector is likely to show some recovery in 2003 as export markets recover. However, the
widening in the interest rate diVerential between UK and Eurozone interest rates means that there is little
chance the exchange rate against the euro will fall to a more competitive position unless the Bank follows the
lead of the ECB and Fed and cuts UK rates.

There is a growing risk that the manufacturing recovery will be later and weaker than expected, so that
even the modest growth forecast of 2.5% in 2003 for manufacturing output may not be met. Moreover, there
is clearly a deeper longer term underlying problem with our manufacturing performance. Between 1995 and
mid 2002 manufacturing output went up 25% in the US, 18% in the Eurozone, but fell by 5% in the UK.
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The Housing Market

The rapid rise in house prices has led to fears that a speculative asset bubble has been created. Households
are over-investing and taking on too much debt, it is said, so that when the inevitable price crash comes there
will be a sharp cut in household spending. In addition, the stock market crash has encouraged some investors
to switch to property, for example, through buy for rent mortgages. However, the Treasury in the Pre-budget
Report conclude, “recent developments do not foreshadow a repeat of the late 1980s and early 1990s”.Much
of the recent rise reflects economic basics which are likely to persist—low unemployment, low interest rates,
low inflation, good real wage growth, and high consumer confidence. We would expect house price rises to
moderate slowly over the next two years, but not to go into the free-fall seen in the 1990s bust.

Profitability

Business has highlighted the impact on profits of the downturn, although the biggest impact appears to
have been on financial companies aVected by the collapse in world stock markets. The decline in overall UK
profitability has been modest and now appears to be recovering. UK profitability remains very high by
international standards and overall profitability appears to have suVered far less than in the US. There is
however a very sharp divergence between profitability in UK manufacturing and UK services. UK
manufacturing profitability collapsed in 2001, although there are tentative signs of some recovery in the first
half of 2002. Service sector profitability fell by far less and recovered more strongly in the first half of 2002.

Business Taxation

The business community has been highly critical of the Chancellor’s decision in Budget 2002 to increase
employer national insurance from April 2003 to help pay for increased investment in the NHS. The CBI
Submission to the Pre Budget Report, for example, says that Britain’s competitive position is being
undermined and that the national insurance charge is a tax on jobs. The CBI argues that once the public
finances are back on track, the Government’s first priority should be to cut business tax. We find this
argument unpersuasive.

Firstly, of the alleged cumulative increase in business tax of £47 billion between 1997 and 2004 set out in
the CBI Statement almost all is accounted for by the reform to the taxation of dividends received by pension
funds (£39 billion) and the one-oV windfall tax on the privatised utilities (£5 billion). The net impact of all
other business tax changes, including the April 2003 employer national insurance charges, is just £3 billion.
Although tax rises attract strident criticism, theGovernment gets little credit for the £20 billion in corporation
tax cuts by 2004 according to the CBI.

Secondly, international comparisons suggest that the UK corporate sector enjoys low tax rates and does
not make a disproportionate contribution to the pubic finances. British business is also highly profitable
compared with the US and other major European economies. Unfortunately, despite these advantages
workplace productivity still lags far behind our major competitors. This is shown in the table below. The UK
also has the lowest small firms corporation tax rate and no other OECD economy for which information is
available oVers the zero corporation tax rate for businesses just coming into corporation tax eligibility,
introduced in Budget 2002.

Business tax, profitability and productivity compared

Top corporate Payroll tax Profitability Productivity
% tax rate % hourly costs % net return EU%100

United States 45.2 21.0 6.9 103.0
France 41.7 32.1 6.7 114.2
Germany 38.9 24.4 6.5 105.7
Japan 40.9 16.0 7.7 76.2
Italy 37.0 29.1 11.3 115.0
Canada 38.6 16.4 9.7 na
UK 30.0 12.9 11.6 87.4

Notes: top corporate tax rate is 1999 for France and Italy, 2002 for rest; payroll taxes are employer labour
taxes as share of hourly labour costs for production workers in 2000; profitability is net rate of return on
capital employed for 2001 for UK,US,Germany and 2000 for France, Italy, Japan and Canada. Productivity
is GDP per hour worked across whole economy in 2001, indexed EU%100.

Sources: OECD Tax Database 2002; OECD in Figures 2002; US Bureau of Labor Statistics, 2002; OYce
for National Statistics, October 2002; EU Commission, EU Structural Indicators, 2002.
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National Insurance—a Tax on Jobs?

The charge that the rise in national insurance is a tax on jobs is also unconvincing. Firstly, the rise has to
be put into perspective. In April 2000 national insurance charges were set at 12.2%. Rates were cut to 11.8%
in April 2001 to oVset the introduction of the climate change and aggregates levy. The April 2003 increase
will take the rate back to 12.8%, fractionally above where it was a few years ago. Secondly, all the economic
forecasts show that job growth will be much stronger in 2003 compared with 2002, a trend hardly consistent
with the idea that higher tax in April 2003 will reduce employment. Thirdly, independent economic research
has demonstrated that there is no link between levels of employment and payroll tax—over time the burden
is shifted to employees in the form of slower wage growth. As we can see across the OECD, economies with
very similar employment taxes have very diVerent unemployment rates and vice versa (see box).

Employer National Insurance—a Tax on Jobs?

Work undertaken for the OECD by Jackman, Layard and Nickell concluded that: “there appears to be no
long term eVect on unemployment rates from employment taxes” (OECD 1996). Similarly, a study published
byNickell and Bell in 1996 concluded that: “there is no significant relationship between unit labour costs and
payroll taxes. The reason is that in the long run payroll taxes tend to be shifted onto employees. The Nickell
and Bell study also challenged the economic logic of the CBI’s calls for employer national insurance to be
cut: “Any attempt to generate a significant reduction in the unemployment rate by cutting across the board
tax rates on employment is likely to fail” (Nickell and Bell, CEP, 1996).

This can easily be confirmed by comparing unemployment rates and labour taxes across the OECD. The
Netherlands and Spain both have high labour taxes in excess of 20% of hourly labour costs, but Spain has one
of the highest unemployment rates in the OECD (11%) and theNetherlands one of the lowest (3%). Similarly,
Denmark has one of the lowest labour taxes in the OECD at 6% and Sweden one of the highest at 28 percent,
yet both economies have similar low unemployment rates of between 4 and 5%. Labour taxes in the US are
similar to the EU average at 21% and 24% of hourly labour costs respectively, but US unemployment (5%)
is lower than in the EU (8%).

The Labour Market

Over the past year, the labour market has held up well, in line with the experience across Europe. The ILO
unemployment rate has increased from 5.1% to 5.3% (ILO unemployment is defined as looked for work in
past four weeks, able to start a job in two weeks time). However, claimant unemployment has fallen slightly.
The ILO and claimant count measures of unemployment have moved in diVerent directions partly because
many of those aVected by recent lay-oVs in the financial sector are less likely to sign on for benefit. In addition,
the New Deal was extended to long term adult unemployed claimants on a significant scale last year. In the
short term this has taken people oV the count and on to the various New Deal options. The large numbers
of people of working age outside the active labour market who say they want a job has in the past proved
largely unaVected by the ups and downs of the economy, and the present downturn has had little impact.

Unemployment and want work measures 2001–02

July–Sept 2001 July–Sept 2002 Change

Claimants 940,000 936,000 "4,000
ILO unemployed 1,480,000 1,541,000 !61,000
Inactive who want a job 2,227,000 2,249,000 !22,000

Source: National Statistics

Employment has continued to grow on an annual basis, up by 175,000 on the year to July-September. Over
the past six months employment has fallen very slightly. More significantly, there has been a shift in the
balance of job growth away from full time employment, with all the net growth in employee employment over
the past twelve months coming from part time work. This trend has accelerated in the second half of the year,
with over 70,000 permanent full time jobs being lost since the spring. There has also been some growth in self-
employment, but again all the net increase has been in part time self-employment.
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Full time employee jobs under pressure

Change to July-September Latest 12 months Latest 3 months

Employees !160,000 "53,000
Full time "23,000 "73,000
Part time !126,000 !22,000
Permanent !164,000 "73,000
Temporary "4,000 !20,000
Self-employed !41,000 !24,000
Total employment* !175,000 "36,000

*Note: total employment includes unpaid family workers and government trainees.

Source: OYce for National Statistics

Manufacturing job losses are significant over the year as a whole—totalling nearly 160,000 in the year to
September. However, the rate of job loss in manufacturing did not accelerate in the second half of 2002. The
current weakness in job creation appears to be linked to the financial service sector and parts of the tourist
related industries. This looks more cyclical than the start of a structural shift in employment, and we expect
the balance of job growth to switch back towards full time work as the economic recovery picks up speed.
Employment growth will also be supported by the continued expansion in public sector employment.

Across the economy as a whole, the “headline” three-month average earnings growth rate including
bonuses fell to 3.8% in September 2002. However, these figures reflect the timing of major public sector pay
settlements, and the temporary eVects of cutting overtime hours in manufacturing and weak wage growth in
financial services. City institutions have claimed to be cutting back on bonuses, but in the year to September
the decline in wage growth in private services was entirely due to falls in non-bonus pay. The big impact from
cuts in bonuses will show up in the average earnings for January to March 2003 when City bonus payments
are at their peak.

Average earnings growth slows down

Annual growth Including bonuses Excluding bonuses
Sept 2001 Sept 2002 Sept 2001 Sept 2002

Whole economy 4.4% 3.6% 5.1% 3.6%
Private 4.1% 3.6% 4.9% 3.6%
Public 5.7% 3.6% 5.8% 3.6%
Manufacturing 4.4% 3.3% 4.7% 3.8%
Private services 3.8% 3.7% 4.9% 3.5%

Note: all figures seasonally unadjusted, Great Britain

Source: OYce for National Statistics

Wewould expect manufacturing earnings growth to start to pick up again as the sector recovers.Wewould
also expect to see stronger wage growth in the public sector as major settlements work their way through into
the earnings numbers and catch-up continues. By the headlinemeasure, average earnings in the private sector
had increased by 37% since 1995 compared with a 29% increase in the public sector. How fast this gap
continues to narrow also depends on how quickly wage growth in the private sector recovers from the current
cyclical weakness. We expect earnings in services to remain relatively subdued in the short term, but claims
that the big bonus culture in the City is being curbed on a permanent basis have yet to be tested. Overall, we
expect wage growth in 2003 to be between 4% and 4.5%.

The Public Finances

The slowdown in economic growth has meant that tax revenues have fallen short of the 2002 Budget
projections. The Chancellor has rightly decided to meet this through higher borrowing rather than higher
taxes or reduced spending. The latter would have reduced economic growth even further, adding to the short-
term pressures on the public finances.

The Chancellor was planning to increase borrowing to pay for the public investment programme in Budget
2002. The Pre Budget Report increases net borrowing from £11 billion to £20 billion in 2002–03 and from
£13 billion to £24 billion in 2003–04. As a share of GDP net borrowing increases rapidly to a peak of 2.2%
of GDP in 2003–04 before falling back towards 1.5% of GDP over the medium term.
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The Chancellor’s fiscal rules mean that over the economic cycle he can only borrow for investment. The
Treasury estimates the current cycle began in 1999–2000 and on current projections will end in 2005–06.
Budget surpluses on current spending accumulated between 1999 and 2002 more than oVset the projected
current budget deficits for 2002 and 2003. After 2003–04 current spending is projected to move back into
surplus. Over the economic cycle, the average current budget surplus is projected to be about 0.7% of GDP.
Even with increased borrowing, the Chancellor easily meets the second fiscal rule that debt must be held at
a sustainable level, defined as less than 40% of GDP. Public sector net debt is projected to increase to about
32% of GDP in 2003–04 and slowly edge up towards 33% of GDP over the medium term.

Public sector finances over the current economic cycle

% of GDP Current Public sector Public sector Public sector
budget surplus/ net investment net borrowing net debt

deficit

2000–01 !2.2% 0.6% "1.7% 31.2%
2001–02 !0.8% 0.9% !0.1% 30.4%
2002–03 "0.5% 1.4% !1.9% 31.0%
2003–04 "0.4% 1.8% !2.2% 32.1%
2004–05 !0.2% 1.9% !1.6% 32.4%
2005–06 !0.4% 2.0% !1.6% 32.6%

Source: Pre-budget Report

The Treasury forecasts show a somewhat higher level of public borrowing in the short term thanmost other
forecasters anticipated. TheNational Institute for example forecast shortly before the Budget that borrowing
would be about 1.3% of GDP in 2002–03 and 1.6% of GDP in 2003–04. The OECD and EU Commission
November forecasts also suggested significantly lower levels of public borrowing in 2002 and 2003. The
Treasury can hardly therefore be accused of excessive optimism on the public finances either this year or next.

Public borrowing at this level is easily sustainable given theUK’s lowpublic debt position.OECDestimates
show that the US, France and Germany have public debt around 60% of GDP, Italy and Japan over 100%
of GDP. Moreover, public borrowing is relatively low compared with other major industrialised economies.
The OECD forecast for the UK was for net public borrowing of less than 1.5% of GDP, but we expect this
to be revised upward in the light of the most recent information on the state of the UK public finances.
However, even a revised figure will still be relatively low compared with the most other major industrialised
economies. The US and Germany are heading for government deficits in 2003 of between 3 and 4% of GDP,
France and Italy between 2% and 3% of GDP, and Japan between 7% and 8% of GDP.

Forecasts of public borrowing in the OECD

Share of GDP 2002 2003 2004

Japan "7.9% "7.7% "7.8%
Germany "3.7% "3.3% "2.6%
United States "3.1% "3.0% "2.7%
France "2.7% "2.9% "2.5%
Italy "2.3% "2.1% "2.8%

Source: OECD Economic Outlook, Preliminary Edition November 2002.

Tax revenues

The biggest single reason for the shortfall in tax revenues has been the fall in world stock markets reducing
equity prices and aVecting stamp duty and capital gains tax and indirectly corporation tax. The closely related
fall in financial company profits also reduces corporation tax and income tax from reduced City bonuses. In
2002–03 and 2003–04 these are expected to reduce revenues by £15 billion comparedwith the Budget forecast.
As the Institute for Fiscal Studies and others have pointed out, the revival in tax revenues depends on how
fast the financial sector recovers as well as the overall growth rate in the economy. Between 1986 and 2000
the share of total corporation tax payments contributed by the financial sector has more than doubled to
nearly 40% in 2000.

The Budget projections assume that while equity prices recover, their future growth will be slower than
previously projected so that the revenue shortfall is assumed to be permanent. Financial company profits are
assumed to recover over the medium term, although even by 2006–07 it is assumed that tax revenue will be
lower than in Budget 2003. These are not unreasonable assumptions.
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Public spending

The key Departmental spending programmes, notably health, education, housing and transport are
increasing at historically high rates. The annual average rate of spending on the NHS between 2001 and 2004
is likely to average 5.7% in real terms with education spending rising by an annual average of 5.6%, according
to the Institute for Fiscal Studies. As shown below, the July Spending Plans to 2005–06 increase these growth
rates further. This compares with average annual spending between 1979 and 1997 of 3.1% on the NHS and
1.5% on education. As the OECD’s latest Economic Outlook has recognised, in the UK such public spending
increases are “needed to address the deep seated structural problems in education, health and transport”.

Departmental public spending plans 2002–03 to 2005–06

Departmental Expenditure 2002–03 2005–06 Average annual growth
Limits £ millions cash £ millions cash rate in real terms

NHS 68,070 90,490 7.3%
Education 53,720 68,430 5.7%
Transport 11,960 16,410 8.4%
Housing 4,850 5,900 4.2%
All Departments 239,710 300,990 5.2%

Note: all figures UK except housing (England only)

Capital Investment

The TUC in previous Budget Submissions has drawn attention to the need to ensure that Government
Departments spend the cash allocated to them by the Treasury. The Treasury has given Departments
significant flexibility to carry over unspent allocations to the next financial year to encourage more eYcient
planning of investment expenditure. However, with less than five months of the current financial year left,
Departments have only spent just over £3 billion of the £14 billion allocated to them for net capital investment
in 2002–03. This is shown below.

Public sector net investment 2001–02 to 2003–04

£ billions cash Actual spend to October Actual spend full year Planned annual spend

2001–02 £2.7 £8.8 £12.0
2002–03 £3.3 — £14.3
2003–04 — — £20.0

Note: all figures net capital investment annual spend is actual for 2001–02 and planned for other years.

Source: OYce for National Statistics; Pre-budget Report November 2002.

The Treasury has allocated £20 billion in Departmental net capital investment for 2003–04. If history
repeats itself, and Departments only manage to spend £3 to £4 billion by November 2003, it is asking a lot
to make up the rest in just a few months. Moreover, there is little sign that Treasury flexibility has altered the
traditional spending habits of Departments who continue to concentrate capital investment in the final
quarter of the financial year. The apparent persistence of these problems is puzzling. The importance of
making sure capital allocations are fully used by Departments is especially critical in 2002–03 and 2003–04
given the weakness in private investment and the need to ensure a smooth flow of orders to private
manufacturing based in the UK.

Overall Assessment

We think there is a reasonable chance that the bottom end of the Treasury economic growth forecasts will
be reached in 2003 and 2004, and therefore that the borrowing projections and the Chancellor’s fiscal rules
as set out in the Pre Budget Report will be met. The UK public finances are well placed to sustain this rate
of borrowing and we can see no significant macro-economic problems as a result.

We do not anticipate a significant rise in unemployment and we expect the balance of job creation to
improve in 2003. Average earning growth will be a little stronger overall in 2003 but will remain non-
inflationary.

The biggest single risk remains a weak recovery in Europe and a further set-back to the financial sector
from a fall in global stock markets. However, the weakness of manufacturing and domestic business
investment remains a major concern even though overall business profitability remains high and is
recovering.

December 2002
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APPENDIX 17

Memorandum submitted by the UK OVshore Operators Association

Background:

The UK OVshore Operators Association (UKOOA) is the representative organisation for 29 oil and gas
exploration and production companies licensed by the Government to operate in oVshore Britain. In the
Chancellor’s Budget Statement on 17 April 2002, three changes to the North Sea Taxation were announced
these included:

— A 10% Supplementary Charge on North Sea Profits.

— A new 100% allowance on first year investment.

— The abolition of Royalty after consultation.

Industry confidence was shaken by the Budget announcements since no recent consultation regarding the
changes had been instigated. Whilst Royalty abolition and the First Year Allowance were alleviating
measures, the industry expressed concern that they did not compensate for impact of the 10% Supplementary
Corporation Tax, and that the overall competitiveness of the UKCS and its ability to compete for investment
with other global oil and gas provinces, had been damaged. Furthermore the uncertainty about the date for
Royalty abolition continued for a further seven months until its announcement in the Pre-budget Statement
on 27 November.

Royalty Abolition:

Members of UKOOA were relieved that the uncertainty over the abolition of Royalty was removed
following the Chancellor’s Pre-budget Statement that Royalty would no longer be paid by the North Sea’s
30 oldest oil and gas fields from 1 January 2003. The removal of Royalty will aid future investment plans for
these old fields which, with fresh injections of capital, could potentially yield up to an additional estimated
440 million barrels of oil equivalent (boe) of recoverable reserves. New investment is important not only to
extend the lives of these fields, prolonging production, jobs and revenues, but also because their infrastructure
can be used to recover reserves in marginal fields stranded nearby.

The removal of Royalty does not however heal the damage done to the industry by the recent changes to
the tax regime overall. Although the marginal rate of tax paid by around a dozen Royalty paying fields will
be reduced from 74% to 70%, the impact of the Supplementary Corporation Tax charge will increase the tax
burden on the oil and gas industry by some £8 billion by the end of the decade. Changes of this nature, at a
time when the maturity of the UKCS basin is becoming more pronounced and a decline in oil and gas
production has recently been identified, raises the question as to whether the UKCS will continue to attract
vital new investment to ensure the maximum economic recovery of reserves. In the context of UKCS
deficiencies regarding small fields, higher costs and complex geology, the UK fiscal regime needs to be
attractive to maintain investor interest. Fiscal stability, which was one of the areas main attractions, has been
undermined by the tax changes, and some recent high-risk investments have been severely aVected. Despite
the current level of investment on the UKCS, the industry expects to see a decline in investment over time.
This will have an impact on jobs, indigenous energy supplies and Government revenue.

Corporation Tax Reform:

UKOOA has welcomed Treasury intentions to make further progress in removing tax distortions to
business decision-making and has responded to the recent Consultation Paper. The industry believes that the
proposals discussed in the consultation document are potentially very far-reaching and could have major
implications for the oil and gas industry in the UK.

Whilst the Treasury had indicated, that following the introduction of the 10% supplementary charge to
North Sea Corporation Tax earlier this year, no further changes were imminent, the issue of CT reform has
already been raised for business generally. UKOOA believes that the opportunity for reform can provide
benefits for business, but the Consultation does not specifically discount the possibility of further adverse
changes for the oil and gas industry. Since investor confidence has already been damaged, any further adverse
change would hinder the maximisation of the economic recovery of the UK’s hydrocarbon resources.
However, the Consultation does present an opportunity for UKOOA to raise the issue of distortions created
by the diVerent tax treatments applying to UK infrastructure.

UKCS Infrastructure: Following the April 2002 Budget the UKCS has a complex fiscal regime for
infrastructure where the marginal tax rate varies from 30% to 70% depending on the age of the infrastructure
and its purpose. As the UKCSmatures capacity in existing infrastructure will increase creating opportunities
to provide processing and transportation services to new UKCS developments and for the import of
Norwegian gas.

TheUK andNorway share a common aspiration to optimally develop theNorth Sea’s oil and gas reserves.
Following an initiative from the respectiveUKandNorwegianEnergyMinisters a joint government-industry
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work group was commissioned at the start of 2002 to study options for the optimum development of the
North Sea. The work group concluded that there was a potential pre tax prize of up to $2 billion that could
be unlocked through closer relationships between the two sectors. In all some 14 recommendations weremade
covering safety, the need for a newUK/Norway Treaty, a review of theUKCS fiscal regime for infrastructure
and creating better opportunities for the supply chain. For convenience a co-operation zone, extending 60
kms on each side of the median line, was delineated in order to assess the potential for better co-operation.
It was found that the asset and infrastructure legacy within this zone is very considerable and represents:—

— Nearly 13 billion barrels oil equivalent remaining; of which 2/3rds is oil

— Reserves split approximately 50:50 between UK and Norway

— Current production of 4.5 million boepd

— Some $71 billion of remaining expenditure in the period to 2010, comprising capex of $27 billion,
opex of $41 billion and removal costs $3 billion (all in constant 2002 prices). A further $35 billion
in spend is predicted for the following ten years to 2020.

UKOOA has welcomed the establishment of the UK Norway Co-operation Group and the fact that the
Group has recommended in its Report that the impact of the UK fiscal regime on the competitiveness of
infrastructure systems should be assessed. In light of the current consultation on tax rules, these distortions,
created by diVerent tax treatments applying to UK infrastructure in the North Sea should be reviewed.
Currently diVerent tax treatments apply to oVshore infrastructure reflecting the date when associated fields
were developed. DiVering tax rates applying to certain pipelines may distort competition, lead to sub-optimal
infrastructure usage and, in some cases, impede maximum economic recovery of North Sea resources.
UKOOA believes that lowering the tax take on infrastructure will engender lower tariVs that will encourage
more UK developments and create competitive options for Norwegian gas import business.

9 December 2002

APPENDIX 18

Memorandum submitted by PricewaterhouseCoopers

Summary

1. We argue in this submission that:

— The Treasury’s economic forecasts in the Pre-budget Report (PBR) are relatively optimistic,
particularly in assuming that the economy will rebalance itself smoothly between consumer
spending and investment/exports.

— We agree with the decision to increase borrowing in the short term, but the Treasury’s longer-term
tax revenue forecasts are particularly optimistic in eVectively assuming that all of the recent
downturn in receipts is cyclical and will be reversed in the long run. Although there are large
uncertainties with any such projections, we consider it more prudent to assume that a significant
part of the downturn in receipts may be structural.

— Our own main scenario projections suggest, with no further fiscal policy changes, that public
borrowing by 2007–08 might be higher than projected in the PBR by something of the order of £10
billion. This is subject to great uncertainty but, if anything, the risks appear to be weighted to the
downside (ie higher borrowing). This could imply a possibility of further tax rises and/or much
slower spending growth in the medium to long run.

2. The above issues are discussed in turn below in the main text. Three more technical points are discussed
in the Annex:

— We consider that the golden rule should be assessed with reference to projected future cyclically
adjusted current budget balances in the medium term, rather than to averages over economic cycles
based on wholly arbitrary choices of start and end dates for the economic cycle (which, as a
continuous process, has no natural start or end point).

— We are somewhat sceptical about the arguments for a 2.75% trend growth rate put by the Treasury
in the Budget and, in amended form, in the PBR. We consider the 2.5% assumption used in the
public finances to be a reasonable central estimate but not particularly cautious.

— We welcome the publication by the Treasury of a detailed “bottom-up” long-term fiscal
sustainability report for the first time, but consider that some of the assumptions may tend to
understate the likely extent of long-term upward pressures on public spending.

Will the economy rebalance itself?

3. At the time of the April 2002 Budget, the Treasury was expecting the economy to grow by around
2–2.5% this year, only slightly higher than the consensus forecast of 1.9% (our own main scenario at the time
was for 1.75% growth).With three quarters of data in, the out-turn looks likely to be around 1.6%. In contrast
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to 2001, when the UK headed the growth league table of the leading seven economies, we have slipped well
behind the US and Canada this year, but remain ahead of the other large EU countries and Japan (see Figure
1 below).

Figure 1: UK prospects vs rest of G7
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4. On the other hand,UKgrowth returned to trend during the second and third quarters of the year (which
need to be considered together due to Jubilee holiday eVects). This reflects in particular the relative strength
of consumer spending in the UK, which the Treasury expects to grow by around 3.5% this year. This in turn
reflects low inflation and interest rates, low unemployment and the continued strength of the housingmarket.
Together with rising public spending, this is keeping the UK economy afloat despite falling exports and a
collapse in business investment over the past year.

5. TheChancellor is hoping that the economywill rebalance itself of its own accord over the next few years,
with a gradual recovery in the world economy boosting exports and business investment. At the same time,
the Treasury is now projecting that consumer spending growth will moderate to around 2.25–2.5% in 2003
as house price increases decelerate but do not go into reverse. Overall GDP growth is forecast by the Treasury
to pick up to around 2.5–3% next year and 3–3.5% in 2004.

6. This kind of benign rebalancing scenario has been put forward by the Treasury before6, but so far it has
simply not happened. Instead a widening gap has opened up between manufacturing and services and
between consumer spending and business investment. If these divergent trends continue, interest rates may
have to go up more rapidly than currently expected to keep the lid on consumer spending and inflation.
Further down the line, this could bring the housing boom to a nasty end.

7. No-one can predict with any certainty if and when this will happen, but the longer the housing boom
lasts, the more chance that there will be a sharp correction in prices at some point. Lower nominal interest
rates at present are no guarantee against such a scenario since, after adjusting for inflation, real interest rates
have not fallen nearly so much and they are what determine the true burden of mortgage debt in the long run.
If the housing market does crash at some point, this would have severe adverse eVects on consumer spending
and on government receipts from VAT, stamp duty and inheritance tax in particular. If consumer spending
growth falls sharply, this would also have adverse knock-on eVects on jobs and profits, further dampening
income and corporate tax receipts for the Chancellor.

8. All of this is clearly speculative at present, but the risks to the Chancellor’s economic forecast are clearly
weighted to the downside, even before considering the potential adverse eVect on oil prices and confidence if
there were to be a prolonged war with Iraq. Our own view is that it would be more prudent to assume that
GDP growth averages only around 2.5% over the next two years, at or just below the bottom end of the
Chancellor’s ranges.

6 For example, in Budget 2000, the Treasury predicted that consumer spending growth would moderate gradually to 1.75–2.25%
by 2002 while investment growth would remain strong at 3.75–4.25% in that year and export growth would be 5.5–6%. In PBR
2001, consumer spending was expected to moderate to 2.75–3% in 2002 and 2.25–2.75% in 2003, while investment picked up
from 1% in 2001 to 2–2.25% in 2002 and 4.47–5.25% in 2003 and exports rebounded strongly to 6.75–7.25% in 2003 following
weakness in 2001–02.
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Falling revenues: cyclical or structural?

9. We agree with the decision to allow public borrowing to increase in the short term, but looking further
ahead the key question is whether the recent sharp deceleration in tax revenue growth will prove to be merely
a temporary, cyclical blip or a more persistent, structural trend. Some insight into this can be obtained by
looking at the breakdown of the changes in the Treasury’s PBR revenue forecasts since theApril 2002 Budget,
as summarised in Table 1 below.

TABLE 1—BREAKDOWN OF CHANGES IN TREASURY REVENUE FORECASTS SINCE
BUDGET (£ billion)

EVects on receipts of changes in: 2002–03 2003–04 2004–05 2005–06 2006–07

Equity price falls "1 "3.5 "4 "4 "4
Lower financial sector profits "5 "5 "3.5 "1.5 "1
Tobacco duty and VAT anti- 0 0.5 1.5 2 2
fraud measures
Other economic and forecasting "2.5 "3.5 0.5 2 2.5
changes
Total before policy changes "8 "12 "6 "2 0
Policy changes since Budget 2002 0.5 0.5 0.5 0.5 1

Total change in receipts forecast "7.5 "11.5 "5.5 "1.5 0.5

Source: HM Treasury Pre-budget Report (Table B8); columns may not add up exactly due to rounding.

10. Taking each row of Table 1 in turn, we can first note that equity prices are now almost 25% lower than
expected at the time of the Budget, which is assumed to persist through time with future growth in line with
nominal GDP from this lower starting point. As a result, receipts from capital gains tax, stamp duty on share
transactions and insurance sector profits are projected to be lower by around £4 billion on a permanent basis.
Other financial sector profits are also expected to be around £5 billion below the Budget forecast this year
and next, but then to rebound almost to previous levels by 2006–07. This will require a return to the strong
M&Aand other transactions activity of previous years, but it cannot be guaranteed that this will occur within
this time horizon. The period from 1996 to 2000 was an exceptional one for the City and, with only a gradual
recovery in equity prices assumed by the Treasury, the forecast on financial sector profits may prove overly
optimistic. Other sectors with low profitability at present, notablymanufacturing, may also not recover much
until and unless sterling falls back to more competitive levels, which is possible but not something that can
be relied upon.

11. These shortfalls in tax receipts are balanced by a possible gain, building up to £2 billion by 2006–07,
from more intensive measures to counter VAT fraud and avoidance and tobacco smuggling. The NAO has
audited this new assumption as reasonable (after some downgrade to the amount related to VAT measures),
but it cannot be regarded as a guaranteed source of extra revenue.

12. The other major item in Table 1, excluding a few policy changes that are of minimal macroeconomic
significance (although they may be important to aVected companies), is that labelled “other economic and
forecasting eVects”. The Treasury attributes this to a large number of factors, working in diVerent directions
at diVerent times, so it is hard to assess how much confidence we should have in the projected large swing
from a negative net eVect of £3.5 billion next year to a £2.5 billion positive eVect by 2006–07. This assumption,
if accurate, would certainly be helpful but it is open to debate.

13. Based on our own modelling work at PwC, which takes all of the above arguments into account, we
project that total government revenues in 2006–7 will be around 40% of GDP, compared to a new Treasury
forecast of 40.6% of GDP (which is actually very slightly higher than the previous Treasury projection for
that year in the April 2002 Budget). The diVerence, equivalent to around £6 billion at today’s values, reflects
our estimate that around half of the £12 billion deterioration in revenues that is projected by the Treasury
for next year will turn out to be structural rather than cyclical. This estimate could, of course, turn out to be
overly cautious, but it seems a more prudent assumption to make at this stage than to assume that the recent
fall in revenues is entirely cyclical.

Mounting public spending pressures

14. The Chancellor is also facing some pressure on the spending side. He has set aside a special reserve of
£1 billion for anti-terrorist activities and a possible war in Iraq, but it remains to be seen if this will be
suYcient. He has reduced significantly the “AME margin” in his projections not just for this year but also
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for 2004–05 and 2005–06, narrowing the scope to absorb any further unexpected cost increases. He is clearly
under pressure on public sector pay on various fronts, which may not cause him to breach his spending limits
but could threaten his ability to deliver public service improvements if much of the extra money pledged in
the Spending Review earlier this year goes straight into pay packets. On the other hand, rising public
borrowing has given the Chancellor a good opportunity to link public pay rises explicitly to productivity
gains.

Figure 2: Illustrative public sector borrowing 
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15. Looking further ahead, the Chancellor has committed himself to keeping total public spending
growing rapidly for the next three years and NHS spending7 growing even faster for the next five years. If the
economy does not recover as he expects, or if it does recover but revenues do not rise relative to GDP as he
is predicting, then borrowing could easily increase further. We can illustrate this with reference to the two
alternative scenarios shown in Figure 2 above. Our main scenario is that, due primarily to structural revenue
shortfalls, public sector borrowing will be higher than the Treasury forecasts by around £10 billion by
2007–08 in the absence of any major fiscal policy changes. In an alternative pessimistic scenario8 where
economic and revenue growth is persistently lower due to a housingmarket crash, we estimate that borrowing
could be as much as £30 billion higher than the Treasury expects by 2007–08 (ie rising to around £50 billion
in that year). This is a relatively unlikely “worst case” scenario, but the experience of the early 1990s
demonstrates how quickly the budget deficit can spiral out of control if the housing market and the wider
economy slumps at a time when spending is still rising rapidly.

16. In summary, since the Chancellor has limited control over many of the economic and behavioural
factors that drive tax receipts, he is now at the mercy of events to a much greater extent than at any time since
he took oYce in 1997. If his view of longer-term economic growth and tax revenues proves relatively
optimistic, he will be faced with a diYcult choice in his 2004 Budget and Spending Review between either
much tighter spending control than in the last two Spending Reviews, or tax rises to fund continued growth
in spending above trend GDP growth.

4 December 2002

Annex: Discussion of more technical issues

These issues relate to cyclical adjustment of budget balances, trend growth assumptions and the Treasury’s
report on long-term fiscal sustainability.

7 Total NHS spending was projected to rise by around 0.7% of GDP between 2005–06 and 2007–08. Allowing for some rise in
capital spending, the increase in current NHS spending over this period might be estimated at around 0.5% of GDP. Yet the
PBR (TableB6) implies that total current spending rises by only 0.2%ofGDPover this period from38.6% to 38.8%.This implies
a reduction of 0.3% of GDP in non-NHS current spending over this period but the Treasury has not adequately explained how
this will be achieved.

8 Specifically, we assume that GDP growth is 0.5% lower and consumer spending growth 1% lower than in our main scenario in
each year in this pessimistic scenario. A housing market crash would be one plausible explanation for this relatively subdued
consumer spending growth rate (as occurred in the first half of the 1990s). Our two scenarios are, of course, only illustrative,
neither of them are precise forecasts.
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Methodology for Cyclical Adjustment of Budget Balance Measures

There is broad agreement among economists that it is appropriate to take into account the position in the
economic cycle when judging the state of the public finances. The failure of the EU Stability andGrowth Pact
(SGP) to do this is widely seen as its major weakness, potentially forcing countries like Germany to tighten
fiscal policy at a time when its economy is operating well below trend9.

The UK regime, which is focused10 on at least balancing the current budget (excluding net investment) on
average over the economic cycle does not suVer from this problem, but it does require a methodology to be
agreed for this cyclical adjustment. Two approaches have been used by the Treasury in past Pre-budget
Reports and Red Books11:

— Method 1: calculate the average projected current budget balance for years starting at some recent
mid-cycle point and ending in a year in which the output gap is assumed to return to zero; in the
PBR, this was done from a start date of 1999–00 to an end date of 2005/6 (the year when the output
gap is next projected to be around zero), showing an average annual current budget surplus of
around 0.7% of GDP;

— Method 2: calculate cyclically adjusted budget balances for each year based on a Treasury rule of
thumb that a 1% shortfall of GDP from trend is associated with a 0.7% of GDP deterioration in the
budget balance12; the golden rule can then be tested by looking at whether these cyclically adjusted
budget balances remain in surplus throughout the projection period; the Treasury also looks at a
cautious case where potential GDP is assumed to be 1% lower than in the main estimates, requiring
the cyclically adjusted current budget balance to be in surplus with a “comfort margin” of 0.7% of
GDP in the medium term (as indeed the PBR projects for 2007–08).

In practice, the second of thesemethods seems to have had the decisive influence in driving tax and spending
decisions. Relying instead on the first method would have a number of drawbacks:

— since the economic cycle is a continuous process, identifying particular start and end dates for the
cycle is entirely arbitrary: any two points at the same stage in successive cycles would do;

— for example, instead of choosing the first half of 1999 as the start of the current cycle, as the Treasury
has done, one could equally choose the latest peak (perhaps around mid-2000), the latest trough
(perhaps around mid-2002) or the last estimated mid-cycle point (Q3 2001 according to the
Treasury); these later dates would exclude all or some of the earlier current budget surpluses and so
make it more challenging to achieve the Golden Rule for any chosen end point for the current cycle;

— if the Chancellor were to seek to balance earlier surpluses by later current budget deficits, he would
bequeath an unpleasant legacy to whoever is Chancellor at the start of the next cycle, who might
then have to raise taxes or cut spending growth to generate surpluses in later years of that cycle; this
could lead to a self-perpetuating cycle of fiscal instability that would clearly be contrary to the intent
of the Chancellor’s approach to fiscal policy; and

— taking account of past budget balances in the assessment of the Golden Rule eVectively double
counts the impact of this fiscal history on public sector debt levels, since the latter are already
covered by the sustainable investment rule.

For all of these reasons, we consider it more appropriate to focus the Golden Rule on current and future
years only, aiming for a cyclically adjusted current budget surplus in each year with a reasonable comfort
margin in the medium term. This still, however, requires judgements to be made about:

— the initial output gap;

— future trend growth; and

— the relationship between the output gap and budget balances.

In the PBR, the Treasury estimated that the economy was close to trend in 2001–02 (with only a small
average output gap of "0.3% of GDP), which seems a reasonable estimate given the relative stability of
inflation and unemployment during that period. The Treasury estimate of the cyclicality of UK budget
balances is also plausible13. What may be more debatable is the assumption to be used on trendGDP growth,
particularly in the light of the 2001 Census results. This is discussed further below.

9 The position for Germany is made worse by the fact that monetary policy, being set by the ECB on the basis of EMU-wide
economic conditions, will not oVset any such single country fiscal tightening to the same extent as would be likely in the UK.

10 At present, with public sector net debt only just over 30% of GDP, the golden rule is the binding constraint on fiscal policy
rather than the sustainable investment rule, although the latter may be more important in the long run in the context of an
ageing population and ever rising demand for improved public services.

11 See, for example, Table B2 in the 2002 PBR (p 183) under the “fairness and prudence” heading.
12 Following the introduction of quarterly corporation tax payments on account for large companies, there is less of a lag than
before in this eVect coming through, with around 0.5% in the first year and a further 0.2% in the second year.

13 Although the Treasury’s estimated budget balance elasticity of 0.7 is slightly higher than the OECD and EC estimate of 0.5
for the UK.
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Trend Output Growth

At the time of the April 2002 Budget, the Treasury14 lifted its central estimate of trend output growth from
2.5% to 2.75% for the five year period to 2006Q4. The public finance projections continued to be based on a
more “cautious” estimate of 2.5% (previously 2.25%).

The main reason for this upward adjustment was stronger expected growth in the working age population,
following revised GAD population projections issued in November 2001 that took account of higher
estimated rates of net migration to the UK in the late 1990s. The table below summarises the relevant
estimates of trend net immigration (for years from 2003 onwards) and working age population growth (on
average for 2002–06).

TABLE A1: NET ANNUAL IMMIGRATION ANDWORKING AGE POPULATION GROWTH
PROJECTIONS

Source of estimate Net migration to UK Working age population growth
(in 2003 and later years) (% p.a. to 2006)

GAD (1998-based forecast) and 95,000 0.4*
HMT (November 1999)
GAD (2000-based forecast) 135,000 0.55
HMT (April 2002) 164,000 0.6
GAD (November 2002 forecast) 100,000 0.45
HMT (November 2002) Not specified 0.5

*For five years to 2005 in Treasury forecasts

We can note that, in April 2002, the Treasury adopted a somewhat higher net immigration and working
age population growth assumption than the GAD principal projection because latter was below recent
estimated net immigration levels. Following publication of the 2001 Census results in September 2002,
however, estimated net immigration levels in recent years have been revised down significantly, largely due
to higher than estimated outward migration from the UK. As a consequence, the GAD15 have revised their
projection of future net immigration back down to 100,000 per annum from 2003 onwards, close to what it
was in their 1998-based forecast (95,000).

The GAD’s working age population growth projection has therefore been revised down to around 0.45%
per annum for the period between 2001 and 2006, only slightly above the 1998-based projection and 0.15%
below the assumption in the Treasury’s April 2002 trend growth paper. Other things being equal, this would
reduce the Treasury’s central estimate of trend growth from an unrounded 2.7% (see numbers in brackets in
Table A2 below) to 2.55%.

TABLE A2: TREASURY DECOMPOSITION OF TREND OUTPUT GROWTH IN PBR
(with April 2002 Budget Figures shown in brackets for comparison)

% growth per Trend output per hour Trend average Trend Population of Trend
annum hours worked employment working age output**

Underlying *Actual rate

1986Q2 to 2.21 (2.06) 2.01 (1.84) "0.14 0.41 (0.45) 0.22 (0.35) 2.51 (2.51)
1997H1 ("0.14)
1997H1 to 2.35 (2.14) 2.14 (1.96) "0.47 0.43 (0.36) 0.50 (0.66) 2.61 (2.63)
2001Q3 ("0.37)
Projections
2001Q4 to 2.35 (2.1) 2.25 (2.0) "0.1 ("0.1) 0.2 (0.2) 0.5 (0.6) 2.85***
2006Q4 (2.7)***

*Underlying productivity growth is actual growth adjusted for changes in the employment rate
**Sum of previous four columns (using actual rather than underlying productivity growth)
***Rounded to 2²% in Treasury presentation of results in both reports
Source: HM Treasury (PBR 2002 and Budget 2002). Numbers in rows may not add up exactly due to
rounding.

In practice, however, the Treasury argues in the PBR (p.162–164) that other things are not equal, since
lower historic growth in the working age population implies, for given employment rate and output growth
estimates, higher productivity growth. Population growth estimates have been revised down all the way back

14 Trend Growth: Recent Developments and Prospects, HM Treasury, April 2002. This updated an earlier Treasury paper on
trend growth of November 1999.

15 In a joint press release with the ONS on 1 November 2002. These are interim projections and are due to be revised again in
November 2003 in the light of more detailed analysis of the Census and migration data.
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to 1981 and, based on these preliminary figures from GAD16, it seems that the average working age
population growth rate between 1981 and 2001 is likely to be around 0.1–0.2% per annum lower than
previously estimated. Focusing on the most recent economic cycle from 1997H1 to 2001Q3, the Treasury
concludes from this that productivity growth in that period was around 0.2% higher17, as shown in Table A2
above, and that this should also be reflected in the forward projections of trend growth. This more than
neutralises the change in the working age population projection, with the revised Treasury estimate of long-
term trend growth rising slightly from 2.7% to 2.85%. This new estimate is rounded down to give the same 2
3/4 % central estimate for trend growth as before. The PBR 2002 figures, unlike the Budget 2002 figures, were
not audited by the NAO, which is perhaps surprising given the significant changes in the historic data and
the importance of this assumption for the economic and public finance projections.

As we have argued in detail in an earlier research paper18, however, the Treasury’s assumptions on net
migration and the working age population are not the only contestable element in its trend growth
calculation. We would first note that the historic average UK GDP growth rate has only been around
2.5–2.6%, depending on the period considered. Furthermore, latest consensus forecasts for the period
2002–06 (from the October 2002 Consensus Economics survey) show average GDP growth of only 2.2% (or
2.35% for 2003–06 excluding the cyclical downturn in 2002). There is no indication here of an expected
acceleration in trend growth. In fact, long-term consensus GDP growth forecasts were somewhat higher at
around 2.4–2.5% in the previous survey in April 2002.

Detailed analysis of the assumptions underlying the Treasury calculations indicates a number of possible
points of diVerence. In particular:

— the Treasury’s new historic estimate of underlying productivity growth of 2.35% seems high relative
to actual performance in any past period; we consider that it would be more appropriate to adjust
actual to underlying productivity based on projected total hours worked rather than just projected
trends in the employment rate as the Treasury does; on this basis, we estimate an actual trend
productivity rate of around 2–2.1%, some way below the Treasury’s new 2.25% estimate for
2001Q4–2006Q4 but in line with actual productivity growth on the revised historic estimates shown
in Table A2 above;

— ”new economy” arguments for higher trend productivity growth have yet to be proven, while the
expected greater focus of the UK economy on the public sector at the continued expense of
manufacturing will tend to dampen productivity growth over the period to 2006, as might the recent
relatively subdued level of business investment growth; recent whole economy productivity growth,
it should be noted, has been well below 2% per annum (indeed only 0.9% over the past year in terms
of output per job, although output per hour growth has been higher at around 1.7%) and, although
this may partly reflect temporary cyclical factors, it does not seem to be an opportune moment to
be arguing for a significant rise in trend productivity growth;

— we consider it prudent to allow for uncertainties in projecting future economic activity rates by
assuming a range of 0.1–0.2% for the contribution to trendGDP growth from a higher employment
rate, rather than the Treasury’s estimate of 0.2%; this allows for a potential negative demographic
eVect as more people move into the over-50 age group over the next four to five years at the expense
of younger age groups with higher average employment rates; and

— bearing in mind both historic trends and future uncertainties, we consider it prudent to consider a
range of 0.1–0.2% for the annual decline in average hours worked (comparable to the average of -
0.14% in 1986–97 as shown in Table A2 above), rather than the Treasury assumption of a 0.1%
annual average decline.

Putting these various alternative estimates together in Table A3 below, combined with the GAD’s new
projection for working age population growth of 0.45% per annum for 2001–06, we can see that our preferred
estimates would imply overall trend GDP growth of between 2.35% and 2.65% over the five year period to
Q4 2006. Rounded to the nearest quarter of a percentage point, this would imply a central assumption on
trend growth of around 21/2%, in line with that used by the Treasury before the April 2002 Budget. For the
purposes of sensitivity analysis, a slightly wider range of, say, 2.25–2.75%might be used for trend growth (the
range would be even wider for actual growth, allowing for cyclical variations over this period, but this is less
relevant to public finance projections given that the GoldenRule is judged on a cyclically-adjusted basis). The
Treasury’s new 2.75% estimate is therefore within the range of plausible outcomes, but clearly at the top end
of this range.

16 Final estimates based on more detailed analysis are due to be published in February 2003.
17 This depends on using LFSmeasures of employment that are grossed up using census-based population estimates, rather than
workforce survey measures of employment that would not change. This point is itself debatable and would produce diVerent
historic productivity growth estimates oVset by diVerent employment rate figures. This could well aVect the future view taken
on trend GDP growth.

18 See Section IV of our UK Economic Outlook report (June 2002)—available on request.
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TABLE A3 SUMMARY OF TREND GROWTH RATE ESTIMATES

Trend output per hour
per cent growth Underlying Actual Trend average Trend Population of Trend output
per annum hoursworked employment working age

rate

HMTprojections 2.35 2.25 "0.1 0.2 0.5 2.85*
2001Q4 to 2006Q4
(PBR)
Proposed PwC "0.15 to"0.25"0.15 to"0.25 0 to -0.1 0 to"0.1 "0.05 "0.2 to"0.45
revisions
PreferredPwC 2.1-2.2 2.0-2.1 "0.1 to"0.2 0.1-0.2 0.45 2.35 to 2.65
estimates of trend
growth

*Unrounded estimate from sum of previous four columns.
Source: HM Treasury, PwC (using latest GAD population projections)
Our estimates are consistent with the 2.5% trend growth assumption used by the Treasury in its PBR
projections of the public finances. The only diVerence is that we would regard this as a reasonable central
projection of trend growth, rather than being a “cautious” assumption as claimed by the Treasury. This
means that the chances of the out-turn for the public finances being worse than the Treasury is projecting are
now greater than in previous years between 1997 and 2001, when an unambiguously cautious trend growth
assumption of 2.25% was used in the Treasury’s public finance projections.

A reversion to the latter assumption would, other things being equal, result (based on the Treasury’s own
figures in Table 2.5 in the last Red Book) in an increase in the budget deficit of £1 billion in 2002–03, rising
cumulatively to around £6 billion by 2007–08. In practice, however, it seems unlikely that the Treasury would
wish to back track in this way.

Our own preferred approach19 would be to use a 2.5% central trend growth estimate, taking account of the
analysis above, in both the Treasury economic forecasts and the public finance projections, but to aim for a
somewhat larger cyclically adjusted current budget surplus in the medium term (say, 1% rather than 0.7% of
GDP) in order to provide the required degree of caution in planning the public finances.

Long-term Fiscal Sustainability—Comparison of Treasury and PwC Reports

We welcome the Treasury’s new paper on long-term public finance trends as an excellent technical piece
of work that opens up a critical area of debate on the long-term direction of government policy and the
balance between state and private provision. These issues were also discussed in a detailed PwC study20
published in July 2002 using a similar approach. It is therefore useful to compare the two sets of projections
and their underlying assumptions in order to identify the key issues at stake in this debate on fiscal
sustainability and the proper balance of public/private funding of health, education, pensions and long-
term care.

The two reports both present projections for these four categories of age-related public spending up to
around 2050, as summarised in the table below.

TABLE A4: COMPARISON OF LONGER TERM PUBLIC SPENDING PROJECTIONS BY
TREASURY AND PwC

% of GDP 2001–02* 2010–11 2020–21 2030–31 2040–41 2050–51

NHS—HMT 6.3 8.2 8.5 9.3 9.7 9.8
NHS—PwC 6.6 8.9 9.7 10.3 10.9 11.4
Long-term care—HMT 0.9 1.2 1.2 1.2 1.2 1.2
Long-term care—PwC 0.9 1.1 1.2 1.3 1.5 1.6
Pensions—HMT 5.0 5.0 4.8 5.2 5.0 4.8
Pensions—PwC 5.1 5.5 5.2 5.8 6.1 6.0
Education—HMT 4.6 5.9 5.6 5.8 5.7 5.7
Education—PwC 5.1 5.4 5.2 5.4 5.5 5.6
Total age-related spending—HMT 16.9 20.3 21.1 21.4 21.7 21.5
Total age-related spending—PwC 17.7 20.9 21.3 22.8 24.0 24.6
DiVerence N/A* !0.9 !0.2 !1.4 !2.3 !3.1

19 This was also suggested by Paul van den Noord in a recent OECD working paper (”Managing Public Expenditure: the UK
Approach”, ECO WKP (2002) 27).

20 J. Hawksworth, Long term outlook for UK public spending and tax shares of GDP, PricewaterhouseCoopers, July 2002.
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*HMT figures in this column refer to 2001–02 while PwC figures refer to 2002/3 (and so are higher for health
and education particularly and are not directly comparable); for other columns, HMT figures refer to
2011–12, 2021–22 etc while PwC figures are for 2010–11, 2020–21 etc. But these slightly diVerent dates do not
make much diVerence to such long-term projections, so the two sets of figures are broadly comparable for
these later years, though there may be some diVerences in definitions, particularly perhaps for education and
pensions.
Source: HMT (Table 6.1, p.47), PwC (Table A, p.4)

Any such projections are, of course, subject to great uncertainty but we think these risks are fairly
symmetrical in the case of our projections (as discussed further in our original paper). The main diVerences
between the two sets of projections (which are based on similar macroeconomic and demographic
assumptions) are that:

1. The Treasury only takes account of Wanless projections on NHS spending up to 2007–08, but not the
large increase that Wanless suggests is necessary over the next five years in order to complete the “catch-up”
process to international benchmark standards by 2012–13. We included this “catch-up” eVect in our analysis
because this seemed most consistent with the broad thrust of government policy in accepting the Wanless
recommendations and aiming to bring UK health care provision up to the best standards in Europe in the
long run through a primarily publicly-funded system.

2. The Treasury notes but does not take account in its projections of the longer term upward pressures on
NHS costs from technological advance (whichWanless stresses) or the fact that health is generally considered
a “superior good” where demand rises more than proportionately as average UK real incomes rise with
economic growth. The latter eVect can make a significant diVerence to NHS spending in the long run as our
paper shows—the same applies to education spending. Unless the Treasury believes that extra private
spending will expand to meet this additional demand, their assumption could seriously underestimate the
long-term upward trend in NHS and state education spending. This issue relates to fundamental policy
questions on the balance of private and public spending on health, education and other services, as discussed
further in our original paper.

3. The Treasury assumption that long-term care spending stays constant as a share of GDP after 2007–08
is surprising in the context of the significant increase in numbers of over-80s projected.We instead see a steady
rise in long-term care spending as most likely, as discussed in more detail in our report. We did not take
“mortality compression” into account here as the Treasury did, but nor did we include a possible income eVect
of the kind discussed above for health. Again there are fundamental policy questions here as to who should
pay for long-term care: the government or the individual?

4. The Treasury projections on state pensions spending show a constant trend at c5% of GDP rather than
a rise to c.6% by 2040 as in our model. InsuYcient details are given in the Treasury paper to assess exactly
why this diVerence arises (assumptions on indexation and take-up of the pension credit are possible
explanations that could have a large eVect on the numbers in the long run) but, again, there are fundamental
issues here as to the proper divide between state and private pension provision in the light of recent problems
with some defined benefit occupational schemes closing and employer contributions being reduced.

5. We assumed that other public spending (excluding debt interest, which we modelled separately) would
remain constant as a share of GDP beyond 2005–06, while the Treasury paper assumes some decline—this
is clearly open to debate as our report discusses (eg because of potential upward pressure on high priority
spending categories such as transport and law and order, and indeed international aid given the UN target
to raise this to 0.7% of GDP).

Some other assumptions are also diVerent but these are the main ones as far as we can see. These are not
just technical issues, however, but go to heart of the debate on the long-term direction of government policy
and the implications for taxation and public spending.Wewould be happy to discuss these issues further with
the Committee at an appropriate future date.
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