
 

HC 739 
Published on 25 January 2006 

by authority of the House of Commons 
London: The Stationery Office Limited 

House of Commons 

Treasury Committee  

The 2005 Pre–Budget 
Report  

Second Report of Session 2005–06 

Report, together with formal minutes, oral and 
written evidence   

Ordered by The House of Commons 
to be printed 17 January 2006  
 

£20.00



 

 

The Treasury Committee  

The Treasury Committee is appointed by the House of Commons to examine the 
expenditure, administration, and policy of HM Treasury and its associated public 
bodies. 

Current membership 

Rt Hon John McFall MP (Labour, West Dunbartonshire) (Chairman) 
Lorely Burt MP (Liberal Democrat, Solihull) 
Jim Cousins MP (Labour, Newcastle upon Tyne Central) 
Angela Eagle MP (Labour, Wallasey) 
Mr Michael Fallon MP (Conservative, Sevenoaks), (Chairman, Sub-Committee) 
Ms Sally Keeble MP (Labour, Northampton North) 
Susan Kramer MP (Liberal Democrat, Richmond Park) 
Mr Andrew Love MP (Labour, Edmonton) 
Kerry McCarthy MP (Labour, Bristol East) 
Mr George Mudie MP (Labour, Leeds East) 
Mr Brooks Newmark MP (Conservative, Braintree) 
Mr David Ruffley MP (Conservative, Bury St Edmunds) 
Mr Mark Todd MP (Labour, South Derbyshire) 
Peter Viggers MP (Conservative, Gosport) 

 
Damian Green MP (Conservative, Ashford) was also a member of the Committee 
during part of this inquiry. 

Powers 

The committee is one of the departmental select committees, the powers of 
which are set out in House of Commons Standing Orders, principally in SO No 
152. These are available on the Internet via www.parliament.uk. The Committee 
has power to appoint a Sub-Committee, which has similar powers to the main 
Committee, except that it reports to the main Committee, which then reports to 
the House. All members of the Committee are members of the Sub-Committee, 
and its Chairman is Mr Michael Fallon. 

Publications 

The Reports and evidence of the Committee are published by The Stationery 
Office by Order of the House. All publications of the Committee (including press 
notices) from Session 1997–98 onwards are available on the Internet at 
www.parliament.uk/parliamentary_committees/treasury_committee/treasury_co
mmittee_reports.cfm 
A list of Reports of the Committee in the present Parliament is at the back of this 
volume. 

Committee staff 

The current staff of the Committee are Colin Lee (Clerk), Fiona McLean (Second 
Clerk and Clerk of the Sub-Committee), Dominic Lindley, Andrew Staines and 
Adam Wales (Committee Specialists), Lis McCracken (Committee Assistant), 
Mandy Sullivan (Secretary) and James Clarke (Senior Office Clerk). 

Contacts 

All correspondence should be addressed to the Clerk of the Treasury Committee, 
House of Commons, 7 Millbank, London SW1P 3JA. The telephone number for 
general enquiries is 020 7219 5769; the Committee’s email address is 
treascom@parliament.uk 
 



The 2005 Pre-Budget Report    1 

 

Contents 

Report Page 

Summary 3 

1 Introduction 5 

Our role in scrutiny 5 

Conduct of the inquiry 5 

Prior announcement of the date of the Pre-Budget Report 5 

2 The economy 7 

The United Kingdom Presidency of the G7/8 7 

The recent past 8 

Macroeconomic stability 11 

Growth in 2006 and beyond 12 

Monetary policy 12 

Measuring service sector output 13 

Consumer spending and the housing market 13 

Business investment and pension fund deficits 16 

Oil and gas prices 17 

The labour market 19 

The degree of spare capacity (the output gap) 21 

3 The public finances 24 

The fiscal policy framework and the fiscal position 24 

The fiscal policy framework 24 

Meeting the golden rule in the current economic cycle 25 

Meeting the sustainable investment rule in the current economic cycle 29 

The fiscal rules: audit, scrutiny and review 30 

Revenues 33 

Overall tax receipts 33 

The Treasury’s revenue forecasting record 35 

Expenditure 36 

Investment expenditure 36 

Current spending and end-year flexibility 37 

Longer term expenditure plans and the Comprehensive Spending Review 38 

4 Other issues 40 

Efficiency savings 40 

An independent Office for National Statistics 42 

SIPPs and pensions simplification 42 

Tax avoidance 44 

Taxing small businesses 44 

The disclosure regime 46 

Other tax issues 46 

The planning gain supplement 46 

The North Sea supplementary charge 48 



2    The 2005 Pre-Budget Report 

 

Tax credits 49 

The Pensions Commission 52 

Combating fuel poverty 53 

Public sector pensions 54 

The Operating and Financial Review 54 

Unclaimed assets 55 

Conclusions and recommendations 56 

 

Formal Minutes 65 

List of witnesses 68 

List of written evidence 68 

 
 



The 2005 Pre-Budget Report    3 

 

Summary 

The economy 

Scrutiny of annual Budgets and Pre-Budget Reports represents an important means by 
which the Treasury Committee examines the economic policy of the Government. In this 
Report on the 2005 Pre-Budget Report we explore the reasons behind the slowdown in the 
United Kingdom economy in 2005 and the Treasury’s lower forecasts for growth in 2006. 
We note that, despite its relatively large forecast error in 2005, overall the Treasury has had 
a good forecasting record for GDP growth in recent years. We recommend that the Office 
for National Statistics devotes more resources to improving the measurement of growth in 
the service sector of the economy. We draw attention to the need for assessments by the 
Treasury and The Pensions Regulator of the impact of recent changes relating to pension 
funding on investment by and the solvency of companies affected. We recommend that the 
Treasury investigate the extent to which the negative effects on growth of higher oil prices 
were greater in the United Kingdom than in the other major G7 economies and report on 
the outcome of those investigations at the time of the 2006 Budget. We recommend that 
the Government consider commissioning research into the economic effects of migration, 
and note areas for improvement relating to skills levels in the United Kingdom. 

The public finances 

Lower economic growth has contributed to a tighter fiscal situation than previously 
forecast. We explore the changes that have affected consideration of whether the 
Government will meet its fiscal rules in the current cycle, in particular the “golden rule” 
which states that, over the economic cycle, the Government will borrow only to invest and 
not to fund current spending. We propose that the Treasury review the fiscal rules, 
including examination of the extent to which the existing fiscal rules need to be 
supplemented during a period when it seems likely that the economy is passing from one 
cycle to another. We examine the Treasury’s overestimates of revenue receipts in recent 
years, and consider prospects for public expenditure in the medium term. 

Other issues 

The Pre-Budget Report contained a number of tax measures and other policy 
announcements which are also explored in this Report. We recommend the provision of 
further information to enhance public and parliamentary confidence in efficiency savings 
arising from the Gershon review. We recommend that the Treasury examine its analysis 
and decision-making processes in relation to deciding whether to allow investment in 
individual residential property by self-invested personal pensions (SIPPs) from April 2006. 
We call for the provision of further information to assist in analysing the costs and savings 
arising from the changes to the tax credits system announced in the Pre-Budget Report. 
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1 Introduction 

Our role in scrutiny 

1. The first and most important objective of the Treasury Committee is to examine and 
comment upon the economic policy of the Government. Scrutiny of Budgets and Pre-
Budget Reports (and previously of Autumn Statements) has represented the central way in 
which the Committee has sought to meet this objective in successive Parliaments. Oral and 
written evidence has illuminated the fiscal decision-making of successive Governments; 
reports by the Treasury Committee have informed debate in the House of Commons and 
elsewhere about Government economic policy. We will continue the practice of our 
predecessors of examining and reporting upon Budgets and Pre-Budget Reports. 

Conduct of the inquiry 

2. The Chancellor of the Exchequer, the Rt Hon Gordon Brown MP, made his 2005 Pre-
Budget Report to the House of Commons on Monday 5 December.1 We held our 
subsequent evidence sessions within an unusually compressed timetable because of the 
limited availability of the Chancellor of the Exchequer due to his international 
commitments. We took evidence from outside experts2 and Treasury officials on 
Wednesday 7 December and from the Chancellor of the Exchequer on Thursday 8 
December. We also received a range of written evidence. The evidence is published with 
this Report. We are most grateful to all those who gave evidence to the Committee, and to 
Professor David Heald of the University of Sheffield for his specialist advice. 

Prior announcement of the date of the Pre-Budget Report 

3. In the last Parliament, our predecessors drew attention to the advantages that would 
arise for the House of Commons from earlier notice of the date of the Pre-Budget Report.3 
The House received 18 days’ notice of the 2005 Pre-Budget Report, which is shorter than 
the notice periods in 2003 and 2004.4 Mr Jon Cunliffe, Second Permanent Secretary, 
Macroeconomic Policy and International Finance, HM Treasury, explained the Treasury’s 
international commitments, including those arising from the United Kingdom 
Presidencies of the European Union and the G7/8, which made an early announcement of 
the date of the 2005 Pre-Budget Report “quite difficult”.5 Although the Treasury was faced 
with unusual circumstances in 2005, the House of Commons is entitled to reasonable 

 
1 HC Debates, 5 December 2005, cols 605ff; Pre-Budget Report 2005, December 2005, Cm 6701 

2 Divided into two part-sessions, the first broadly concentrating on macro-economic issues (with Mr Ben Broadbent, 
Goldman Sachs, Mr Robert Chote, Institute for Fiscal Studies, Professor David Miles, Morgan Stanley, and Mr Martin 
Weale, National Institute for Economic and Social Research) and the second examining micro-economic issues (with 
Professor Colin Talbot, Manchester Business School, and Mr John Whiting, PricewaterhouseCoopers, together with 
Mr Chote and Mr Weale) 

3 Treasury Committee, First Report of Session 2004–05, The 2004 Pre-Budget Report, HC 138, para 2 

4 Oral Evidence taken before the Treasury Sub-Committee on Wednesday 16 November 2005, HM Treasury: 
Departmental Report 2005, HC (2005–06) 691–i, Q 15 and note; the date of the 2003 Pre-Budget Report was 
announced on 13 November and the statement made on 10 December (27 days) the date of the 2004 Pre-Budget 
Report was announced on 11 November and the statement made on 2 December (20 days) 

5 Q 117 
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notice of the date of the Pre-Budget Report. We recommend that the Treasury should 
announce the date of the Pre-Budget Report at least four weeks before the statement is 
due to be made and, in any case where this target is not met, give an account of the 
reasons. 
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2 The economy 

The United Kingdom Presidency of the G7/8 

4. The United Kingdom Government set out the priorities for its Presidency of the G7/8 in 
December 2004. These were international poverty reduction, structural economic reform, 
trade and climate change. Regarding international poverty reduction, the Gleneagles G8 
Summit made progress in the following areas: 

 Aid: A doubling of aid for Africa by $25 billion a year by 2010, as part of an overall 
increase of $50 billion a year for all developing countries; 

 Debt relief: 100 per cent multilateral debt relief for 38 Highly Indebted Poor Countries; 
and 

 Trade: The G8 leaders stated their commitment to eliminate all forms of export subsidy 
by a credible end-date and to reduce substantially trade-distorting domestic support. 

5. Bob Geldof characterised the Gleneagles Summit as “a qualified triumph” and “without 
equivocation the greatest G8 summit there has ever been for Africa.”6 OXFAM, while 
welcoming the fact that “no previous G8 summit has done as much for development, 
particularly in Africa”, noted that the increased aid will still come too late and fall far short 
of UN and World Bank estimates of what is needed to meet the Millennium Development 
Goals.7 While listing the additional commitments made during the United Kingdom 
Presidency of the G8, the Pre-Budget Report concludes that “more needs to be done both 
to deliver and bring forward these commitments”.8 To this end, the Government has 
supported the development of an International Finance Facility, which would front-load 
donors’ existing long-term aid commitments through bond issuances on the international 
capital markets. The Chancellor of the Exchequer told us in July that, “if we cannot front-
load money between now and 2015, our major objective of meeting the Millennium 
Development Goals will not be met”.9 In September, the British Government launched the 
pilot International Finance Facility for Immunisation (IFFIm), in partnership with France, 
Italy, Spain and Sweden, and alongside contributions from the Bill & Melinda Gates 
Foundation. The IFFIm will generate an additional $4 billion over the next ten years to 
provide vaccines to tackle some of the deadliest diseases in the world’s poorest countries.10 

6. The G8 research centre at the University of Toronto has calculated that the documents 
issued at the Gleneagles summit contained 212 separate commitments.11 In the light of the 
fact that the G8 does not have an independent secretariat and that the Russian G8 

 
6 Bono, Geldof reaction to G8 Africa Communique, www.data.org 

7 OXFAM, Gleneagles: what really happened at the G8 Summit: www.oxfam.org.uk/what_we_do/issues/debt-aid/bn-
gleneagles.htm 

8 Pre-Budget Report 2005, p 119, para 5.134 

9 HC (2005–06) 399-i, Q 15 

10 HM Treasury, press release on 9 September 2005, New International Finance Facility for Immunisation could save 10 
million lives 

11 http://www.g8.utoronto.ca/evaluations/2005gleneagles/2005commitments.html 
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Presidency will focus on energy, we asked the Chancellor of the Exchequer what 
mechanisms were in place to monitor the delivery of the G8’s commitments. He told us 
that “the G8 has got to continue to monitor what it has decided, because if it does not 
secure the implementation of its agreement then the credibility of the G8 is in issue”.12 

7. Following the Pre-Budget Report, the World Trade Organisation (WTO) Ministerial 
Conference took place in Hong Kong from 13 to 18 December 2005. The Chancellor of the 
Exchequer told us that a successful trade deal could be worth around $300 billion of 
economic growth and that developing countries could benefit from a reduction in 
agricultural protectionism. He considered that “it is very important that we send a signal 
that we are all determined to get the trade talks moving”.13 In a statement to the House on 
20 December 2005, the Secretary of State for Trade and Industry, the Rt Hon Alan Johnson 
MP, while welcoming progress on the elimination of agricultural export subsidies and 
access to markets for least developed countries, described the overall outcome of the WTO 
Ministerial Conference as “disappointing”.14 We welcome action taken during the United 
Kingdom’s G8 Presidency to tackle global poverty, including the increases in aid and 
the provision of debt relief. It is important that there is clarity about the level of aid and 
debt relief commitments and clear monitoring to ensure that the G8 delivers on 
commitments at Gleneagles. We recommend accordingly that the Treasury include 
reports on G8 progress on the Gleneagles commitments in each Budget and Pre-Budget 
Report, as well as seeking to strengthen international mechanisms for tracking and 
delivery such as the Africa Partnership Forum. We also welcome the launch of the 
International Finance Facility for Immunisation and encourage the Government to 
continue to explore how innovative financing mechanisms such as the broader 
International Finance Facility can be used to provide the additional aid necessary to 
meet the Millennium Development Goals. It is disappointing that the Hong Kong trade 
talks failed to deliver the hoped-for trade deal; progress in 2006 will be important if 
world economic growth is to be supported and market access for developing countries 
is to be increased. 

The recent past 

8. While remaining positive in every quarter, output growth has moderated since mid-
2004. The revisions to the national accounts published in June 2005 indicated that growth 
was higher than previously estimated in 2001, 2002, 2003 and 2004, but that there had been 
a sharper slowing of growth in the second half of 2004 than had previously been thought. 
This meant that the economy had less momentum going into the early part of 2005. 
Excluding volatile energy output, it is clear that the quarterly growth rate of economic 
activity reached a trough in the first quarter of 2005, before recovering gradually through 
the year. Some information from the labour market and business surveys points to a less 
sharp slowing of growth in 2005 than indicated by official data. The Bank of England has 
described employment growth during the first three quarters of 2005 as “reasonably 
robust” and, despite an increase in the claimant count for unemployment, the employment 

 
12 Q 277 

13 Q 276 

14 HC Debates, 20 December 2005, col 1710 
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rate remains close to a 15-year high.15 The Bank of England has also noted discrepancies 
between business surveys and official measurements of growth in the service sector: the 
Governor of the Bank of England, Professor Mervyn King, told us in late November 2005 
that he thought that the Office of National Statistics (ONS) might be underestimating the 
extent of growth in the economy and that the Monetary Policy Committee (MPC) had 
made a judgment that, “on average, we would expect some upward revision to growth, not 
a lot but a little”.16 Mr Ben Broadbent of Goldman Sachs told us that he expected that 
growth would prove to have been “a little over 2 per cent” in 2005.17 Mr Cunliffe told us 
that “it is very unusual to have a period in which the economy puts on 330,000 new jobs in 
a year, which is the strongest employment growth we have had for a couple of years, at the 
same time that the rate of output [growth] is dropping”.18 

9. At the time of the 2005 Budget, the Treasury was forecasting growth of 3 to 3½ per cent 
in 2005; in the 2005 Pre-Budget Report, the Treasury forecasts that the economy will have 
grown by 1¾ per cent in 2005. As can be seen from the table below, all components of 
demand have grown slower than the Treasury expected. 

Table 1: Summary of economic forecast 
 
Percentage changes on a year earlier 
 
 2005 

 
 Budget 

 
PBR 

GDP 3 to 3½ 
 

1¾ 
 

Manufacturing output 1½ to 2 -½ 
 

Domestic demand 3¼ to 
3½ 

1¾ 
 

Household consumption 2¼ to 
2¾ 

1¾ 

General Government 
consumption 

3¼ 1½ 

Fixed investment 6 to 6¼ 2¾ 
 

Change in inventories ¼ 0 
 

Exports of goods and services 6 to 6½ 4¾ 
 

Imports of goods and services 6 to 6½ 4¾ 
 

Data source: HM Treasury: Budget 2005 p 237, Pre-Budget Report 2005, p 204 

 
15 Bank of England November Inflation Report 2005, p iii 

16 Treasury Committee, Minutes of Evidence, Bank of England November 2005 Inflation Report; HC (2005–06) 718-i, Q 
18 

17 Q 7 

18 Q 125 
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Table 2: Forecast contributions to GDP growth 
 
 Percentage points 

 2005 

 Budget PBR 

Private consumption 1¾ 1¼ 

Business investment ½ ¼ 

Government 1 ½ 

Change in inventories ¼ 0 

Net trade -¼ -¼ 

GDP growth, per cent 3¼ 1¾ 

Data source: HM Treasury: Budget 2005 p 229, Pre-Budget Report 2005, p 192 

Mr Cunliffe told us that, in explaining the slower than forecast growth, 0.5 percentage 
points could be accounted for by the national accounts revisions and 0.5 percentage points 
by higher oil prices and lower growth of exports to the eurozone; the effect on household 
disposable income growth through lower earnings growth accounted for most of the 
remainder, including the possibility that highly-geared households slowed down their 
consumption more than was forecast in the face of higher interest rates and easing house 
price inflation.19 Asked to comment on why the Treasury’s forecast was wrong, the 
Chancellor of the Exchequer said: 

I do not know if anybody has been right this year … What has happened this year is 
that first of all we have had an international shock; the volatility of the oil price but 
also the size of the change in oil prices and the uncertainty which arises from that. 
Secondly that has had an effect particularly on European domestic demand and 
therefore our biggest export area has been affected. We were dealing also with a 
domestic issue of inflationary pressure, and throughout the whole of last year, 2004, 
we were seeking to deal with the situation particularly through interest rates, where 
house prices have been rising by about 15 per cent a year for three years … and we 
had to cool down both the housing market and consumer demand in the economy.20 

10. The Chancellor of the Exchequer went on to say that “in any other decade when we 
either had an oil shock or we have had a hit to the housing market in this way … in each of 
these situations we have usually had to deal with this with a recession … People will look 
back on this year and say the economy was challenged … but that challenge was met by us 
being able to deal with the inflationary problem, both domestic and international, and as 
we move into next year people can be more confident about growth.”21 Mr Broadbent, 
while noting that the downgrade was abnormally large (1½ per cent compared with an 
average error of ½ per cent), told us that “forecast errors are inevitable and, over the years, 
the Treasury has a good track record”.22 After above trend growth in 2004, growth has 

 
19 Q 119 

20 Q 282 

21 Ibid. 

22 Ev 67 
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moderated during 2005. A number of reasons for lower growth were put forward by 
witnesses, including high and volatile oil prices, rising interest rates, weak eurozone 
growth, slower growth in real government consumption, increasing tax revenues and 
weak earnings growth, as well as national accounts revisions. Overall GDP growth for 
2005 is now estimated by the Treasury at 1.75 per cent, significantly below the 
Treasury’s forecast of 3 to 3.5 per cent at the time of the Budget. We note evidence from 
the labour market and business surveys suggesting growth might be revised upwards 
and that non-oil output growth has strengthened from the trough at the start of 2005. 
We also note that, despite its relatively large forecast error in 2005, overall the Treasury 
has had a good forecasting record for GDP growth in previous years. 

Macroeconomic stability 

11. In its economic survey of the United Kingdom in October 2005 the Organisation for 
Economic Co-operation and Development (OECD) concluded that, over the last decade, 
“macroeconomic performance has been impressive; GDP growth has been robust and 
cyclical fluctuations in output have proved smaller than for almost any other OECD 
country, while inflation has remained close to target”. The OECD believed that this was “a 
testament to the strength of the institutional arrangements for setting monetary and fiscal 
policy as well as to the flexibility of labour and product markets”.23 Our expert witnesses 
agreed with this assessment. Mr Martin Weale of the National Institute of Economic and 
Social Research (NIESR) told us that “the policy framework has been very helpful in 
delivering stability, in particular the monetary [policy] arrangements that we have had have 
meant that the Bank of England has been able to react in a way that other countries have 
found difficult”. He also believed that the surge in tax revenue in the late 1990s had given 
the Government considerable room for manoeuvre in terms of producing what has 
subsequently been an expansion of fiscal policy.24 The IMF recently described 
macroeconomic stability in the United Kingdom as “remarkable”25 and concluded that this 
impressive record owed much to good macroeconomic, financial and structural policies, 
underpinned by sound policy frameworks and supported by a generally favourable external 
environment. We note the confirmation that over the past six years the United 
Kingdom has been the most stable economy in the OECD and G7, a record that 
international institutions have described as “impressive”. We note evidence that the 
institutional arrangements for monetary and fiscal policy have played an important 
role in delivering this stability. 

12. On 11 January 2006, the European Commission recommended “that the United 
Kingdom deficit be declared excessive and the United Kingdom be asked to correct the 
situation”.26 This recommendation was under the Excessive Deficit Procedure of the 
Stability and Growth Pact, which allows the fiscal deficit to exceed 3 per cent of GDP only 
temporarily or for exceptional reasons. This is an issue to which we will return in our 
inquiry into the 2006 Budget. 

 
23 OECD, Economic Survey of the United Kingdom, October 2005, p 2 

24 Q 2 

25 IMF: United Kingdom—2005 Article IV Consultation, Concluding Statement of the IMF mission, 19 December 2005 

26 European Commission Press Release, Commission recommends correction of UK budget deficit, IP/06/17, 11 January 
2006 
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Growth in 2006 and beyond 

13. In addition to downgrading their forecast for 2005, the Pre-Budget Report indicates 
that the Treasury now expects growth in 2006 to remain at below trend rates of 2 to 2½ per 
cent. The Treasury said that this reflects “the continued drag on real household disposable 
incomes arising from high oil prices, together with the ongoing effects of subdued earnings 
growth, acting to keep growth of private consumption at relatively modest rates. The 
effects of oil prices on business confidence, together with subdued demand growth, are also 
expected to encourage the corporate sector to remain cautious about stepping up business 
investment growth in the short term.”27 The Treasury’s forecast for 2006 is now close to the 
consensus of 2.2 per cent and the MPC’s central forecast of 2.5 per cent. Professor David 
Miles of Morgan Stanley told us that, while “the short-term Treasury forecast looks fairly 
plausible, of relatively weak growth next year, the forecast they have for 2007 [and] 2008, 
which is for above trend growth, looks on the optimistic side”.28 

Monetary policy 

14. The MPC raised interest rates by 25 basis points five times between November 2003 
and August 2004. The MPC then kept interest rates steady at 4.75 per cent until August 
2005, when it decided by five votes to four to reduce interest rates by 25 basis points. 
Following a long period when inflation was below target, CPI (Consumer Price Index) 
inflation rose above the Bank of England’s central target of 2 per cent in mid-2005, peaking 
at 2.5 per cent in September, before easing back to 2.1 per cent in November as oil prices 
passed their peak. MPC members have told the Committee that the rise in oil prices 
accounts for around one half of the rise in CPI inflation, with the remainder resulting from 
increased food prices and the pressure of demand on supply from the strong growth 
during 2004.29 Core inflation, excluding volatile energy and food prices, has remained 
subdued, peaking at 1.8 per cent.30 

15. In the Bank of England’s November Inflation Report the MPC assessed the risks to its 
growth and inflation forecasts as broadly balanced. The Governor told us in late November 
2005 that, over the past year, the economy had seen a traditional supply side shock with the 
economy slowing and inflation picking up. He told us that the MPC would be focusing on 
three areas in the coming months: 

 the impact of the rise in oil and other energy prices on demand; despite the fact that the 
United Kingdom is an oil producer, the increase will reduce overall purchasing power 
in the British economy; 

 the supply-side impact of increases in energy prices, which was difficult to assess, but 
where it is conceivable that the rise in energy prices will reduce temporarily the supply 
capacity of the economy; and 

 
27 Pre-Budget Report 2005, p 191, para A53 

28 Q 8 

29 HC (2005–06) 718-i, Q 27 

30 Pre-Budget Report 2005, p 21, Box 2.3 
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 the direct effect of energy price increases on inflation, including the risk that the short-
term rise in inflation might dislodge inflation expectations and lead to attempts to push 
up earnings growth to compensate for the loss of purchasing power.31 

In a period of high and volatile oil prices, the Monetary Policy Committee of the Bank 
of England has so far managed to keep inflation close to the target. So far there is little 
indication that inflation expectations have become dislodged or that there are 
significant second round effects stemming from the rise in CPI inflation. However, this 
is a risk that will require close examination by the MPC in coming months, particularly 
as the results of pay rounds filter through in the early months of 2006. 

Measuring service sector output 

16. The service sector accounts for 70 per cent of United Kingdom output and GDP 
growth. We have received evidence that the reliability of the statistics in the service sector 
could be improved. Mr Broadbent told us that “some of the business surveys are in the end 
a better indication of what the ONS will eventually say growth has been than its own 
preliminary numbers, particularly in services”.32 The Governor told us in November 2005 
that the Bank of England would “certainly like to see more resources devoted to trying to 
understand what is happening in the services sector because this is now many times larger 
than the manufacturing sector”, adding that the MPC felt that “the official data for 
manufacturing output are very reliable and we do not feel that the other sources of 
information to which we have access really add very much to the official data; I do not 
think we feel quite the same about the services sector. This is a problem facing statistical 
agencies around the world and it is a problem which results from the changing structure of 
our economy.”33 Mr Cunliffe acknowledged the problem, telling us that the service sector is 
“now nearly four times as large as the manufacturing sector but we have much better 
statistics for manufacturing”.34 Measuring output in the service sector is inherently more 
complex than in the manufacturing sector. We recommend that the ONS make it a 
priority to review the measurement of service sector output, and devote more resources 
to improving measures of service sector output. Any such change should be 
accomplished as far as practicable within existing budgets and without increasing 
overall compliance costs on business, by rebalancing coverage away from sectors of the 
economy of declining importance. 

Consumer spending and the housing market 

17. Consumer spending growth has slowed sharply since the first half of 2004, a slow down 
mainly attributable to slower spending growth on durable and non-durable goods; 
spending growth on services has levelled out. Growth of 1.3 per cent in the year to the end 
of the third quarter of 2005 was the weakest growth over a period of four successive 
quarters for ten years. However, the Bank of England has described the slowdown in 

 
31 HC (2005–06) 718-i, Q 2 

32 Q 7 

33 HC (2005–06) 718-i, Q 19 

34 Q 122 
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consumption growth as “moderate compared with many slowdowns since 1960”35 and the 
current vintage of national accounts indicates that the quarterly growth rate of consumer 
spending has picked up modestly during the course of 2005. The 2005 Pre-Budget Report 
attributes the slowing in consumption growth to households adjusting to higher levels of 
personal debt and the lagged effects of the increases in interest rates between late 2003 and 
summer 2004 alongside a slowing in house price inflation and increasing oil and energy 
prices leading to a reduction in real income growth.36 

18. At the November 2005 Inflation Report press conference, the Governor of the Bank of 
England said that two factors were worth emphasising in accounting for the slowing of 
consumption growth. The first was the “quite sharp rise in the ratio of taxes to household 
disposable incomes”, a ratio that “has gone up by almost 2 percentage points over the last 
couple of years and contributed to a sharp slowing in real disposable incomes in the second 
half of 2004”. The second factor “has been a change in relative prices in which the prices of 
boring items of consumer spending such as rent, payment for housing, utilities, energy and 
insurance … have risen quite sharply relative to the prices of the more ‘fun’ items of 
consumer spending which involve going to shops”.37 Later in November the Governor told 
us that the increase in the ratio of taxes to household disposable incomes was “more than 
one would expect from normal fiscal drag because it reflects in part the rise in national 
insurance contributions which took place”.38 Asked whether he accepted the Governor’s 
analysis, the Chancellor of the Exchequer told us that “I do not think anybody should be in 
any doubt that four rises in interest rates … [were] bound to be the major factor in 
affecting consumer demand in the economy”.39 In addition to this “actual pre-tax wage 
rises have been lower than expected”.40 

19. Mr Broadbent told us that the increase in household income taxes had certainly 
outweighed, for example, the effect of higher energy prices on real take-home pay of 
households; he thought that it “has probably been quite an important factor in explaining 
slower consumption growth”, but that the increase in taxes relative to income was “unlikely 
to carry on rising at that rate”.41 The NIESR has indicated that, while the increase in the 
effective tax rate reduced disposable income growth by 0.9 percentage points in 2004 and 
0.7 percentage points in 2005, the effect will reduce to just 0.1 per cent in both 2006 and 
2007. Mr Cunliffe told us that the “increase in the tax to GDP ratio was as forecast by the 
Treasury … A lot of the increase is fiscal drag and also compositional effects where you get 
particularly strong growth in the financial sector that increases the tax take from people at 
the very top paying income tax.”42 He also told us that “the rise is not due to any tax policy 
decisions; it is not as if taxes have been increased; the rise is due to fiscal drag. The rise is 
also due, as to some extent we forecast, to a higher proportion of higher rate taxpayers 
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getting a higher proportion of the pay increases … to a large extent this is people at the top 
end paying a higher effective rate of tax because they are earning more.”43 Consumer 
spending growth slowed sharply during late 2004 and early 2005. The evidence we have 
received indicates that this was due to rising interest payments, lower than expected 
wage growth, higher petrol and energy prices slowing disposable income growth, and 
an increase in the ratio of tax to household disposable income. The MPC cut short-term 
interest rates by 25 basis points in August 2005 and the tax ratio is not expected to 
continue to increase at recent rates. This may lead to a moderate recovery in 
consumption growth, but to a rate that is still below its long-term average. 

20. The 2005 Pre-Budget Report states that, “despite household consumption slightly 
outpacing disposable income, the saving ratio is expected to be broadly stable over the 
forecast horizon at just above its average over the recent past, reflecting the assumption 
that households net equity in pension funds continues to increase at recent rates”.44 
Professor Miles noted that the Treasury forecasts were “based on an assumption that the 
household savings ratio, which is at an unusually low level, does not increase … and stays 
at around 4.5 per cent or so, which is historically an extremely low level”.45 We note that 
the Treasury’s forecasts for consumption growth are based on an assumption that the 
savings ratio will stabilise at 4¾ per cent, which is around its current level. 

21. Growth in household lending has slowed through 2005, as has consumer credit. In line 
with the rise in interest rates, mortgage arrears have risen slightly, although they remain 
low by historic standards. Research conducted by the Bank of England found that, while 
there has been a small increase in financial pressure on households, the bulk of household 
debt is owed by homeowners, the majority of whom appear to have little difficulty in 
servicing it.46 The main problems are associated with unsecured as opposed to secured 
debt. The Governor of the Bank of England told us in late November 2005 that there were a 
minority of households which had borrowed extraordinarily large sums relative to their 
income and expenditure in the area of credit cards and store cards: he said that “they may 
have multiple credit cards and they do face very serious problems now in trying to work 
out how to consolidate that debt and meet their obligations”. The Governor thought that 
“it was very serious for those individuals involved”, but that this group was not large 
enough to have a “significant impact on the economy as a whole”.47 

22. House prices grew at around 3–4 per cent during 2005, the first time in ten years that 
they have grown more slowly than average earnings. The Pre-Budget Report sounded 
notably confident about housing market prospects, citing “increasing evidence that the 
housing market is undergoing an orderly adjustment, with little prospect of a sustained fall 
in house prices. Indeed prices have firmed a little of late.”48 In late November, the Governor 
of the Bank of England, while noting that house prices had not fallen in the way that many 
people had anticipated that they would and while stressing that no possibility could be 
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ruled out, told us that the “way I should want to describe the housing market is one of 
broad stability”.49 With regard to secured debt, he told us that, “given that we start from a 
position when arrears are at a remarkably low level compared with historical experience, it 
would not be surprising if there were some pickup in that figure, but I do not think it has 
been really significant, certainly not on a macroeconomic scale”.50 Treasury officials told us 
that, while there was still a risk from the housing market, “the risk is less than it was a year 
ago, a year and a half ago” noting that “the house price to earnings ratio has come down, 
but it has come down not by house prices going down but simply by house prices growing 
[slower than earnings]”.51 The recent signs that the housing market is cooling, with 
house price growth slower than earnings, are welcome and this, so far, has come 
without the abrupt adjustment predicted by some forecasters. In the longer term, the 
implementation of the recommendations from the Barker and Miles reviews should 
improve the stability of the United Kingdom housing market. We note evidence that, 
while the majority of households can manage their debt repayments, there is a small, 
but significant, minority of households with problems with increased mortgage arrears 
and unsecured debt on credit and store cards. 

Business investment and pension fund deficits 

23. In the 2005 Pre-Budget Report the Treasury forecasts business investment growth in 
2005 at 3 per cent, compared with a forecast at the time of the 2005 Budget of 4¼ to 4¾ per 
cent. 52 This fall is in spite of strong profit growth, the low cost of capital and falling capital 
gearing. Mr Cunliffe told us that weaker levels of business investment than expected were 
an “international phenomenon”, partly attributable to the increase in the oil price and the 
over-investment that took place in the IT sector and more widely in the years leading up to 
2000 and 2001.53 He did not think that “the Pre-Budget Report and the measures in it will 
have an impact, or should have any impact on investment”.54 The Chancellor of the 
Exchequer told us that, “after this huge spurt of business investment in the late 1990s, 
particularly investment in IT, when there was an IT bubble as people now define it, there 
was a huge amount of additional business investment taking place and there has been a 
slower rate of growth of business investment in recent years, partly because a lot of these 
technological investments were made earlier on. I just say that business investment 
continues to rise.”55 

24. There has been concern that deficits in defined benefit pension funds could have led to 
increased financial pressure on companies and contributed to the weaker than expected 
growth of business investment. The latest data indicate that, over the past year, increases in 
equity prices have been balanced by increasing liabilities, leaving the overall pension fund 
deficit for FTSE 350 companies broadly constant at £72.9 billion in November 2005. Long-
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term interest rates have continued to fall, with the largest declines occurring at very long 
horizons. In December 2005, long real forward rates reached their lowest level since the 
British Government began to issue index-linked gilts in 1981. Lower long-term interest 
rates could provide increased incentives for companies to invest. However, they can also 
have a negative effect, to the extent that falling rates have a downward effect upon the 
discount rates that pension funds employ to measure their liabilities which could result in 
an off-setting effect as the total size of the liability increases. The Chancellor of the 
Exchequer told us that, “despite evidence that companies have continued to devote 
resources to pension fund deficits, there are no clear grounds for supposing that this has 
exercised much material constraint on investment”.56 This was supported by Bank of 
England research which found that up to 2002, dividends were reduced in response to 
higher pension contributions, with only weak evidence of any impact on investment.57 
However, since then employer contributions to funded occupational schemes have 
continued to increase, reaching almost £30 billion a year in 2004.58 The Pensions Regulator 
is currently consulting on how it plans to regulate scheme funding under new 
requirements introduced under the Pension Act 2004. Research conducted for The 
Pensions Regulator by PricewaterhouseCoopers found that, if companies paid off their FRS 
17 shortfall over ten years, around 65 to 80 per cent of companies would be required to 
make contributions less than 25 per cent of their free cash flow, but around 10 to 20 per 
cent of companies would face a cash call greater than their net cash flow.59 In addition, 
financial year 2006–07 will be the first year in which companies will have to pay a levy to 
the Pensions Protection Fund. The total charge for this levy is estimated to be £575 million 
in 2006–07.60 The growth of business investment has been modest in recent times 
compared with previous periods of economic recovery. The need for companies to 
devote additional resources to pension funds may have been a factor in this. Initial 
evidence from the Bank of England indicates that, in the years leading up to 2002, 
companies mainly adjusted to these financial pressures by reducing dividends rather 
than cutting investment. The Pensions Regulator and the Treasury need to assess 
carefully the impact of the new regulations on pension funding and of other 
requirements arising from the Pensions Act 2004 and the effect they could have on 
investment by and the solvency of companies affected and place a copy of their 
assessments in the Libraries of both Houses. 

Oil and gas prices 

25. Oil and gas prices have continued their rapid appreciation that began during 2004. As 
Professor Anton Muscatelli of the University of Glasgow observed, “the world economy is 
experiencing the first substantial and sustained major increase in energy and other 
imported materials and metals since the 1980s”.61 Markets in oil futures indicate that, 
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unlike at the time of the 2005 Budget, markets expect higher oil prices to be sustained into 
the medium term. The Pre-Budget Report cites “rapid growth in the demand for oil, 
particularly from China,” as “the primary driver underpinning rising oil prices since 2004”, 
which, together with “supply uncertainties” associated with hurricanes in the Gulf of 
Mexico, has led to “prices significantly exceeding market expectations at Budget time”.62 
Some witnesses were sceptical as to whether higher oil prices could be seen as the main 
cause of the slow-down in growth in the British economy. Mr Broadbent noted that, 
“excluding the United Kingdom, the Treasury predicted in the Budget that the other 
countries in the G7 would grow by just under 2½ per cent this year; the out-turn is likely to 
be around 2.7 per cent. This suggests weak growth in the United Kingdom has more to do 
with United Kingdom-specific factors than with higher oil prices”.63 Mr Broadbent told us 
that globally higher oil prices have probably had less of an effect than people feared earlier 
this year and late last year.64 Mr Cunliffe told us that, despite the United Kingdom being a 
slight net oil exporter, the oil sector was a separate part of the economy, and the fact that 
there was oil in the North Sea did not in the short run affect the impact that the oil price 
had on household disposable incomes, “but that over a number of years I would expect the 
United Kingdom to be able to weather an oil price increase better than non-oil producers 
because having the benefit of an oil sector will feed back into the economy”.65 We 
recommend that the Treasury investigate the extent to which the negative effects on 
growth of higher oil prices were greater in the United Kingdom than in the other major 
G7 economies and report on the outcome of those investigations at the time of the 2006 
Budget. 

26. Mr Broadbent believed that the Treasury’s forecasts for economic growth in 2007 and 
2008 might be on the high side because the Treasury had “not allowed for the effect of 
higher energy prices on potential output”.66 Mr Weale told us that the NIESR estimate was 
that the increase in the price of oil over the last year or year and a half had taken something 
like one to one and half percentage points off Britain’s trend level of output.67 The Treasury 
seemed more relaxed about the effect of oil prices, describing as “conventional wisdom” 
the idea that they might impact adversely on the productive potential of the economy and 
pointing to evidence of “unexpectedly positive labour market outcomes” which might 
reduce the extent “to which high oil prices may threaten output growth and the anchoring 
of inflation expectations”.68 In the past, rises in oil prices have led to demands for higher 
wages and dislodged inflation expectations. MPC members have indicated that any factors 
which increase inflation expectations would have substantial costs for the United Kingdom 
economy. The Governor of the Bank of England told us in late November that “it is too 
early to be sure that the recent pick-up in inflation will not lead to further second-round 
increases in pay and prices although the [MPC] draws comfort from the observation that 
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so far neither inflation expectations nor earnings growth have risen”.69 Despite the rise in 
CPI inflation over the last twelve months, RPI (Retail Price Index) inflation has fallen. This 
might reduce the probability of second round effects in the near term as RPI is used more 
frequently for pay negotiations than CPI inflation. 

27. In recent months, there has been increasing focus on gas prices in the United Kingdom, 
with reports of highly volatile prices in the spot market. The Chancellor of the Exchequer 
told the House that, in order to ensure that all import capacity is put to use, “OFGEM have 
announced today they will use their powers to intervene where necessary to ensure that 
importers either ‘use or lose’ their capacity to import. And the Trade Secretary and I have 
today written to the European Commission supporting OFGEM’s call for an urgent 
investigation to make sure that this winter there are no blockages to the full use of the 
interconnector with Europe and thus no restriction on imports of gas from Europe.”70 The 
CBI welcomed the “inquiry into the behaviour of European energy markets to find out why 
gas supplies have been diverting away from the United Kingdom”. They regarded this as an 
“urgent matter, as this diversion is damaging United Kingdom business by the day”.71 The 
Chairman of OFGEM has acknowledged that the United Kingdom’s “consumers and 
businesses are paying a high price for the lack of competition in most continental energy 
markets.”72 Ensuring adequate energy supplies, without unnecessary volatility in prices, 
is essential to the health and strength of the United Kingdom economy. We look 
forward to learning of the outcome of OFGEM’s call for an investigation into the use of 
import capacity for gas and consider that the Government should accelerate its work 
with the European Commission and other Member States to encourage liberalisation of 
continental energy markets. 

The labour market 

28. The 2005 Pre-Budget Report concludes that “the labour market is performing strongly, 
with employment growing robustly and more people in work than ever before”. Despite 
the strong increase in job creation, low rates of unemployment and the rise in CPI 
inflation, average earnings growth (excluding bonuses) has remained moderate throughout 
2005, rising by 3.9 per cent in the year to October.73 It has been suggested that high levels of 
migration have played an important role in moderating wage claims. Mr Paul Tucker, a 
member of the Bank of England’s Monetary Policy Committee, told us in October 2005 
that he had little doubt that international migration “has helped to dampen the effect of 
demand pressures [on] inflation over the past 12 months, partly, of course, because the 
United Kingdom was open to the new Member States … before some of the other 
countries in the European Union”, but that “when one is relying on anecdotal data it is 
tough”.74 In November the Governor of the Bank of England told us that he thought that 
the use of migrant labour to fill particular skills gaps had “helped the economy to continue 
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growing without upward pressure on wages, which would otherwise have forced us to raise 
interest rates further than they actually went”.75 The 2005 Pre-Budget Report noted that 
population projections from the Government Actuary’s Department incorporate the 
assumption of an extra 150,000 migrants from the eight accession countries in the first 
three years following accession in May 2004.76 

29. Mr Weale thought that, in addition to international migration, another factor 
contributing to the moderate wage growth was “the Government’s continuing policies to 
get more people of working age out to work”, referring particularly to increases in the 
proportion of lone parents and people aged 55 and above participating in the labour 
market.77 The 2005 Pre-Budget Report indicated that the lone parent employment rate now 
stands at 56.6 per cent—the highest rate on record and an increase of over 11 percentage 
points since 1997.78 The employment of people aged between 50 and the State Pension age 
has increased from less than 65 per cent in 1997 to over 70 per cent.79 Despite these 
welcome improvements, the United Kingdom still has a higher proportion of its children 
living in workless households than any other major EU country, mainly due to the high 
number of lone parent households without work. This indicates that there is still 
substantial room for further progress in this area and the Government has set a challenging 
target of a 70 per cent lone parent employment rate by 2010. In addition to these two areas, 
the Government’s Pathways to Work pilots are aimed at providing additional support to 
help incapacity benefit claimants return to work. The OECD described these as a 
“considerable success”80 and the Pre-Budget Report referred to evidence which “shows that 
the pilots are resulting in significant improvements in the employment prospects of 
incapacity benefits claimants”.81 The Government is also seeking to reform the structure of 
incapacity benefit to tackle further barriers to work. Specific proposals will be set out in the 
Green Paper on welfare reform due in early 2006.82 

30. The Leitch report, which was published at the time of the 2005 Pre-Budget Report and 
which arose from a review of skills conducted by Lord Leitch, found that “over the last 
decade the skills profile of the United Kingdom has improved. For example, the proportion 
of adults with a degree has increased from one fifth to over one quarter of the population,” 
but the report concludes that “despite these improvements, the United Kingdom still does 
not have a world class skills base”.83 The OECD identified the “lack of skills in large parts of 
the workforce” as “a key factor holding back the capacity to absorb innovations and adapt 
work processes to take advantage of new technologies”. They found that, “while the supply 
of university graduates compares well internationally, there is a lack of intermediate and 
vocational qualifications even for the current youth cohorts”.84 Our experts agreed with 
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this assessment, Mr Weale telling us that Britain’s poor productivity performance is mainly 
associated with “what I believe to be the poor quality of education, a long tail of children 
who have difficulty with literacy and numeracy” and he thought that, “although the 
Government is addressing basic skills at an adult level, it will be a long process of putting 
[it] right.”.85 Professor Miles told us that “skills are arguably far more important now in 
terms of people’s productivity than they were 20 or 30 years ago. They are likely to become 
even more important.”86 The CBI welcomed the roll-out of the National Employer 
Training Programme, stating that “a voluntary national programme for low skilled 
employees that provides free, flexible training is a positive step … The training has to be 
applied flexibly and must take into account the day-to-day needs of business, particularly 
smaller firms.”87 

31. The United Kingdom labour market continues to perform strongly, with 
employment growing despite the slowing in output growth. We note the anecdotal 
evidence we have received suggesting that migration into the United Kingdom has 
played a role in relieving skills shortages and moderating wage pressure. We 
recommend that the Government consider commissioning research into the economic 
effects of migration and the extent to which it has relieved skills shortages and 
moderated wage pressures in individual sectors. We further recommend that the 
Government report on the initial outcome of such research no later than the 2006 Pre-
Budget Report.  

32. The United Kingdom has slipped two places from eleventh to thirteenth between 2004 
and 2005 in the World Economic Forum’s Global Competitiveness Report, which 
measures the competitive business and economic climate in economies worldwide. Raising 
skills levels in the United Kingdom is vital to meeting the competitive challenges of the 
global economy and has an important role to play in improving the productivity of the 
United Kingdom economy, where there is still room for improvement. We note the 
conclusions of the Leitch report that, despite improvements in recent years, the “United 
Kingdom does not have a world class skills base”. Evidence suggests that there is 
particularly room for improvement in the areas of intermediate and vocational skills 
and we welcome the roll out of the National Employer Training Programme. This is 
likely to require long-term solutions and we welcome the opportunity offered by the 
Leitch report and the Comprehensive Spending Review to examine and take forward 
those solutions. 

The degree of spare capacity (the output gap) 

33. The Treasury uses a “growth cycle” approach to define the business cycle, a method 
which provides a measure of the output gap—the difference between actual output in an 
economy and output at full capacity. Mr Cunliffe confirmed that for the 2005 Pre-Budget 
Report the Treasury had left unchanged its estimate of trend growth and still assumed that 
the economy was last on-trend in the second half of 2001.88 This meant that the slow 
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economic growth during late 2004 and early 2005 had led to the emergence of a degree of 
spare capacity in the economy, and the Treasury concludes that there is now a “sizeable 
negative output gap”.89 Our expert witnesses, while noting the uncertainties, generally 
believed that the output gap and the amount of spare capacity in the economy were lower 
than estimated by the Treasury. Mr Broadbent believed that there was a risk that “the 
output gap has not widened by as much as the Treasury claims and, therefore, that the 
medium-term prospects for growth are not as favourable”.90 Mr Weale told us that the 
Treasury’s approach did not take account of “the fact that in the last year we have had 
substantial shocks to the trend, most notably associated with oil”.91 Treasury officials 
acknowledged the uncertainty of output gap estimates, Mr Cunliffe telling us that 
“forecasting the output gap is an art, not a science” and adding that “the Treasury 
estimated the output gap to be around 1.4 per cent and other forecasters have it in that 
area. The Bank of England has it somewhere around 1 per cent, on the short side of 1 per 
cent. The IMF, the EU and the OECD are around 0.5 per cent.”92 

34. Several recent developments in three areas could affect the Treasury’s estimate of trend 
growth and the output gap. These are:  

 Oil prices: Higher oil and other energy prices could reduce trend growth; the smaller 
share of oil and gas input costs as a percentage of GDP should mean that such effects 
are lower than in the 1970s and 1980s;  

 Labour market: Increased migration could have increased trend growth in the recent 
past, but there are substantial uncertainties about the overall effects of migration and 
whether it will continue at recent rates. The Governor of the Bank of England has 
indicated that the ability of a faster growing United Kingdom economy to attract 
additional workers “means that some of the traditional jargon which economists used 
to use like the output gap is somewhat less firmly based that it used to be”;93 and 

 Rising public sector employment: The Pre-Budget Report notes that “the stronger 
growth of public relative to private employment may have slowed the growth in labour 
supply to the private sector enough to have kept the economy somewhat closer to trend 
than implied by the output data and the trend growth assumption”. The Treasury 
believes that “estimating the output gap in terms of market sector non-oil GVA (Gross 
Value Added) tends to suggest a somewhat narrower gap than when estimated on a 
whole economy basis”94, but that the measure is still experimental. 

35. The Treasury’s central estimate of the economy’s trend output growth is 2¾ per cent a 
year to the end of 2006, slowing to 2½ per cent thereafter due to demographic effects. For 
the fiscal projections, the Treasury uses an assumption of trend growth at a ¼ percentage 
point lower than the Government’s neutral view. The key assumptions underlying the 

 
89 Pre-Budget Report 2005, p 190, para A.49 

90 Ev 67 

91 Q 4 

92 Q 126 

93 HC (2005–06) 718-i, Q 26 

94 Pre-Budget Report 2005, p 190, para A48 



The 2005 Pre-Budget Report    23 

 

fiscal projections are audited by the National Audit Office under a three year rolling review 
process. The Comptroller and Auditor General’s last audit of the trend growth assumption 
was completed in Budget 2002. Under the three-year rolling review process, a further audit 
of the assumption would have been due at the time of Budget 2005. However, the audit was 
delayed by the Treasury until the current cycle had ended, then projected to be around the 
end of 2005. In the 2005 Pre-Budget Report, the Treasury indicates its intention to invite 
the NAO to complete its next rolling review of the trend growth assumption at the time of 
Budget 2006. 

36. There is considerable uncertainty about the amount of spare capacity in the United 
Kingdom economy. This is due to recent developments in a number of areas including 
international migration, oil prices and the measurement of government output. The 
Treasury believes that the slow growth during late 2004 and early 2005 has led to the 
emergence of a sizeable negative output gap. Other forecasters including the IMF and 
OECD believe that the output gap is smaller. The Treasury should continue to take a 
cautious view of trend growth. We note that the Treasury has departed from its 
previous practice of a three year rolling review by delaying the NAO audit of the trend 
growth assumption until Budget 2006. It is important that, regardless of any future 
changes to the Treasury’s assessment of the timing of the economic cycle, the NAO is 
invited to audit the trend growth assumption at the time of Budget 2006. This audit 
should assess whether developments between the fourth quarter of 2001 and 2006 
support the Treasury’s assessment of trend growth of 2¾ per cent over that period. 
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3 The public finances 

The fiscal policy framework and the fiscal position 

The fiscal policy framework 

37. Since 1997 the Government has put in place and sought to adhere to a new fiscal policy 
framework based on the five key principles of transparency, stability, responsibility, 
fairness and efficiency set out in the Code for fiscal stability. The Code requires the 
Government to state the rules through which fiscal policy be operated.95 In the words of the 
Government, “rules, by their very nature, are intended to impose restrictions on behaviour. 
Fiscal rules must ensure that the public finances are managed prudently and maintained 
within sensible boundaries so that Government meets its spending commitments without 
jeopardising economic stability or running up an unfair bill for future generations.”96 If a 
government states explicit fiscal rules and households and firms believe that the 
government will adhere to its own rules, the credibility of the fiscal framework is 
enhanced.97 There are currently two fiscal rules stated as part of the fiscal policy 
framework, which are: 

 The golden rule: over the economic cycle, the Government will borrow only to invest 
and not to fund current spending; and 

 The sustainable investment rule: public sector net debt as a proportion of GDP will be 
held over the economic cycle at a stable and prudent level. Other things being equal, net 
debt will be maintained below 40 per cent of GDP over the economic cycle.98 

38. Mr Robert Chote of the Institute for Fiscal Studies cautioned that “the golden rule at 
best was only ever a reasonable rule of thumb … The idea that over a period of seven or 
twelve years if you beat it by one billion that is terrific and you miss it by one billion that is 
a disaster just is not sustainable on any analytical grounds.”99 Mr Broadbent also thought 
that “whether or not the Government borrows an extra five or ten billion relative to its 
forecast or even relative to its rule is neither here nor there in terms of the overall 
economy”.100 Furthermore, the OECD has said that “Given the margin by which [the 
golden rule] will, or will not, be met during the current cycle is likely to be small, using this 
criterion to judge whether fiscal policy has been a success or failure is inappropriate. 
Clearly, the new fiscal framework has been helpful in restoring credibility to fiscal policy 
and the economic consequences of slightly missing the golden rule over the current cycle 
should be regarded as negligible, particularly in the context of low net government debt.”101 
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39.  Scepticism has also been evinced about the economic value of the sustainable 
investment rule as currently formulated. Mr Chote said that “there is nothing written in 
stone about 40 per cent; there is nothing in the economic textbooks that says 40 per cent is 
right and that 20 per cent or 60 per cent is not … At the end of the day it is a question of 
whether you are more interested in meeting the letter of the rule or more interested in 
delivering the broader objectives, and that is a political judgment as much as an economic 
one”.102 However, the International Monetary Fund recently stated that they “strongly 
endorse” the objective of stabilising net debt at about 40 percent of GDP.103 

Meeting the golden rule in the current economic cycle 

40. The golden rule is evaluated using the current account balance, which measures the 
difference between current receipts and current expenditure, including depreciation, and 
therefore measures the degree to which current taxpayers meet the cost of paying for the 
public services that they use. Progress against this rule over an economic cycle is measured 
by the average annual surplus on the current budget as a percentage of GDP.104 

41. Following the 2004 Pre-Budget Report, our predecessors noted that the margin for 
meeting the golden rule in the current cycle had fallen since the Budget so that it stood at 
0.1 per cent of GDP. The Committee concluded that “on current Treasury forecasts, the 
golden rule will be met—by a narrow margin”.105 Since our predecessors reported a year 
ago, the prospects for meeting the golden rule in the current cycle have been significantly 
affected by three developments: the change to the Treasury’s view on the start of the 
current cycle, the revision of forecast fiscal outturns for the current and forthcoming 
financial years and the change to the Treasury’s forecast for the end of the current cycle. 

42. During the last Parliament, our predecessors noted the difficulties associated with the 
measurement of compliance with the golden rule. The Committee noted criticisms of this 
approach, including the fact that assessment was retrospective and that identifying the start 
and end dates of cycles is a subjective process. The Committee observed that “there is a 
danger that decisions by the Treasury on the determination of the economic cycle could be 
seen to be taken simply in order to comply with the golden rule”.106 Our predecessors 
received evidence on two particular problems of measuring compliance with the golden 
rule in the current cycle: the first was uncertainty within the Treasury and amongst outside 
observers as to whether the current cycle began in 1999–2000 (the Government’s 
provisional view in 2002) or in 1997–98;107 the second was uncertainty as to when the 
current cycle would be declared closed.108 
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43. In July 2005, on the occasion of his first evidence to this Committee in the new 
Parliament, the Chancellor of the Exchequer announced that, following “the significant 
historical updating by the Office of National Statistics … all the evidence now points to the 
conclusion that the economic cycle started in 1997–98”.109 That announcement was 
accompanied by a publication which explained the Treasury’s thinking on the economic 
cycle in more detail and which in part responded to calls by our predecessors for timely 
analysis of the economic cycle.110 In Budget 2000, HM Treasury had provisionally judged 
mid-1999 to have been an on-trend point, implying a very short full cycle between the first 
half of 1997 and mid-1999 of just over two years. Data revisions for growth around 1999 
between Budget 2000 and Budget 2005 reduced the magnitude of the dip below trend 
during this period. Further data revisions announced in July 2005 further reduced the size 
of any dip and HM Treasury noted that there “is now no evidence of a clear dip below 
[trend] in 1999”.111 The effect of the Treasury’s revision of the start date of the current 
economic cycle is to bring within the current cycle two additional financial years, including 
1998–99 during which the public sector current balance was in surplus by 1.2 per cent of 
GDP. In other words, all other things being equal, it becomes easier to meet the golden rule 
during the current economic cycle as a result of the change to the start of the current cycle. 

44. The second change affecting the golden rule relates to the fiscal position itself. At the 
time of the 2004 Pre-Budget Report, the Treasury was forecasting deficits on the current 
budget of £12.5 billion in 2004–05 and £7 billion in 2005–06, with a small current budget 
surplus expected in 2006–07. The 2005 Pre-Budget Report indicates that the outturn for 
2004–05 was a deficit of £19.9 billion; the Treasury is now expecting a current budget 
deficit of £10.6 billion in 2005–06 and a deficit of £4 billion in 2006–07, with the current 
budget returning to balance in 2007–08 with a £7 billion surplus in 2008–09.112 These 
revisions are linked to the downward revision of growth forecasts discussed earlier.113 They 
result largely from downward revisions to the forecasts of revenue receipts, an issue 
considered later in this Report.114 

45. The third change affecting the golden rule relates to the projected ending of the current 
economic cycle. In the 2005 Pre-Budget Report, the Treasury announced a further revision 
of its view of the economic cycle, this time relating to the end of the current cycle. In the 
2004 Pre-Budget Report the Treasury forecast that the current cycle would come to an end 
in early 2006.115 In view of the downward revision of growth forecasts for 2005 and 2006, 
the Treasury now expects the economy to return to its trend level, ending the current cycle, 
in 2008–09. This more recent change to the end of the cycle further increases the forecast 
flexibility in relation to meeting the golden rule, in that a significant surplus on the current 
budget is projected for 2008–09.116 
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46. The 2005 Pre-Budget Report states: 

The average surplus on the current budget since 1997–98 is in balance or surplus in 
every year of the projection period. The economy is projected to return to trend in 
2008–09, meaning that over the whole cycle the average surplus on the current 
budget would be 0.1 per cent of GDP. On this basis, and based on cautious 
assumptions, the Government is meeting the golden rule and there is a margin 
against the golden rule of £16 billion in this cycle, including the AME margin. 117 

In July 2005 the Chancellor of the Exchequer told us that he considered that the 
Government would meet the golden rule over the present cycle even without the revision 
to the start date of the current cycle announced at that time.118 The Institute for Fiscal 
Studies estimated that, using the latest forecasts contained in the 2005 Pre-Budget Report, 
the golden rule would not be met during a cycle beginning in 1999–2000 and ending in 
2005–06.119 However, Mr Chote of the Institute for Fiscal Studies acknowledged that “the 
Government is a bit of a victim of its own success” in that, by reducing the extent to which 
the economy went through recession and expansion, the Treasury was faced with a 
situation in which the business cycle was less easily identifiable.120 

47. The actual or forecast surplus or deficit on the current account for each year of the 
current economic cycle is set out in the table below, together with the average surplus or 
deficit since 1997–98 and 1999–2000, being the start dates for the current economic cycle 
as estimated at PBR 2005 and Budget 2005 respectively. 
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Table 3: Current account balances over most recent economic cycle 
 

 Public 
sector 

current 
budget of 
% of GDP 

Average since 1999/2000
(estimation of the start 

date of the current 
economic cycle as at 

Budget 2005) 

Average since 1997/98 
(estimation of the start 

date of the current 
economic cycle as at 

PBR 2005) 

1997/8 outturn -0.2% n/a -0.15% 

1998/9 outturn 1.2% n/a 0.52% 

1999/00 outturn 2.2% 2.21% 1.08% 

2000/01 outturn 2.2% 2.23% 1.37% 

2001/02 outturn 1.0% 1.83% 1.30% 

2002/03 outturn -1.2% 1.07% 0.88% 

2003/04 outturn -1.9% 0.48% 0.49% 

2004/05 outturn -1.7% 0.12% 0.22% 

2005/06 estimate 
(estimated end date of current 
cycle as at Budget 2005) 

-0.9% -0.02% 0.10% 

2006/07 estimate -0.3% -0.06% 0.06% 

2007/08 estimate 0.0% -0.05% 0.05% 

2008/09 estimate 
(estimated end date of current 
cycle as at PBR 2005) 

0.5% 0.00% 0.09% 

2009/10 estimate 0.7% 0.07% 0.14% 

2010/11 estimate 0.8% 0.13% 0.18% 

Data sources: public sector current budgets from 1997/98 to 2004/05 taken from Public sector finances, National 
Statistics, November 2005; and public sector current budgets from 2005/06 to 2010/11 taken from Pre-Budget 
Report 2005, Table B1 

We estimate that the impact of excluding 1997–98 and 1998–99 from the golden rule 
calculation for the current cycle would reduce the average surplus on the current account 
to an approximately balanced budget over the current economic cycle. The calculations 
indicate that, based on the Treasury’s fiscal forecasts set out in the Pre-Budget Report, were 
the current cycle still to be viewed as having begun in 1999–2000, the golden rule would 
still be met if the current cycle were judged to end in 2008–09, but would not be met if the 
current cycle were judged to end in 2005–06, 2006–07 or 2007–08. On the basis of the 
Treasury’s revised assumptions about the timing of the cycle and about the fiscal position 
in coming years, it appears likely that the golden rule will be met during the current cycle. 
The International Monetary Fund concluded in December 2005: “The fiscal rules are 
playing an important role in disciplining fiscal policy, although at times this role is 
overshadowed by peripheral controversies. We strongly endorse the objectives of the 
golden rule … However, the current form of the golden rule requires a precise dating of the 
cycle. Not only is this difficult, but the adjustments in the definition of the cycle have 
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proved an unhelpful distraction from the more important considerations of what a 
sustainable fiscal policy is and how it should be achieved.”121 

Meeting the sustainable investment rule in the current economic cycle 

48. The golden rule operates alongside a second fiscal rule known as the sustainable 
investment rule under which “Other things being equal, net debt will be maintained below 
40 per cent of GDP over the economic cycle”.122 In the last Parliament, our predecessors 
referred to an ambiguity in this formulation, in that it is not immediately clear whether net 
debt is to remain below 40 per cent of GDP in each year of a cycle or using an average for 
the cycle as a whole.123 The Treasury has made it clear that, as far as the current cycle is 
concerned, net debt will be maintained below 40 per cent of GDP in each and every year of 
the current economic cycle.124 

49. The 2005 Pre-Budget Report stated that “public sector net debt is expected to stabilise 
at around 38 percent of GDP from 2007–08. Therefore the Government continues to meet 
its sustainable investment rule while continuing to borrow to fund increased long-term 
capital investment in public services.”125 This is shown in the table below, which also shows 
the current “headroom” between the forecast level of net debt and the maximum level of 
net debt permitted under the sustainable investment rule. The headroom falls to a 
minimum of £26.4 billion during 2008–09. The headroom would decrease if GDP growth 
were to be lower than currently forecast, and could also be affected by differences between 
forecasts and outcomes relating to revenue receipts and expenditure. 

 
121 IMF: United Kingdom—2005 Article IV Consultation, Concluding Statement of the IMF Mission, 19 December 2005, 
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Report: The 2002 Pre-Budget Report, HC 528, p 9; Pre-Budget Report 2005, p 15, para 2.8 
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Table 4: Public sector net debt and headroom under sustainable investment rule 
 

 Public sector net 
debt (% of GDP) 

Public sector net 
debt (£ billions) 

Headroom under 
sustainable 

investment rule (£ 
billions) 

1997/8 outturn 41.5% 352.1 0.0 

1998/9 outturn 39.0% 348.9 8.9 

1999/00 outturn 36.2% 341.3 35.8 

2000/01 outturn 31.2% 307.2 86.6 

2001/02 outturn 30.1% 311.7 102.5 

2002/03 outturn 31.4% 342.4 93.8 

2003/04 outturn 32.8% 377.3 82.8 

2004/05 outturn 34.7% 416.7 63.6 

2005/06 estimate 36.5% 456.6 43.8 

2006/07 estimate 37.4% 493.0 34.3 

2007/08 estimate 37.9% 529.0 29.3 

2008/09 estimate 38.2% 560.0 26.4 

2009/10 estimate 38.2% 589.0 27.8 

2010/11 estimate 38.2% 617.0 29.1 

Data source: public sector net debt from 1997/98 to 2004/05 taken from Public sector finances, National Statistics, 
November 2005 and Pre-Budget Report 2005, Tables B30; and public sector net debt from 2005/06 to 2010/11 
taken from Pre-Budget Report 2005, Tables B9 and B10 

The sustainable investment rule complements the golden rule in that, at least as far as 
the current cycle is concerned, it is subject to annual measurement rather than 
measurement over an economic cycle. 

The fiscal rules: audit, scrutiny and review 

50. Since 1997, the Treasury has invited the National Audit Office (NAO) to audit key 
assumptions and conventions underpinning the fiscal projections. According to the 
Treasury, “the involvement of the NAO has been an important factor helping to build 
confidence in the basis for government fiscal projections”.126 Following the decision in July 
2005 to revise the start date for the current cycle, the Chancellor of the Exchequer asked the 
Comptroller and Auditor General to audit “whether on the basis of existing data it is a 
reasonable and cautious view that the previous economic cycle as defined by the Treasury 
ended in 1997”.127 

 
126 Reforming Britain’s Economic and Financial Policy, p 143 

127 Audit of Assumptions for the 2005 Pre-Budget Report, Report by the Comptroller and Auditor General, HC 707 of 
Session 2005–05, p 1, para 2 
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51. The Treasury uses a “growth cycle” approach to define the business cycle, a method 
which provides a measure of the output gap—the difference between actual output for an 
economy and output at full capacity—which is relevant to assessing and setting fiscal 
policy. This approach is widely used amongst expert organisations such as the IMF, OECD 
and the European Commission.128 For completed business cycles, the growth cycle 
approach involves identifying the points in the cycle when the economy is judged to be 
“on-trend” and factors of production are employed at normal rates of utilisation. Having 
identified comparable on-trend points in the economic cycle, the permanent component of 
output is assumed to follow a linear trend between these two points. However, estimating 
the trend rate of growth for a current, incomplete cycle requires a different approach 
because the “next” point at which the economy will be on trend is unknown. While there 
are several methods of estimating trend growth and therefore the date at which the 
economy will return to trend, the Treasury’s approach in 2005 has been to use cyclical 
indicators, such as the percentage of manufacturing or service firms operating at or below 
full capacity. The Treasury’s current estimate of the end date of the previous economic 
cycle is based on 22 indicators.129 

52. The Comptroller and Auditor General’s report on assumptions in the Pre-Budget 
Report notes that “the general view amongst those I consulted was that the Treasury’s 
approach based on cyclical indicators was not unreasonable”.130 He concludes that, “though 
there are many uncertainties, there are reasonable grounds to date the end of the previous 
economic cycle to 1997 … Dating the end of the previous economic cycle to 1997 would 
therefore not reduce the extent of caution in making the fiscal projections.”131 The 
Comptroller and Auditor General goes on to remark: “Some reduction in uncertainty in 
the timing of economic cycles could result from the consistent use of more than one 
method of estimating the output gap. Thus I recommend for the future that the Treasury 
considers more systematically than previously what estimates of the output gap would be if 
other techniques were used in addition to its cyclical indicator based approach.”132 The 
Chancellor of the Exchequer told us that he was prepared to look at recommendations by 
the Comptroller and Auditor General, but was not yet in a position to come to a 
judgment.133 

53. The recommendations of the Comptroller and Auditor General represent only one part 
of the continuing dialogue between the Treasury and the NAO on the fiscal projections. 
The Treasury intends to invite the NAO to complete its next rolling review of the trend 
growth assumption at Budget 2006.134 The NAO will also be asked to audit the end date of 
the current and future cycles once the Treasury has made a firm judgment.135 The IMF 
recently concluded that the NAO’s role represents a strength of the fiscal framework and 
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stated that “reliance on independent audit puts the United Kingdom, along with some 
other countries, on the frontier of institutional development. That frontier is moving, 
however, and we urge the government to further expand the role of the NAO in auditing 
the assumptions and methodologies underlying the preparation of the fiscal projections.”136 

54. Some evidence questioned whether retrospective audit was sufficient to maintain the 
credibility of the fiscal rules and the fiscal policy framework more generally. Mr Chote did 
not believe that the changes to the estimated start date and the expected end of the current 
cycle had “done anything to help the credibility of the framework”.137 Our predecessors 
noted calls for an “independent scrutineer” of the fiscal rules.138 Treasury officials and the 
Chancellor of the Exchequer did not think it was appropriate to seek to separate the fiscal 
forecasting function from the wider fiscal decision-making process of a Government 
accountable to the House of Commons.139 We welcome the decision of the Treasury to 
invite the NAO to examine the reasonableness and caution of the Treasury’s view on 
the end-date of the last cycle and the Treasury’s intention to ask the NAO to conduct a 
similar exercise when the Treasury has made a firm judgment about the close of the 
current cycle, but this should be conducted and published alongside the Treasury’s 
announcement of that judgment. We note the view of the IMF that the NAO’s 
involvement puts the United Kingdom “on the frontier of institutional development”. 
However, the limitations of the NAO’s involvement must also be recognised in that the 
scope of the NAO’s activities is determined by invitations from the Treasury. 

55. Our predecessors, in reviewing the 2004 Pre-Budget Report, noted that the current 
fiscal rules “have generally worked well since their introduction, but are likely to be capable 
of further improvement and refinement in the light of the practical experience 
accumulated over recent years”. The Committee considered that the start of a new cycle 
provided an appropriate opportunity to review the fiscal rules, so that any changes could 
take effect in a new cycle.140 The Governor of the Bank of England told our predecessors in 
March 2005 that “looking back [over the economic cycle] is not entirely helpful”. He 
thought that “what is significant is the need to look forward, and that is to look at the rules 
in terms of whether it is plausible in a forward-looking sense that the rules will be met”.141 
The start of the new cycle now seems less imminent than when our predecessors last 
considered the matter, but a review of the fiscal rules in the near future would be 
timely. There is strong evidence to suggest that clearly stated and measurable rules 
assist in the conduct of fiscal policy and help to enhance transparency. Although the 
golden rule has proved of considerable value to date, there is a risk that, as the final 
years of the current economic cycle are approached, too much emphasis is placed on 
immaterial or technical matters rather than the rule being used to assess whether 
Government policy has been broadly appropriate and fair over the medium term. The 
golden rule’s focus should be on ensuring that fiscal policy is sustainable on a forward-

 
136 IMF: United Kingdom—2005 Article IV Consultation, Concluding Statement of the IMF Mission, 19 December 2005, 

para 9 

137 Q 49 

138 HC (2004–05) 138, para 30 

139 Qq 150, 316–318 

140 HC (2004–05) 138, para 34 

141 Treasury Committee, Minutes of Evidence, Bank of England February 2005 Inflation Report, HC 500-i (2004–05), Q 22 



The 2005 Pre-Budget Report    33 

 

looking basis, rather than encouraging changes to tax levels or spending now as a 
consequence of data revisions relating to levels of growth several years ago. There may 
be merit in seeking to supplement the golden rule with a rule or statement of policy 
that governs fiscal policy during the period when it seems likely that the economy is 
passing from one cycle to another. 

56. A review might also provide an opportunity to consider the application and 
interpretation of the sustainable investment rule. In his submission to the Committee, 
Professor Miles noted that the revisions to the net debt projections bring the government 
closer to the limit under the sustainable investment rule and argued that “the sustainable 
debt rule rather than the golden rule has perhaps the greater potential to become a binding 
constraint on government expenditures”.142 In oral evidence to the Committee, Professor 
Miles noted that his “worry is that [the sustainable investment rule] could curtail 
investment in infrastructure”.143 Some evidence we received reflected concern that the 
sustainable investment rule did not capture the full range of public sector liabilities.144 The 
Treasury is hoping that the first Whole of Government Accounts (WGA) balance sheet 
information can be made available for the year ending 31 March 2007.145 This may prove a 
timely opportunity to consider if an alternative measure to public sector net debt should be 
used in the sustainable investment rule. It will also be important for the Treasury to 
indicate before the start of the next cycle whether the sustainable investment rule will be 
subject to the same stricter interpretation during the next cycle as during the current cycle. 
While criticisms of the arbitrary level of the limit imposed by the sustainable 
investment rule as interpreted during the current cycle have some merit, these do not 
outweigh the essential role that the rule plays in ensuring that Government expenditure 
and investment today do not lead to an unfair or unsustainable burden on future 
generations. Before the current economic cycle is declared closed, we recommend that 
the Treasury state whether, during the subsequent economic cycle, it proposes to 
interpret the sustainable investment rule as requiring that net debt be maintained 
below 40 per cent of GDP in each and every year of the next economic cycle. 

Revenues 

Overall tax receipts 

57. Tax receipts (net taxes and national insurance contributions) in 2005–06 are now 
projected to be £458 billion compared with £461.9 billion projected at the time of Budget 
2005.146 The main shortfalls147 in tax receipts occurred for: 

 non-North Sea corporation tax (£3.2 billion) with the bulk of the shortfall reflecting 
“weaker than expected receipts from industrial and commercial companies, particularly 
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from firms in the retail and manufacturing sectors”. The Treasury considers that “there 
is likely to have been an impact on input costs and hence on profitability from higher 
oil prices in oil-intensive sectors”148 

 income tax and tax credits (combined £2.9 billion), the Treasury noting that “overall 
growth in average earnings has slowed from nearly 4½ per cent at the end of 2004 to 
just under 4 per cent in recent months. However, earnings increases remain high in 
particular sectors of the economy such as the financial sector which has a higher 
proportion of tax payers who pay tax at the higher rate than other sectors of the 
economy”;149 

 value added tax (£2 billion), with the Treasury commenting that “growth in VAT 
receipts has been affected by slower than expected growth in consumer spending, 
which represents around two-thirds of the total VAT tax base, a decline in the 
proportion of consumer spending subject to VAT and increasing losses from 
fraudulent attacks on the system”;150 and 

 excise duties (£1 billion), a shortfall which reflects the continuation of frozen fuel duties 
and the impact of higher pump prices on the demand for fuel.151 

The Treasury is now expecting improved tax receipts in the areas of: 

 North Sea revenues (£2 billion): “oil prices are forecast to average around $55.5 a barrel 
in 2005, compared with $40.6 a barrel assumed in the Budget. The revenue gain … is 
tempered by the drop in North Sea production in 2005 (the Budget forecast had 
assumed only a very modest decline) and higher than anticipated capital expenditure 
by producers”;152 and 

 National insurance contributions (£1.6 billion): the increase is expected as a result of 
strong growth in receipts from wages and salaries especially in the financial sector.153 

The overall shortfall in tax receipts for 2005–06 compared with the level of receipts 
forecast in Budget 2005 appears moderate given that the Treasury’s forecast for GDP 
growth for 2005 was reduced from 3 per cent to 3½ per cent at the time of the Budget to 
1¾ per cent at the time of the 2005 Pre-Budget Report. 

58. We note that receipts from corporation tax are forecast to increase from £41.8billion in 
2005–06 to £50.1billion in 2006–07, as a consequence of a healthy financial sector, the 
impact of anti-avoidance measures and higher equity prices increasing expected receipts 
from life assurance companies.154 Given that uncertainties remain in the global economy, 
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we encourage the Treasury to monitor developments closely to ensure that its forecasts 
of corporation tax receipts remain realistic. 

The Treasury’s revenue forecasting record 

59. The Treasury’s forecasting record shows that current receipts for the forthcoming 
financial year were under-estimated in the period from 1998 to 2000 and have been over-
estimated in each of the five years since 2001. On average, in terms of absolute deviations, 
the average estimation error is approximately £8.5 billion or 2.1 per cent of current 
receipts, as the following table shows: 

Table 5: Treasury forecasting record for current receipts 
 

Current Receipts  
  Forecast Outturn Difference  
Budget 
1998 330.1 334.5 4.4  
Budget 
1999 345 357.2 12.2  
Budget 
2000 375 382.9 7.9  
Budget 
2001 398.4 388 -10.4  
Budget 
2002 407.2 393.2 -14  
Budget 
2003 428.3 419.2 -9.1  
Budget 
2004 454.7 448.4 -6.3  
Budget 
2005 486.7 483 (e) -3.7 (e)  
Average (absolute) 400.8 8.5  

Source: Various Budgets 1998–2005  

Note: (e) – based on forecasts in Pre-Budget Report 2005 

60. The Treasury has historically described its forecasting as “cautious”. Mr Ed Balls, the 
then Chief Economic Adviser in the Treasury, told the then Committee in 2000: “Our 
policy is to have central forecasts based upon cautious assumptions. Our assumptions are 
cautious so that should always mean that the outturns are better than our projections.”155 
Giving evidence on Budget 2005, Mr Cunliffe said that “all of the public finance projections 
are cautious in the sense that we project them on a weaker economy than is our central 
forecast.”156 As in previous Budgets and Pre-Budget Reports, Treasury officials continued 
to defend robustly the general accuracy of their revenue forecasts. Mr Cunliffe said that the 
Treasury were “better than most countries in the European Union … better than the IMF 
… better than the OECD and … better than the position that applied before the new 
framework was introduced”.157 

61. Mr Weale thought that the main influence leading to over-optimistic forecasting was 
the fact that the Treasury was “highly bound by the fact it cannot show forecasts which 
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show the [golden] rule not working, not being met or close to not being met”.158 Although 
much of the fall in forecast revenue receipts can be attributed to lower forecasts for 
economic growth, our predecessors noted that Treasury forecasts for revenue receipts were 
higher than those foreseen by many outside forecasters at the time of the 2004 Pre-Budget 
Report so that our predecessors noted last year that “there are significant risks to this 
forecast”.159 The Chancellor of the Exchequer said that “we have not been over-optimistic 
by inclination. We have seen changes in the world economy that we could not have 
anticipated at every time we set our budgets …Over the course of the last eight years we 
[have] come out in surplus because of our caution”.160 Given the uncertainties over oil 
prices and oil price volatility during 2005, an estimation error of only around £3.7 
billion (or 0.8 per cent of current receipts) appears to be an improvement on the 
Treasury’s forecasting record in recent years. However, the Treasury has now over-
estimated receipts for five consecutive years. It is important that official forecasts for 
tax receipts avoid any systemic bias either to exaggerate or underestimate revenue 
receipts, particularly towards the end of the economic cycle when forecasts are likely to 
come under particular scrutiny. 

Expenditure 

Investment expenditure 

62. During the last Parliament our predecessors expressed concern that capital spending 
consistently failed to match the levels forecast by the Treasury. In January 2005 the 
Committee noted that a very large surge in public sector net investment in the final quarter 
of 2004–05 would be needed to meet the Treasury’s forecast.161 In 2004–05, public sector 
net investment was £3.4 billion lower than projected due to lower capital expenditure.162 
This follows the trend of recent years whereby departments, local authorities and public 
corporations have found it difficult to deliver investment to the level of the Government’s 
plans.163 Ms Mridul Brivati, Director, Public Spending, HM Treasury, took comfort from 
the fact that the extent of the under-spend was smaller than in previous years and thought 
that “departments are getting better at actually spending and realising their investment 
plans”.164 She also noted that it “may be the right and best value for money decision on the 
part of any given department to delay expenditure from one year to another”.165 

63. The Pre-Budget Report shows that net investment is projected to increase from £18.9 
billion in 2004–05 to £31billion in 2007–08.166 The Chancellor of the Exchequer told us that 
investment “has risen this year to £26 billion, so it is five times what it was. It will rise next 
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year to £29 billion and then in 2008 to £31 billion. That is very considerable public 
investment in our economy and that allows us not only to more than quadruple the 
investment on schools and hospitals; it is also allowing us to invest in transport, in 
infrastructure, roads and so on, particularly around new housing developments, but also, 
of course, in the Olympics and sport, so there is very considerable capital investment 
planned for the next few years”.167 The Chancellor of the Exchequer said that “the 
Committee should be clear that public investment will continue to rise right throughout 
the course of this Parliament”.168 The OECD has noted that, even after the share of 
government investment in GDP has risen to just under 2½ per cent of GDP next year, “it 
still remains relatively modest compared with many other OECD countries and may be 
inadequate to correct years of neglect.”169 The Treasury also indicated that, as part of the 
Comprehensive Spending Review, there will be a zero-based review of capital spending 
with the objective of maximising the impact of capital spending.170 We note the 
Government’s commitment to a sustained increase in capital spending in the period to 
2007–08 and we look forward to examining proposals in the Comprehensive Spending 
Review to maximise the effectiveness of capital spending. We will continue to monitor 
how the Government delivers on its plans for increased net investment expenditure. 

Current spending and end-year flexibility 

64. The 2005 Pre-Budget Report indicates that central government current expenditure in 
2005–06 is 4.1 per cent higher than in the corresponding period of 2004–05, which 
represents lower growth than in the Pre-Budget Report estimate for 2005–06 as a whole.171 
Treasury officials explained that current expenditure during 2004–05 had followed an 
unusual pattern, with expenditure more concentrated in the earlier months of the financial 
year. They expected expenditure to follow a different pattern in 2005–06, so that the end of 
year financial forecasts were likely to be met.172 

65. In recent years, the pattern of central government expenditure has been affected by the 
use of end-year flexibility which allows departments to carry forward resources and capital 
not used at the end of a financial year for use in future years which would hitherto have 
had to be surrendered to the Treasury. The authority granted to departments to retain this 
money is intended to prevent the wasteful end-year surges which previously characterised 
departmental spending.173 Our predecessors welcomed the continued use of end-year 
flexibility, but noted a theoretical risk to the Government’s overall fiscal position if 
substantial stocks were drawn down at a particular time. The Committee called for 
clarification of the systems used by the Treasury to monitor the draw down of end-year 
flexibility stock and recommended that figures for departmental entitlements not drawn 
down by re-published at the time of the Pre-Budget Report and the Budget.174 In response 
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the Treasury indicated that it regularly reviewed drawdown “to ensure that public services 
are delivered within the fiscal rules”; it also stated that firm figures on entitlements were 
only available at the time of publication of the Public Expenditure Outturn White Paper.175 

66. At the time of the 2004 Pre-Budget Report the stock of end-year flexibility was around 
£8.8 billion. The Public Expenditure Outturn White Paper for 2004–05 indicates that the 
total amount carried forward at the end of that financial year was about £11.8 billion of 
which over 20 per cent is accounted for by the devolved administrations.176 Ms Brivati 
confirmed that the Treasury monitored departments’ ability to use end-year flexibility and 
indicated that there was a dialogue with departments about the use of end-year flexibility 
stock.177 In terms of ensuring the effective control and use of public expenditure, we 
think that the maintenance of substantial end-year flexibility stocks by departments is 
an encouraging development. There seems no reason to believe that these stocks will be 
used quickly or unexpectedly. However, we share the view of our predecessors that the 
House of Commons should be kept abreast of the position with regard to such stock 
more than once a year. We recommend that provisional estimates of end-year 
flexibility stock held by each department be published as part of each Pre-Budget 
Report and Budget, taking account of amounts proposed to be drawn down in the 
Winter and Spring Supplementary Estimates respectively. 

Longer term expenditure plans and the Comprehensive Spending Review 

67. Departmental and overall totals for public expenditure for financial years 2005–06, 
2006–07 and 2007–08 were established in the 2004 Spending Review.178 The Pre-Budget 
Report indicates that, apart from a small rise for 2005–06 and other changes resulting from 
discretionary measures announced in the Pre-Budget Report, spending plans for these 
years remain in line with the allocations set out then.179 Total managed expenditure is 
expected to increase from the outturn of £487.3 billion in 2004–05 to an estimated £519.9 
billion in 2005–06 and a projected £550.1 billion in 2006–07, annual growth rates of 6.7 per 
cent and 5.8 per cent respectively,180 compared to growth rates for money GDP of 4.2 per 
cent and 4.7 per cent.181 

68. In July 2005, the Government announced that there would be no Spending Review in 
2006; instead, there would be a new Comprehensive Spending Review—comparable to that 
reported on in 1998—which would consider expenditure from a zero base and report in 
2007. The Comprehensive Spending Review will establish expenditure totals for 2008–09 
to 2010–11; departmental allocations for 2007–08 will be held to the totals already 
announced as a result of the 2004 Spending Review.182 During the period covered by the 
2004 Spending Review, expenditure is expected to have grown by more than GDP. In the 
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period to be covered by the next Comprehensive Spending Review, fiscal projections 
indicate that public spending may grow by less than GDP. Mr Chote estimated that current 
expenditure was expected to grow by 1.8–1.9 per cent during that period. Given the likely 
commitments to continuing increases in expenditure on health, education and 
international development assistance, he expected spending by other departments to be 
“squeezed that much harder”, with annual expenditure growth for other departments 
possibly as low as 0.8 per cent in real terms.183 

69. The Chancellor of the Exchequer made it clear that the figures provided for the 
purposes of the fiscal projections represented “working assumptions” only and should not 
be treated as an indicator of the likely outcome of a Comprehensive Spending Review that 
has not yet begun.184 However, Treasury officials did not deny that difficult decisions 
would need to be taken as part of the Comprehensive Spending Review. Mr Cunliffe said 
that “clearly public spending cannot grow indefinitely faster than the rate of growth of the 
economy”. He said that expenditure had to be allocated to maximise value for money and 
to fit government priorities: “in every finance ministry around the world when those two 
things come together there is tension and you have an iterative process to resolve it”.185 

70. The Comprehensive Spending Review will have two public stages. In the summer of 
2006 a report will be published on the spending challenges, including a zero-based review 
of the Government asset base. The Chancellor of the Exchequer indicated that, when this 
report was published, “you might be in a better position to look at what resources may be 
available to the other services then”.186 The final report on the outcome of the 
Comprehensive Spending Review will emerge in the course of 2007. Although it would be 
inappropriate to expect Government commitments on the level of public spending 
between 2008–09 and 2010–11 at this stage, the overall fiscal situation suggests that the 
Comprehensive Spending Review may take place at a time when public expenditure is 
not expected to grow at the same pace as during the current planning period. In this 
context, we welcome the Government’s commitment to a two-stage process, with a 
report on spending challenges to be published in the summer of 2006. We recommend 
that this report be framed so as to maximise opportunities for discussion within the 
House of Commons and consideration by its select committees on the spending options 
and challenges before final decisions are announced in 2007. 
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4 Other issues 

Efficiency savings 

71. At the time of the 2004 Spending Review, the Government published an independent 
review of public sector efficiency by Sir Peter Gershon.187 The Gershon review identified 
£21.48 billion of efficiency savings which could be secured by the end of 2007–08 by central 
government departments and local government and these savings were incorporated in 
spending plans within the 2004 Spending Review. Some savings were intended to be 
cashable and to allow resources to be recycled to fund priorities at the front line; others 
were intended to lead to improved outputs for the same level of inputs. The savings were to 
be retained by departments; they were not intended to represent cuts in departmental 
funding.188 The 2005 Pre-Budget Report outlined the progress that has been made so far in 
identifying and securing these efficiency savings. It indicated that departments and local 
authorities have reported annual efficiency gains totalling £4.7 billion by the end of 
September 2005, with further gains achieved since then. Local authorities are reported to 
have delivered more than £750 million of efficiency gains in 2004–05 and are expected to 
achieve annual efficiency gains of £1.9 billion by the end of 2005–06. The Pre-Budget 
Report cites some examples of savings achieved or in prospect within departments.189 

72. Professor Colin Talbot of Manchester Business School was sceptical about the progress 
reported by the Treasury. He pointed to the lack of detail about savings by department and 
to the difficulties in measuring the non-cash savings arising from claims of improved 
outputs.190 In response to concerns about the lack of a breakdown indicating how the total 
of £4.7 billion of savings reported in the Pre-Budget Report was arrived at, Treasury 
officials indicated that departmental figures were scrutinised and held by the Office of 
Government Commerce and were measured in accordance with departmental Efficiency 
Technical Notes which were developed with advice from the National Audit Office.191 The 
Treasury also indicated that the NAO would be reporting on the efficiency programme in 
the spring of 2006.192 The Chancellor of the Exchequer told us that detailed departmental 
figures would be available in departmental Autumn Performance Reports.193  

73. An initial analysis of the Autumn Performance Reports—which, despite their name, 
were largely published between 7 and 20 December 2005—by the Scrutiny Unit within the 
House of Commons suggests that around £4.6 billion of the reported savings can be 
accounted for in those departmental reports. However, there appears to be some confusion 
about local authority savings, because an overall total is reported on by the Office of the 
Deputy Prime Minister while some elements of that overall total are also reported on 
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separately by the Department of Health, the Department for Culture, Media and Sport and 
the Department for Environment, Food and Rural Affairs, leaving it unclear whether or 
not there has been double-counting. The quality of the information on efficiency savings 
varies considerably between departments. Treasury guidance on 2005 Autumn 
Performance Reports stated that “departments should … set out the efficiency gains 
achieved to date—i.e., the amount achieved in monetary terms—both in 2004–05 and in 
2005–06”.194 Some departments fail to do this, including the Treasury itself.195 The absence 
of efficiency targets and achievements broken down by financial year hinders the ability to 
assess a department’s performance and verify that efficiency gains achieved in one year are 
sustainable in the next. Some departments fail to provide any detailed information to 
substantiate the headline figures provided by relating them to particular programmes. 

74. Delivering the efficiency savings identified in the Gershon review represents an 
integral element in ensuring the effective deployment of public money during the 
planning period covered by the 2004 Spending Review. The headline figure of savings 
of £4.7 billion reported by the end of September 2005 presented in the Pre-Budget 
Report is encouraging, but the information in support of this figure should be 
enhanced in order to strengthen parliamentary and public confidence in the progress 
achieved. We recommend that future Budgets and Pre-Budget Reports include a 
breakdown of reported savings by department and by financial year, as well as an 
analysis of local authority savings which distinguishes savings by sector and by whether 
or not they are cashable. We further recommend that departments be required, in 
future departmental annual reports and autumn performance reports, to set out targets 
by financial year and by programme or theme for meeting their overall targets and to 
report on progress in relation to such intermediate targets. 

75. An important and integral element of the Gershon efficiency programme is the 
proposed reduction in the Civil Service workforce. The Gershon review estimated that 
there would be a gross reduction in Civil Service numbers in consequence of the efficiency 
programme of 84,150 posts between April 2004 and April 2008; the net target for 
reductions was 70,600, the difference representing re-allocations to front line roles in the 
Civil Service.196 The aim is to secure a gross reduction in posts of 84,000 compared with 
what would be the case if the efficiency programme were not being implemented; there is 
no guarantee that other factors will not lead to off-setting increases in Civil Service 
numbers.197 The Pre-Budget Report stated that, by September 2005, a gross workforce 
reduction of 31,085 had been achieved, including 5,771 posts re-allocated to front line 
roles.198 The updated Efficiency Technical Notes published by departments in December 
2005 indicate that different departments are using different starting dates for measuring 
workforce reductions: for example, the Department of Health baseline is March 2003, the 
Department for Education and Skills uses October 2003, HM Revenue and Customs uses 
April 2004 (the original Gershon starting point) and the Office of the Deputy Prime 
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Minister uses June 2004.199 If different starting dates are able to be used, departments might 
seek to choose a time when their workforce numbers were at their highest, thus 
exaggerating the extent of decline from the Gershon review starting point. We recommend 
that, in Budgets and Pre-Budget Reports, the Treasury report on progress towards the 
Gershon workforce reduction targets from a single baseline in April 2004 and ensure 
that information is readily available to enable departmental reductions reported on 
different baselines to be reconciled with such totals. 

76. In March 2004 the Government published a report by Sir Michael Lyons on public 
sector relocation.200 As part of the 2004 Spending Review the Government accepted 
proposals in that report for relocating 20,000 posts away from London and the South East 
by 2010, with at least half of the workforce relocations planned for completion by 2007–08, 
and agreed that these plans would be taken forward as part of the Gershon efficiency 
programme.201 The Pre-Budget Report indicates that 6,300 posts had been relocated by the 
end of September 2005 and that over 7,800 posts would be relocated by April 2006.202 The 
Chancellor of the Exchequer thought that “there are areas where the Lyons proposals are 
moving forward quite quickly”.203 

An independent Office for National Statistics 

77. Shortly before the 2005 Pre-Budget Report, the Chancellor of the Exchequer 
announced that the Government intended to publish plans early in 2006 “to legislate to 
make the Office for National Statistics independent of Government, making the 
governance and publication of official statistics the responsibility of a wholly separate body 
at arm’s length from Government and fully independent of it”.204 The Government 
proposes to create an impendent governing board for the ONS, which will report to 
Parliament and be accountable to this Committee.205 These welcome developments follow 
calls on the part of previous Treasury Committees for statistics legislation:206 a previous 
Committee described such legislation as “absolutely essential”.207 

SIPPs and pensions simplification 

78. In 2003 the Treasury announced plans, which were subsequently given legal effect in 
the Finance Act 2004, to simplify the pensions regime, so that a single regime would apply 
to large pension funds, small self-administered schemes and SIPPs (self-invested personal 
pensions). As part of the process of simplification, the Government decided to allow all 
pensions schemes, including SIPPs, to invest in residential property with effect from 6 
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April 2006. In 2003 our predecessors put to the Chancellor of the Exchequer the suggestion 
that it was hard to reconcile the ambition to control the disproportionate influence of the 
housing market on the economy with a proposal that will allow billions of pounds of 
pension fund money to wash into that market. The Chancellor of the Exchequer indicated 
at that time that he thought the author of that remark was wrong. At that time, our 
predecessors recommended that the Treasury assess the extent to which simplification 
would lead to additional investment in individual houses and “create opportunities for 
abuse”.208 

79. In the 2005 Pre-Budget Report, the Chancellor of the Exchequer announced that he 
was publishing “anti-avoidance measures” including measures to address “the misuse of 
self-invested personal pension schemes to purchase second homes”.209 The effect of the 
latest announcement is to reverse the previous proposal to allow SIPPs to invest in 
individual residential properties with effect from 6 April 2006.210 Evidence we received on 
this matter focused as much on the timing of the latest decision as on its merits. Mr John 
Whiting of PricewaterhouseCoopers thought that the disappointing feature of the latest 
announcement was that “it has taken a long while to get there which suggests a bit of 
havering and worrying about do we go down there. Undoubtedly given where we are now 
or where we are going to be, it would have been far better had that been laid down at the 
start”.211 In their submission to us, the Nationwide indicated that they thought the 
Chancellor of the Exchequer’s latest decision “seems poorly timed” given that the 
previously announced change was scheduled to come into effect in April. They 
characterised the latest decision as “a financial blow to those people who have either set up 
a SIPP in readiness, or who have paid deposits on off-plan flats so that they can put the 
property into their pension in April”.212 Mr Tony Orhnial, Director, Personal Tax and 
Welfare Reform, HM Treasury, denied that the latest decision was a “panic decision”, 
describing it as “considered”,213 although he was aware of the industry representations on 
this subject.214 The Chancellor of the Exchequer said that the changes to the SIPPs rules 
“was actually what many people were asking us to do and I think it is the right decision”.215 
He also indicated that it followed a commitment to look at the previous position.216 In view 
of the concern voiced by our predecessors and others about the possible impact on the 
housing market of the previous proposals to permit investment in individual 
residential property by SIPPs, the revised policy appears appropriate, but the reversal 
came very late in the day. We recommend that the Treasury examine this episode to 
ascertain why the likelihood of misuse was not more apparent to it at an earlier stage 
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and whether any unnecessary costs were incurred by the timing of the change of policy. 
We further recommend that the Treasury report on the outcome of this examination 
and any lessons it has learned for the future conduct of tax policy in its reply to this 
Report. 

Tax avoidance 

Taxing small businesses 

80. Over the past three and a half years, the Government has made several changes to its 
policy on taxing small businesses with the intention of encouraging small companies to 
retain and reinvest their profits for growth. In Budget 2002, the Chancellor of the 
Exchequer announced that, from 1 April 2002, the corporation tax starting rate would be 
reduced from 10 per cent to zero, “meaning that 150,000 small companies will no longer 
pay any corporation tax”, and that the small companies’ rate would be reduced from 20 per 
cent to 19 per cent, “reducing the corporation tax bills of a further 335,000 companies”.217 
In Budget 2004, the Government modified these earlier measures, in order to tackle “the 
increasing numbers of self-employed individuals adopting the corporate legal form where 
the change is made for tax reasons rather than as a step to growth”.218 In order to “proceed 
in a way that protects the benefits of low tax rates for those investing in their businesses”, 
the Government introduced, from 1 April 2004, a 19 per cent minimum rate of 
corporation tax on distributed profits to “ensure that corporate tax rates lower than 19 per 
cent, including the zero rate of corporation tax introduced in April 2002, remain available 
to small companies as they re-invest in their business. Businesses re-investing their profits, 
or companies with taxable profits above £50,000, will be unaffected by this measure.”219 

81. In the 2005 Pre-Budget Report the Government announced further changes to small 
business taxation. Despite the modifications introduced in April 2004, the Government 
continued to be concerned that the zero and minimum rates of corporation tax were 
resulting in “tax-motivated incorporation”, whereby “many self-employed and employed 
people are being advised to incorporate simply to reduce their tax and NICs liability”.220 
The Pre-Budget Report therefore stated that the non-corporate distribution and zero rates 
would be replaced with a new single banding set at the current small companies’ rate of 19 
per cent, which will “simplify the corporation tax calculations for most small businesses, 
refocus incentives, and leave the small companies’ rate at its lowest since its introduction in 
1973”.221 The Chancellor of the Exchequer announced that the zero and non-corporate 
distribution rates would be replaced with a rise in the investment allowances for smaller 
businesses to 50 per cent.222 The Government estimates that it will make significant savings 
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from “tackling tax-motivated incorporation”: an estimated £930 million in tax years 2005–
09. In the same period, introducing 50 per cent first year capital allowances for small 
enterprises is estimated to cost the Government £45 million.223 

82. Mr Whiting thought that the latest changes in the taxation of small businesses would be 
viewed by them with a mixture of confusion and relief. He emphasised the importance of 
providing advice for small businesses “as to how to disentangle themselves out of what they 
may have got themselves into”.224 The Chancellor of the Exchequer told us that both the 
Federation of Small Businesses and the Institute of Directors had welcomed the latest 
changes.225 Asked to comment on the fact that the Government expected to save £930 
million from scrapping the zero corporation tax rate, whereas it expects to spend only £45 
million introducing 50 per cent first year capital allowances, the Chancellor of the 
Exchequer pointed to the fact that the present Government has cut the rate of small 
business taxation from 23 pence to 19 pence in the pound since 1997. He also referred to 
the VAT annual accounting scheme, which he estimated would cost the Exchequer £55 
million in 2007–08.226 

83. Our predecessors had cause to comment on the Government’s implementation of its 
policy on taxing small businesses. In its Report on Budget 2004, the then Committee noted 
that it had been “widely predicted” by commentators that the introduction of the zero rate 
of corporation tax would lead people to incorporate to avoid tax and national insurance by 
reclassifying their income as dividends. Our predecessors were puzzled as to why neither 
the tax authorities nor the Treasury had anticipated this likely effect and noted that, over 
the 2003–04 and 2004–05 tax years, the oversight had cost the taxpayer an estimated £670 
million in lost revenues.227 We welcome the Government’s announcement that the non-
corporate distribution and zero rates will be replaced with a new single banding set at 
the current small companies’ rate of 19 per cent. We are pleased that the Government 
has recognised the need for both certainty and simplicity in this area, although it is 
unfortunate that it has taken it over three years to do so. We recommend that the 
Government issue clear guidance on the tax rates applicable to small business as soon as 
possible. This guidance should provide sufficient information to enable those running 
small companies to assess whether the cost of continuing to operate as a company will 
now outweigh the available tax savings. It should also provide clear information about 
the steps to be taken to wind up a company. We also welcome the Chancellor of the 
Exchequer’s announcement that the zero and non-corporate distribution rates will be 
replaced with a rise in the investment allowances for smaller businesses to 50 per cent. 
The Pre-Budget Report indicates that, while abolishing the starting allowance is 
expected to increase tax revenues by £930 million over the next three tax years, the rise 
in the investment allowance is expected to benefit companies by only £45 million over 
the same period and there will be a further benefit of £55 million by 2007–08 from the 
VAT annual accounting scheme. We urge the Government to assess what further 
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measures it can put in place to encourage small companies to retain and reinvest their 
profits for growth. 

The disclosure regime 

84. In the 2004 Budget, the Chancellor of the Exchequer announced that he would be 
introducing legislation to establish a new regime whereby certain tax avoidance schemes 
would be required to be disclosed to what is now HM Revenue and Customs (HMRC). The 
disclosure requirements were enacted in Part 7 of the Finance Act 2004 and apply to 
promoters who market schemes and arrangements that meet certain criteria for direct 
taxes, and to businesses using VAT arrangements that meet certain criteria.228 The Pre-
Budget Report announced the Government’s intention to extend the disclosure regime to 
“all of income tax, corporation tax and capital gains tax”, effective from April 2006.229 
HMRC intends to discuss the proposed changes with stakeholders before bringing them 
into effect, although it is yet to provide any detailed proposals. Mr Whiting welcomed the 
fact that HMRC intends to hold discussions on the proposed extension of the disclosure 
regime. He trusted that such discussions should mitigate the risk of the disclosure regime 
becoming unduly onerous, warning that an over-burdensome regime would be 
detrimental to both HMRC and the tax industry because HMRC would be “flooded with 
lots of disclosures that they do not need to hear about … and we are back to disclosing a 
haystack of things and leaving the authorities looking for the needle and it serves nobody’s 
interest”.230 We look forward to the Government providing further detail about its 
proposals to extend the tax avoidance disclosure regime to “all of income tax, 
corporation tax and capital gains tax”. We trust that HM Revenue and Customs will 
ensure that it consults fully and appropriately on the proposals, to ensure that the 
optimum balance is struck between protecting tax revenue against inappropriate 
avoidance schemes and ensuring that the disclosure regime does not place an 
unreasonable administrative burden on businesses. 

85. Once the Government has fleshed out its proposals, we will be interested to learn which 
taxes will remain outside the disclosure requirements, and the reasoning behind such 
exclusions. In view of the broadening of the disclosure regime, we recommend that the 
Treasury state whether it now has any intention to introduce a general anti-avoidance 
rule. 

Other tax issues 

The planning gain supplement 

86. The 2005 Pre-Budget Report announced a consultation into a planning-gain 
supplement (PGS), based on a recommendation made by Kate Barker. The PGS is 
designed to help finance the infrastructure needed to stimulate and service proposed 
housing growth and ensure that local communities better share in the benefits that growth 
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brings. The introduction of PGS would be accompanied by a scaling back of planning 
obligations to make the planning system more efficient and transparent.231 The experts that 
gave evidence to us were broadly supportive of the concept, while noting that the level of 
the tax and the way it was administered would determine the success of the tax. Mr 
Whiting said: 

There is obviously a very careful balance here. Again you can sympathise with the 
idea of taking a greater proportion for the state for the general local good of what is a 
potentially substantial uplift in value but, of course, that has already been taxed and if 
you do try and tax it too much then it is one of those classics where the goose may 
stop laying the golden egg, which is exactly what happened with the development 
land tax. The development land tax became too complex, it tried to take too much 
and it choked development … To be fair, the development land tax at one stage was 
looking at an 80 per cent rate of tax. There is no way that the planning gain 
supplement is looking at that.232 

87. In their submission to us, the CBI said that they were “very concerned” about the 
possible imposition of the planning gain supplement. In their view it “would be practical 
only in a very limited number of cases (e.g. greenfield sites designated for development and 
undergoing a large and identifiable uplift in value). And these situations are in any case 
already subject to taxation. Its application to anything beyond the simplest land 
transactions would risk deterring development.”233 Mr Dave Ramsden, Director, Budget 
and Tax Policy, HM Treasury, acknowledged that “there are lessons from attempts in the 
past which have not worked out for various reasons”.234 He believed that landowners will 
only stop letting land come onto the market if they thought “the tax is not going to be 
sustained over a number of years”.235 Mr Ramsden gave three reasons why he believed that 
the PGS would be an effective measure: “it will catch a modest portion of the uplift [in 
value], so we think it will preserve incentives to develop … we can come up with clear 
definitions of value and self assessment [and] … we can avoid the kind of complex offshore 
arrangements you quite often see in this area”.236 

88. In her final report on housing supply, Kate Barker said “Government may want to 
consider the operation of a (substantially) lower rate for housing development brownfield 
land, and the possibility of varying rates in other circumstances, e.g. for areas where there 
are particular housing growth strategies, or where other social or environmental costs may 
arise”.237 Mr John Kingman, Director, Enterprise and Growth Unit, HM Treasury, said that 
the PGS will make “a difference to local authority incentives [such that] we believe that the 
net effect of the package amount will be to increase supply quite substantially”.238 On 
investment in transport and local services, the Chancellor of the Exchequer noted that the 
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PGS would provide revenues that could be used to improve local infrastructure: “That is 
one of the reasons we have put forward this proposal for the Planning Gain Supplement, 
which is something that has to be discussed in the consultation period, so that developers 
are contributing at least something more to the infrastructure needs of the local authority 
areas which are developing new housing projects”.239 On the planning process itself, Mr 
Weale commented “If you think you need a tax that has to accrue to the local authority to 
encourage them to change the way they handle their planning rules then it seems to me 
that there is something very badly wrong with the planning process”.240 We welcome the 
Government’s announcement that they are to consult on the introduction of PGS, 
which should help to deliver the necessary new housing growth in a sustainable fashion. 
We trust that the Treasury will ensure that it consults fully and appropriately on the 
proposals, to ensure that the optimum balance is struck between raising revenues to 
improve local infrastructure, whilst not deterring landowners from selling their land 
for housing development or compromising appropriate planning safeguards. In 
particular, we expect the Treasury to give full consideration to applying lower rates (or 
a total exemption) for PGS applied to brownfield sites. We also consider that, 
regardless of the eventual decision on introduction or design of the PGS, Government 
should continue to accord a high priority to securing improvements to the planning 
system, which currently inhibits the growth in housing supply necessary to keep house 
prices at an affordable level. 

The North Sea supplementary charge 

89. The 2005 Pre-Budget Report announced, “in response to the recent significant rises in 
oil prices which are now expected to be sustained in the coming years, the Government 
will, with effect from 1 January 2006, increase the rate of supplementary charge to 20 per 
cent… The Government is clear that there will be no further increases in North Sea oil 
taxation during the life of this Parliament”.241 Mr Whiting told the Committee that as a 
consequence of the increase in the North Sea supplementary charge, North Sea oil 
companies would be looking carefully at the viability of future investment opportunities, 
although he welcomed the assurance that there are no further tax changes to come in. Mr 
Ramsden told the Committee: “where we introduced the supplementary charge of 10 per 
cent, we cannot see a discernible impact on investment … This picture we now have that 
the oil price is going to be sustained at a higher level in the medium-term does seem to be 
feeding through into the amount we are seeing of exploration and appraisal … We would 
not be doing this if we thought it was going to have an effect on investment”.242 The 
Chancellor of the Exchequer said the “the oil taxation change is on the basis that we expect 
oil prices to remain higher than what has been the previous range. The previous range was 
$22 to $28 and, even if the oil price was higher, OPEC expected oil to go back to between 
$22 and $28. We are now in a situation where at the beginning of the year it was $40, at one 
point it went to $70; it is now back to about $55. Our assumption is about $55 over the 
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course of the next year.”243 We welcome the Treasury’s promise of no further increases in 
North Sea oil taxation during the life of this Parliament, not least because any 
subsequent increases might increase uncertainty around future taxation of oil 
companies and might serve as a disincentive to future investment in the North Sea. 

Tax credits 

90. The ‘new’ tax credits—child tax credit and working tax credit—have been in place since 
April 2003. The 2005 Pre-Budget Report announced a package of measures to reform the 
tax credits regime, most of which will take effect between April 2006 and April 2007. The 
key changes in this package include: 

 increasing the disregard for increases in income between one tax year and the next 
from £2,500 to £25,000; 

 applying automatic limits on the amount of overpaid tax credits HM Revenue and 
Customs recovers from claimants where awards are adjusted in-year, following a 
reported change; and 

 in the case of claimants who report a fall in income during the year, continuing to 
adjust their tax credits payments for the rest of the year to reflect their new income level 
but assessing whether they are entitled to a one-off payment for the earlier part of the 
year at the end of the year, rather than at the point at which they report the fall in 
income. 

The package will also require claimants to report more changes in circumstances than is 
currently the case, and to do so within one month, rather than the current three month 
limit. The deadline for the return of end-of-year information will be moved forward, from 
the end of September to the end of August.244 The Paymaster General, Dawn Primarolo 
MP, described the reforms as providing “greater certainty for claimants, particularly those 
on lower incomes, while maintaining flexibility to respond to falls in income and changes 
in circumstances” and as giving “claimants clear responsibilities to report changes 
promptly and more regularly”.245 Treasury officials described the reforms to us as “a 
package, if you like, of rights and responsibilities in that the Government is giving people a 
more generous treatment both in terms of in-year repayments and threshold payments, 
but in return they are expecting, assisted by HMRC, more responsibility [to be taken by 
claimants]”.246 

91. The Treasury Sub-Committee is currently examining the administration of tax credits 
in some detail, and will look closely at the implications of the latest changes announced in 
the Pre-Budget Report.247 Our remarks at this stage are confined to the cost and overall 
effect of the changes. The Pre-Budget Report provides estimates of the cost of the package 
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of reforms to the tax credits system. The reforms are estimated to be revenue neutral in 
2005–06, to cost £100 million in 2006–07 but then to save £250 million in 2007–08 and 
2008–09.248 We sought clarification from the Chancellor of the Exchequer and from 
Treasury officials about why they expected the reforms to produce a combined saving of 
£250 million in 2007–08 and 2008–09 given that the HMRC estimates that, in 2003–04, the 
£2,500 disregard cost £800 million.249 Officials responded by saying that the reforms 
needed to be considered as an overall package, and that it was “a balance of different 
measures and different timing effects” that produced the estimated savings.250 The 
Chancellor of the Exchequer told us that changes such as “mandatory reporting of changes, 
the one-month limit for reporting changes, the finalisation deadline where we reduced the 
time for which families’ payments are based on out-of-date information” would all save 
money: “so it is true that the £25,000 disregard will cost … money, but it is also true that 
the other changes we made to streamline the system will save money”.251 

92. We also sought a written explanation from the Treasury on the cost of the package of 
reforms proposed to the tax credits system. On the basis of this explanation, the figure of 
£250 million appears to represent a saving based on existing estimates of the cost of the tax 
credits system in 2007–08 and 2008–09, although this is far from clear from the 
information provided: “The basic principle is that when money is paid out to tax credit 
claimants, it scores as a cost to the Exchequer. On the other hand, when any overpaid tax 
credits are recovered, there is a yield. Our baseline forecast included a prudent assumption 
for ongoing overpayments, which were accounted for in full as a cost to the Exchequer.”252 
According to the Paymaster General, without the latest changes, initial estimates suggested 
that subsequent years’ tax credits overpayments would be “broadly the same level as in 
2003–04”, when overpayments totalled £2.2 billion.253 The Paymaster General anticipated 
that, once the latest changes were fully implemented, the value of overpayments would be 
reduced by around one-third.254 It is presumably this reduction in the value of 
overpayments which the Government expects to generate the £250 million saving. We are 
concerned that the Government has yet to provide clear and detailed information about 
precisely how it has concluded that its proposed package of reforms to the tax credits 
system will produce a combined saving of £250 million in 2007–08 and 2008–09. We 
accept that the more stringent requirements for claimants reporting information to 
HMRC should save money. However, it would also appear that the ten-fold increase in 
the disregard for increases in income, from £2,500 to £25,000, will be costly. We 
recommend that the Government provide us with a detailed breakdown of the 
calculations involved in reaching the estimated £250 million saving. 
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93. The Pre-Budget Report states that the ten-fold increase in the disregard for increases in 
income—from £2,500 to £25,000—will ensure that “almost all families” with increasing 
incomes will not have their tax credit entitlement reduced in the first year of the increase.255 
The Chancellor of the Exchequer told the House that the increase “will cover 95 per cent of 
all income rises during a year”.256 The Government does not expect the measures to affect 
the tax credits system’s existing flexibility in responding to falls in income and changes in 
circumstances.257 Mr Chote discussed the trade-off between having an income system 
which is simple and one which is responsive: 

There has always been this choice to be made between having a system that is 
responsive but which has the potential then for overpayments and the associated 
difficulties and something which involves fixed awards, which offers greater certainty 
to people but also cannot respond as easily when the circumstances get more 
difficult. In a sense the higher disregard is moving us more towards something that is 
to all intents and purposes a fixed awards system for many people.258 

The Chancellor of the Exchequer also commented on the implications of the PBR package 
for the design of the tax credits system. If the package “does not work and it is not going to 
be seen to be working”, he considered that the Government would then “have to look at” 
adopting a fixed awards system in which tax credits awards are based on last year’s income: 
“we will continue to look at that, and if that becomes necessary to do we will do it”.259 
However, the Chancellor of the Exchequer thought that a more responsive system, where 
“the child tax credit was based on your actual income over the course of the year, at least at 
the start of the year, [rather] than on last year’s income”, was “better” and also “better for 
the economy”.260 We welcome the fact that the Government is seeking to improve the 
operation of the tax credits system by introducing a package of reforms. The reforms 
are intended to redesign the tax credits system so that, where income rises, tax credits 
entitlements will almost always remain fixed for the remainder of the year and, where 
income falls, tax credits entitlements should be responsive to such falls. In effect, the 
Government is seeking to strike a different balance between an income system which is 
simple and one which is responsive, with the balance leaning a little more towards a 
fixed awards system than has previously been the case. Most of the planned reforms will 
take effect between April 2006 and April 2007. We will continue to monitor the 
operation of the tax credits system during this period, to assess the extent to which the 
reforms address the significant difficulties associated with the operation of the system 
to date. We also welcome the Chancellor of the Exchequer’s undertaking that he will 
continue to review the effectiveness of the tax credits system. We note his statement 
that he is prepared, if necessary, to adopt a fixed awards system in which tax credits 
awards are based on last year’s income. 
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The Pensions Commission 

94. When the Second Report of the Pensions Commission chaired by Lord Turner was 
published on 30 November 2005, much attention focused on the costs of the Commission’s 
proposals. The 2005 Pre-Budget Report states: “The Pensions Commission has also 
estimated that the total cost of its package would be £7.6 billion in 2020 in real terms, 
relative to expenditure assuming earnings indexation of the Guarantee Credit … The cost 
of indexing the Guarantee Credit by earnings reaches £6.4 billion by 2020. For public 
finance purposes this £6.4 billion would be an addition to the medium-term expenditure 
forecast.” Accordingly, the total cost above the medium-term expenditure forecast is 
estimated at £14 billion in 2020, expressed in real terms. Mr Orhnial noted that “the 
proposal is to give a citizen’s pension, as it were, give universal rights to pensions, for 
people from the age of 75 starting from 2010 …would cost… an additional £2.4 billion, 
which adds to the £14 billion that the rest of the package costs”.261 The Chancellor of the 
Exchequer told us that Lord Turner “could not assume that we would raise pension credit 
in line with earnings after 2008 simply because we had always put in our figures cautious 
assumptions about what pensions might cost in the years to 2050”.262 He also noted that 
these figures are not “the basis on which we will plan our policy for the years ahead”.263

However, Mr Chote suggested that “the DWP’s numbers have been suggesting that they 
look at earnings indexation over the longer term and that seems to be a reasonable thing. If 
you do not earnings index the pension credit then you do get a situation where the possible 
state support just becomes less and less generous relative to the standard of living of 
people.”264 

95. The Chancellor of the Exchequer thought that “the main recommendation of Turner is 
actually the encouragement of private savings…What I would like to do is to look in detail 
at the Turner proposals that encourage both employees and employers to make provision 
for their pensions and look at what different decades have put aside for their pensions so 
that they are satisfied that by the time they do retire they have proper provision.”265 Mr 
Weale was asked about the impact of means testing on the provision made by individuals 
for retirement. He said “It depends on the scale of the means testing who is affected by it. 
One cannot just say means testing has that effect. There are degrees of means testing and 
the stronger they are the more they become an impediment to personal savings, so it is a 
relative not an absolute.”266 Mr Orhnial said that the Treasury “have no evidence at all to 
suggest that [means testing of pensions] is affecting savings”.267 Mr Weale suggested that 
the Government should produce a table, similar to Table 4.2 in the Pre-Budget Report 2005 
(which shows the number of people affected by high marginal taxation rates), for people 
that are retired. This would give an indication of how many people are being affected by 
means testing under the current system.268 We think this proposal has merit. We 
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recommend that, as part of Budget 2006, the Treasury publishes a table comparable to 
Table 4.2 of the 2005 Pre-Budget Report but relating to people that are retired. 

96. In respect of encouraging individual saving, the Chancellor of the Exchequer said “We 
have a number of pilots looking at how people can save more in which we are giving in 
some cases £1 for £1, in other cases 50 pence for £1. This is in low-income communities 
where saving has been difficult, and we are trying to make it worthwhile for people to save 
more, or to save at all, which is something that has not been happening. We are hampered 
by having large numbers of people who do not even have bank accounts still in this 
country, but the experiments or the pilots that we are doing have been relatively successful 
in encouraging more people to save.”269 We expect to consider the challenges faced in 
encouraging saving in communities that have not been engaged with financial 
institutions or savings products and do not have access to basic banking facilities 
further during our forthcoming inquiry into financial inclusion. 

Combating fuel poverty 

97. Domestic energy prices have risen sharply over the past year; gas bills have increased by 
17.2 per cent in the year to November 2005, and by over 25 per cent in total over the last 
two years. Energy companies have also indicated plans for further rises in early 2006. Fuel 
poverty is defined as when a person spends more than 10 per cent of their income on 
energy bills. There have been substantial falls in fuel poverty since 1997, from 6.5 million in 
1996 to 2 million in 2003. However, the Department of Trade and Industry estimates that 
with increased energy costs (even before some of the latest price rises), an additional 
400,000 people will have fallen into fuel poverty. The Government announced in the Pre-
Budget Report that it will set aside an additional £300 million to enable pensioners on 
Pension credit to have central heating installed free of charge, and provide a £300 discount 
on central heating systems to all other pensioners who do not already have one in their 
home. In addition, “energy suppliers have agreed to install loft and cavity insulation free of 
charge to households on Pension credit”. The Chancellor of the Exchequer told us that 
there were around “two million households without insulation and half a million without 
central heating”, of which around 150,000 households included persons who were claiming 
Pension credit and would qualify for free central heating. He told us that the average saving 
on a household’s fuel bill from the installation of central heating and insulation would be 
around £300 a year. The said that the scheme would be “of benefit to the pensioner but also 
to the benefit of the country because it will mean more efficient use of energy in the years 
to come”.270 We warmly welcome action taken in the Pre-Budget Report to provide 
pensioner households with central heating and insulation. While substantial progress 
has been made in reducing fuel poverty since 1997, the Government needs to assess the 
impact of recent price rises carefully and take further action where necessary, 
considering the full range of households that might be in fuel poverty. 
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Public sector pensions 

98. In December 2004 the Government announced plans to change the pension age for all 
public sector pension schemes to 65. It was intended that this would apply to new entrants 
from 6 April 2006 and to staff currently in post from 1 April 2013. The savings from this 
move were calculated at 2 per cent of the public sector pay bill once the changes were fully 
in place.271 Following negotiations with the public sector unions, the Government agreed a 
new set of framework principles in October 2005 that will be applied to the reform of 
public sector pension schemes. The Department of Trade and Industry press release 
announced that “A principle underlying this agreement is that existing scheme members 
will have the right to suffer no detriment in terms of their normal pension age and will 
retain their existing pension provision unless individual or collective agreements within 
sector specific negotiations are reached which allow changes to those provisions or 
transition to new schemes”.272 We asked the Chancellor of the Exchequer whether this 
meant that the pension age for existing public sector workers would remain at 60. The 
Chancellor of the Exchequer told us that “the Treasury set out to save £13 billion. We have 
saved £13 billion. There are now sector-by-sector negotiations around a framework 
agreement that was signed by the negotiators. These sector-by-sector negotiations are not 
yet complete and I think you might be well advised to wait until these are complete … I 
think it is possible that all things will be looked at in the sector-by-sector negotiations.”273 It 
is essential that public sector pension schemes ensure value for money for taxpayers. 
We ask the Treasury to provide more details of the cost savings made under the 
framework agreement, compared to those projected under the original proposal to 
increase the pension age to 65 for all public sector workers after 2013. In view of the 
significance of such schemes and their cost to the economy, we want the Government to 
provide a summary of progress in each of the sector-by-sector negotiations in its 
response to this Report. 

The Operating and Financial Review 

99. The Pre-Budget Report stated that “the Government is abolishing the statutory 
requirement for quoted companies to produce an Operating and Financial Review, 
reducing the burden on business by an estimated £33 million every year.”274 Mr Whiting 
said “in general we saw the Operating and Financial Review as a good way forward. It 
promoted more openness, there were more general statements about what was going on 
and we supported it. It seemed to be a way forward in terms of just generally encouraging 
more openness and more transparency.”275 We welcome Government measures to reduce 
the amount of “red-tape” faced by businesses. However, part of the Better Regulation 
agenda relates to proper consultation with businesses and others, and it does not 
appear that best practice in this regard has been followed with regard to the recent 
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change of policy on the Operating and Financial Review. We urge the Government to 
consult widely before changing or abolishing reporting requirements and, where 
relevant, the Better Regulation Task Force should be involved in the consultation 
process. 

Unclaimed assets 

100. The 2005 Pre-Budget Report announced a scheme to invest unclaimed banking assets 
in community projects. This follows an agreement between the Government and the 
banking industry that “the definition of an unclaimed asset should generally cover 
accounts where there has been no customer activity for a period of 15 years as that will best 
identify those accounts that are genuinely unclaimed, and it will consult further on the 
detail of this. On this basis, initial record searches by the industry suggest that several 
hundred million pounds may currently lie unclaimed.”276 The Chancellor of the Exchequer 
told us that “the agreement in principle was that the money went to finance education and 
to youth and community services. I believe that agreement is one, reached on a voluntary 
basis between the two sets of negotiators, which will survive and endure.”277 We welcome 
the announcement of a voluntary scheme for the investment of unclaimed banking 
assets. We may examine the progress of this scheme in due course. 
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Conclusions and recommendations 

Scrutiny of the Pre-Budget Report 

1. We will continue the practice of our predecessors of examining and reporting upon 
Budgets and Pre-Budget Reports. (Paragraph 1) 

2. Although the Treasury was faced with unusual circumstances in 2005, the House of 
Commons is entitled to reasonable notice of the date of the Pre-Budget Report. We 
recommend that the Treasury should announce the date of the Pre-Budget Report at 
least four weeks before the statement is due to be made and, in any case where this 
target is not met, give an account of the reasons. (Paragraph 3) 

The United Kingdom Presidency of the G7/8 

3. We welcome action taken during the United Kingdom’s G8 Presidency to tackle 
global poverty, including the increases in aid and the provision of debt relief. It is 
important that there is clarity about the level of aid and debt relief commitments and 
clear monitoring to ensure that the G8 delivers on commitments at Gleneagles. We 
recommend accordingly that the Treasury include reports on G8 progress on the 
Gleneagles commitments in each Budget and Pre-Budget Report, as well as seeking 
to strengthen international mechanisms for tracking and delivery such as the Africa 
Partnership Forum. We also welcome the launch of the International Finance 
Facility for Immunisation and encourage the Government to continue to explore 
how innovative financing mechanisms such as the broader International Finance 
Facility can be used to provide the additional aid necessary to meet the Millennium 
Development Goals. It is disappointing that the Hong Kong trade talks failed to 
deliver the hoped-for trade deal; progress in 2006 will be important if world 
economic growth is to be supported and market access for developing countries is to 
be increased. (Paragraph 7) 

The recent past 

4. After above trend growth in 2004, growth has moderated during 2005. A number of 
reasons for lower growth were put forward by witnesses, including high and volatile 
oil prices, rising interest rates, weak eurozone growth, slower growth in real 
government consumption, increasing tax revenues and weak earnings growth, as 
well as national accounts revisions. Overall GDP growth for 2005 is now estimated 
by the Treasury at 1.75 per cent, significantly below the Treasury’s forecast of 3 to 3.5 
per cent at the time of the Budget. We note evidence from the labour market and 
business surveys suggesting growth might be revised upwards and that non-oil 
output growth has strengthened from the trough at the start of 2005. We also note 
that, despite its relatively large forecast error in 2005, overall the Treasury has had a 
good forecasting record for GDP growth in previous years. (Paragraph 10) 
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Macroeconomic stability 

5. We note the confirmation that over the past six years the United Kingdom has been 
the most stable economy in the OECD and G7, a record that international 
institutions have described as “impressive”. We note evidence that the institutional 
arrangements for monetary and fiscal policy have played an important role in 
delivering this stability. (Paragraph 11) 

Monetary policy 

6. In a period of high and volatile oil prices, the Monetary Policy Committee of the 
Bank of England has so far managed to keep inflation close to the target. So far there 
is little indication that inflation expectations have become dislodged or that there are 
significant second round effects stemming from the rise in CPI inflation. However, 
this is a risk that will require close examination by the MPC in coming months, 
particularly as the results of pay rounds filter through in the early months of 2006. 
(Paragraph 15) 

Measuring service sector output 

7. Measuring output in the service sector is inherently more complex than in the 
manufacturing sector. We recommend that the ONS make it a priority to review the 
measurement of service sector output, and devote more resources to improving 
measures of service sector output. Any such change should be accomplished as far as 
practicable within existing budgets and without increasing overall compliance costs 
on business, by rebalancing coverage away from sectors of the economy of declining 
importance. (Paragraph 16) 

Consumer spending and the housing market 

8. Consumer spending growth slowed sharply during late 2004 and early 2005. The 
evidence we have received indicates that this was due to rising interest payments, 
lower than expected wage growth, higher petrol and energy prices slowing disposable 
income growth, and an increase in the ratio of tax to household disposable income. 
The MPC cut short-term interest rates by 25 basis points in August 2005 and the tax 
ratio is not expected to continue to increase at recent rates. This may lead to a 
moderate recovery in consumption growth, but to a rate that is still below its long-
term average. (Paragraph 19) 

9. We note that the Treasury’s forecasts for consumption growth are based on an 
assumption that the savings ratio will stabilise at 4¾ per cent, which is around its 
current level. (Paragraph 20) 

10. The recent signs that the housing market is cooling, with house price growth slower 
than earnings, are welcome and this, so far, has come without the abrupt adjustment 
predicted by some forecasters. In the longer term, the implementation of the 
recommendations from the Barker and Miles reviews should improve the stability of 
the United Kingdom housing market. We note evidence that, while the majority of 
households can manage their debt repayments, there is a small, but significant, 
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minority of households with problems with increased mortgage arrears and 
unsecured debt on credit and store cards. (Paragraph 22) 

Business development and pension funds deficits 

11. The growth of business investment has been modest in recent times compared with 
previous periods of economic recovery. The need for companies to devote additional 
resources to pension funds may have been a factor in this. Initial evidence from the 
Bank of England indicates that, in the years leading up to 2002, companies mainly 
adjusted to these financial pressures by reducing dividends rather than cutting 
investment. The Pensions Regulator and the Treasury need to assess carefully the 
impact of the new regulations on pension funding and of other requirements arising 
from the Pensions Act 2004 and the effect they could have on investment by and the 
solvency of companies affected and place a copy of their assessments in the Libraries 
of both Houses. (Paragraph 24) 

Oil and gas prices 

12. We recommend that the Treasury investigate the extent to which the negative effects 
on growth of higher oil prices were greater in the United Kingdom than in the other 
major G7 economies and report on the outcome of those investigations at the time of 
the 2006 Budget. (Paragraph 25) 

13. Ensuring adequate energy supplies, without unnecessary volatility in prices, is 
essential to the health and strength of the United Kingdom economy. We look 
forward to learning of the outcome of OFGEM’s call for an investigation into the use 
of import capacity for gas and consider that the Government should accelerate its 
work with the European Commission and other Member States to encourage 
liberalisation of continental energy markets. (Paragraph 27) 

The labour market 

14. The United Kingdom labour market continues to perform strongly, with 
employment growing despite the slowing in output growth. We note the anecdotal 
evidence we have received suggesting that migration into the United Kingdom has 
played a role in relieving skills shortages and moderating wage pressure. We 
recommend that the Government consider commissioning research into the 
economic effects of migration and the extent to which it has relieved skills shortages 
and moderated wage pressures in individual sectors. We further recommend that the 
Government report on the initial outcome of such research no later than the 2006 
Pre-Budget Report. (Paragraph 31) 

15.  We note the conclusions of the Leitch report that, despite improvements in recent 
years, the “United Kingdom does not have a world class skills base”. Evidence 
suggests that there is particularly room for improvement in the areas of intermediate 
and vocational skills and we welcome the roll out of the National Employer Training 
Programme. This is likely to require long-term solutions and we welcome the 
opportunity offered by the Leitch report and the Comprehensive Spending Review to 
examine and take forward those solutions. (Paragraph 32) 
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The degree of spare capacity (the output gap) 

16. There is considerable uncertainty about the amount of spare capacity in the United 
Kingdom economy. This is due to recent developments in a number of areas 
including international migration, oil prices and the measurement of government 
output. The Treasury believes that the slow growth during late 2004 and early 2005 
has led to the emergence of a sizeable negative output gap. Other forecasters 
including the IMF and OECD believe that the output gap is smaller. The Treasury 
should continue to take a cautious view of trend growth. We note that the Treasury 
has departed from its previous practice of a three year rolling review by delaying the 
NAO audit of the trend growth assumption until Budget 2006. It is important that, 
regardless of any future changes to the Treasury’s assessment of the timing of the 
economic cycle, the NAO is invited to audit the trend growth assumption at the time 
of Budget 2006. This audit should assess whether developments between the fourth 
quarter of 2001 and 2006 support the Treasury’s assessment of trend growth of 2¾ 
per cent over that period. (Paragraph 36) 

The fiscal policy framework and the fiscal position 

17. The sustainable investment rule complements the golden rule in that, at least as far as 
the current cycle is concerned, it is subject to annual measurement rather than 
measurement over an economic cycle. (Paragraph 49) 

18. We welcome the decision of the Treasury to invite the NAO to examine the 
reasonableness and caution of the Treasury’s view on the end-date of the last cycle 
and the Treasury’s intention to ask the NAO to conduct a similar exercise when the 
Treasury has made a firm judgment about the close of the current cycle, but this 
should be conducted and published alongside the Treasury’s announcement of that 
judgment. We note the view of the IMF that the NAO’s involvement puts the United 
Kingdom “on the frontier of institutional development”. However, the limitations of 
the NAO’s involvement must also be recognised in that the scope of the NAO’s 
activities is determined by invitations from the Treasury. (Paragraph 54) 

19. The start of the new cycle now seems less imminent than when our predecessors last 
considered the matter, but a review of the fiscal rules in the near future would be 
timely. There is strong evidence to suggest that clearly stated and measurable rules 
assist in the conduct of fiscal policy and help to enhance transparency. Although the 
golden rule has proved of considerable value to date, there is a risk that, as the final 
years of the current economic cycle are approached, too much emphasis is placed on 
immaterial or technical matters rather than the rule being used to assess whether 
Government policy has been broadly appropriate and fair over the medium term. 
The golden rule’s focus should be on ensuring that fiscal policy is sustainable on a 
forward-looking basis, rather than encouraging changes to tax levels or spending 
now as a consequence of data revisions relating to levels of growth several years ago. 
There may be merit in seeking to supplement the golden rule with a rule or 
statement of policy that governs fiscal policy during the period when it seems likely 
that the economy is passing from one cycle to another. (Paragraph 55) 
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20. While criticisms of the arbitrary level of the limit imposed by the sustainable 
investment rule as interpreted during the current cycle have some merit, these do not 
outweigh the essential role that the rule plays in ensuring that Government 
expenditure and investment today do not lead to an unfair or unsustainable burden 
on future generations. Before the current economic cycle is declared closed, we 
recommend that the Treasury state whether, during the subsequent economic cycle, 
it proposes to interpret the sustainable investment rule as requiring that net debt be 
maintained below 40 per cent of GDP in each and every year of the next economic 
cycle. (Paragraph 56) 

Revenues 

21. The overall shortfall in tax receipts for 2005–06 compared with the level of receipts 
forecast in Budget 2005 appears moderate given that the Treasury’s forecast for GDP 
growth for 2005 was reduced from 3 per cent to 3½ per cent at the time of the Budget 
to 1¾ per cent at the time of the 2005 Pre-Budget Report (Paragraph 57) 

22. Given that uncertainties remain in the global economy, we encourage the Treasury 
to monitor developments closely to ensure that its forecasts of corporation tax 
receipts remain realistic. (Paragraph 58) 

23. Given the uncertainties over oil prices and oil price volatility during 2005, an 
estimation error of only around £3.7 billion (or 0.8 per cent of current receipts) 
appears to be an improvement on the Treasury’s forecasting record in recent years. 
However, the Treasury has now over-estimated receipts for five consecutive years. It 
is important that official forecasts for tax receipts avoid any systemic bias either to 
exaggerate or underestimate revenue receipts, particularly towards the end of the 
economic cycle when forecasts are likely to come under particular scrutiny. 
(Paragraph 61) 

Expenditure 

24. We note the Government’s commitment to a sustained increase in capital spending 
in the period to 2007–08 and we look forward to examining proposals in the 
Comprehensive Spending Review to maximise the effectiveness of capital spending. 
We will continue to monitor how the Government delivers on its plans for increased 
net investment expenditure. (Paragraph 63) 

25. In terms of ensuring the effective control and use of public expenditure, we think 
that the maintenance of substantial end-year flexibility stocks by departments is an 
encouraging development. There seems no reason to believe that these stocks will be 
used quickly or unexpectedly. However, we share the view of our predecessors that 
the House of Commons should be kept abreast of the position with regard to such 
stock more than once a year. We recommend that provisional estimates of end-year 
flexibility stock held by each department be published as part of each Pre-Budget 
Report and Budget, taking account of amounts proposed to be drawn down in the 
Winter and Spring Supplementary Estimates respectively. (Paragraph 66) 
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26. Although it would be inappropriate to expect Government commitments on the 
level of public spending between 2008–09 and 2010–11 at this stage, the overall fiscal 
situation suggests that the Comprehensive Spending Review may take place at a time 
when public expenditure is not expected to grow at the same pace as during the 
current planning period. In this context, we welcome the Government’s 
commitment to a two-stage process, with a report on spending challenges to be 
published in the summer of 2006. We recommend that this report be framed so as to 
maximise opportunities for discussion within the House of Commons and 
consideration by its select committees on the spending options and challenges before 
final decisions are announced in 2007. (Paragraph 70) 

Efficiency savings 

27. Delivering the efficiency savings identified in the Gershon review represents an 
integral element in ensuring the effective deployment of public money during the 
planning period covered by the 2004 Spending Review. The headline figure of 
savings of £4.7 billion reported by the end of September 2005 presented in the Pre-
Budget Report is encouraging, but the information in support of this figure should 
be enhanced in order to strengthen parliamentary and public confidence in the 
progress achieved. We recommend that future Budgets and Pre-Budget Reports 
include a breakdown of reported savings by department and by financial year, as well 
as an analysis of local authority savings which distinguishes savings by sector and by 
whether or not they are cashable. We further recommend that departments be 
required, in future departmental annual reports and autumn performance reports, to 
set out targets by financial year and by programme or theme for meeting their overall 
targets and to report on progress in relation to such intermediate targets. (Paragraph 
74) 

28. We recommend that, in Budgets and Pre-Budget Reports, the Treasury report on 
progress towards the Gershon workforce reduction targets from a single baseline in 
April 2004 and ensure that information is readily available to enable departmental 
reductions reported on different baselines to be reconciled with such totals. 
(Paragraph 75) 

SIPPs and pensions simplification 

29. In view of the concern voiced by our predecessors and others about the possible 
impact on the housing market of the previous proposals to permit investment in 
individual residential property by SIPPs, the revised policy appears appropriate, but 
the reversal came very late in the day. We recommend that the Treasury examine this 
episode to ascertain why the likelihood of misuse was not more apparent to it at an 
earlier stage and whether any unnecessary costs were incurred by the timing of the 
change of policy. We further recommend that the Treasury report on the outcome of 
this examination and any lessons it has learned for the future conduct of tax policy in 
its reply to this Report. (Paragraph 79) 
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Tax avoidance 

30. We welcome the Government’s announcement that the non-corporate distribution 
and zero rates will be replaced with a new single banding set at the current small 
companies’ rate of 19 per cent. We are pleased that the Government has recognised 
the need for both certainty and simplicity in this area, although it is unfortunate that 
it has taken it over three years to do so. We recommend that the Government issue 
clear guidance on the tax rates applicable to small business as soon as possible. This 
guidance should provide sufficient information to enable those running small 
companies to assess whether the cost of continuing to operate as a company will now 
outweigh the available tax savings. It should also provide clear information about the 
steps to be taken to wind up a company. We also welcome the Chancellor of the 
Exchequer’s announcement that the zero and non-corporate distribution rates will 
be replaced with a rise in the investment allowances for smaller businesses to 50 per 
cent. The Pre-Budget Report indicates that, while abolishing the starting allowance is 
expected to increase tax revenues by £930 million over the next three tax years, the 
rise in the investment allowance is expected to benefit companies by only £45 million 
over the same period and there will be a further benefit of £55 million by 2007–08 
from the VAT annual accounting scheme. We urge the Government to assess what 
further measures it can put in place to encourage small companies to retain and 
reinvest their profits for growth. (Paragraph 83) 

31. We look forward to the Government providing further detail about its proposals to 
extend the tax avoidance disclosure regime to “all of income tax, corporation tax and 
capital gains tax”. We trust that HM Revenue and Customs will ensure that it 
consults fully and appropriately on the proposals, to ensure that the optimum 
balance is struck between protecting tax revenue against inappropriate avoidance 
schemes and ensuring that the disclosure regime does not place an unreasonable 
administrative burden on businesses. (Paragraph 84) 

32. In view of the broadening of the disclosure regime, we recommend that the Treasury 
state whether it now has any intention to introduce a general anti-avoidance rule. 
(Paragraph 85) 

Other tax issues 

33. We welcome the Government’s announcement that they are to consult on the 
introduction of PGS, which should help to deliver the necessary new housing growth 
in a sustainable fashion. We trust that the Treasury will ensure that it consults fully 
and appropriately on the proposals, to ensure that the optimum balance is struck 
between raising revenues to improve local infrastructure, whilst not deterring 
landowners from selling their land for housing development or compromising 
appropriate planning safeguards. In particular, we expect the Treasury to give full 
consideration to applying lower rates (or a total exemption) for PGS applied to 
brownfield sites. We also consider that, regardless of the eventual decision on 
introduction or design of the PGS, Government should continue to accord a high 
priority to securing improvements to the planning system, which currently inhibits 
the growth in housing supply necessary to keep house prices at an affordable level. 
(Paragraph 88) 
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34. We welcome the Treasury’s promise of no further increases in North Sea oil taxation 
during the life of this Parliament, not least because any subsequent increases might 
increase uncertainty around future taxation of oil companies and might serve as a 
disincentive to future investment in the North Sea. (Paragraph 89) 

Tax credits 

35. We are concerned that the Government has yet to provide clear and detailed 
information about precisely how it has concluded that its proposed package of 
reforms to the tax credits system will produce a combined saving of £250 million in 
2007–08 and 2008–09. We accept that the more stringent requirements for claimants 
reporting information to HMRC should save money. However, it would also appear 
that the ten-fold increase in the disregard for increases in income, from £2,500 to 
£25,000, will be costly. We recommend that the Government provide us with a 
detailed breakdown of the calculations involved in reaching the estimated £250 
million saving. (Paragraph 92) 

36. We welcome the fact that the Government is seeking to improve the operation of the 
tax credits system by introducing a package of reforms. The reforms are intended to 
redesign the tax credits system so that, where income rises, tax credits entitlements 
will almost always remain fixed for the remainder of the year and, where income 
falls, tax credits entitlements should be responsive to such falls. In effect, the 
Government is seeking to strike a different balance between an income system which 
is simple and one which is responsive, with the balance leaning a little more towards 
a fixed awards system than has previously been the case. Most of the planned 
reforms will take effect between April 2006 and April 2007. We will continue to 
monitor the operation of the tax credits system during this period, to assess the 
extent to which the reforms address the significant difficulties associated with the 
operation of the system to date. We also welcome the Chancellor of the Exchequer’s 
undertaking that he will continue to review the effectiveness of the tax credits system. 
We note his statement that he is prepared, if necessary, to adopt a fixed awards 
system in which tax credits awards are based on last year’s income. (Paragraph 93) 

The Pensions Commission 

37. We recommend that, as part of Budget 2006, the Treasury publishes a table 
comparable to Table 4.2 of the 2005 Pre-Budget Report but relating to people that 
are retired. (Paragraph 95) 

38. We expect to consider the challenges faced in encouraging saving in communities 
that have not been engaged with financial institutions or savings products and do not 
have access to basic banking facilities further during our forthcoming inquiry into 
financial inclusion. (Paragraph 96) 

Combating fuel poverty 

39. We warmly welcome action taken in the Pre-Budget Report to provide pensioner 
households with central heating and insulation. While substantial progress has been 
made in reducing fuel poverty since 1997, the Government needs to assess the 
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impact of recent price rises carefully and take further action where necessary, 
considering the full range of households that might be in fuel poverty. (Paragraph 
97) 

Public sector pensions 

40. It is essential that public sector pension schemes ensure value for money for 
taxpayers. We ask the Treasury to provide more details of the cost savings made 
under the framework agreement, compared to those projected under the original 
proposal to increase the pension age to 65 for all public sector workers after 2013. In 
view of the significance of such schemes and their cost to the economy, we want the 
Government to provide a summary of progress in each of the sector-by-sector 
negotiations in its response to this Report. (Paragraph 98) 

The Operating and Financial Review 

41. We welcome Government measures to reduce the amount of “red-tape” faced by 
businesses. However, part of the Better Regulation agenda relates to proper 
consultation with businesses and others, and it does not appear that best practice in 
this regard has been followed with regard to the recent change of policy on the 
Operating and Financial Review. We urge the Government to consult widely before 
changing or abolishing reporting requirements and, where relevant, the Better 
Regulation Task Force should be involved in the consultation process. (Paragraph 
99) 

Unclaimed assets 

42. We welcome the announcement of a voluntary scheme for the investment of 
unclaimed banking assets. We may examine the progress of this scheme in due 
course. (Paragraph 100) 
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Formal Minutes 

 
Tuesday 17 January 2006 

Members present: 

Mr John McFall, in the Chair 

Lorely Burt 
Mr Jim Cousins 
Angela Eagle 
Mr Michael Fallon 
Ms Sally Keeble 
Susan Kramer 
 

 Mr Andrew Love 
Kerry McCarthy 
Mr George Mudie 
Mr Brooks Newmark 
Mr Mark Todd 
Peter Viggers 
 

 
* * * * 

Draft Report (The 2005 Pre-Budget Report), proposed by the Chairman, brought up and 
read. 

Ordered, That the Chairman’s draft Report be read a second time, paragraph by paragraph. 

Paragraphs 1 to 10 read and agreed to. 

Paragraph 11 read, as follows: 

“In its economic survey of the United Kingdom in October 2005 the Organisation for 
Economic Co-operation and Development (OECD) concluded that, over the last decade, 
‘macroeconomic performance has been impressive; GDP growth has been robust and 
cyclical fluctuations in output have proved smaller than for almost any other OECD 
country, while inflation has remained close to target’. The OECD believed that this was ‘a 
testament to the strength of the institutional arrangements for setting monetary and fiscal 
policy as well as to the flexibility of labour and product markets’. Our expert witnesses 
agreed with this assessment. Mr Martin Weale of the National Institute of Economic and 
Social Research (NIESR) told us that ‘the policy framework has been very helpful in 
delivering stability, in particular the monetary [policy] arrangements that we have had have 
meant that the Bank of England has been able to react in a way that other countries have 
found difficult’. He also believed that the surge in tax revenue in the late 1990s had given 
the Government considerable room for manoeuvre in terms of producing what has 
subsequently been an expansion of fiscal policy. The IMF recently described 
macroeconomic stability in the United Kingdom as ‘remarkable’ and concluded that this 
impressive record owed much to good macroeconomic, financial and structural policies, 
underpinned by sound policy frameworks and supported by a generally favourable external 
environment. We note the confirmation that over the past six years the United 
Kingdom has been the most stable economy in the OECD and G7, a record that 
international institutions have described as ‘impressive’. We note evidence that the 
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institutional arrangements for monetary and fiscal policy have played an important 
role in delivering this stability.” 

Amendment proposed, in line 22, at the end, to add the words “We also note, however, 
that for the third year running the United Kingdom is again in breach of the Maastricht 
deficit rules for 2005, and will now be subject to Commission procedures.”.—(Mr 
Michael Fallon.) 

Question put, That the Amendment be made. 

The Committee divided. 

Ayes, 3 
 
Mr Michael Fallon 
Mr Brooks Newmark 
Peter Viggers 
 

 Noes, 9 
 
Lorely Burt 
Mr Jim Cousins 
Angela Eagle 
Ms Sally Keeble 
Susan Kramer 
Mr Andrew Love 
Kerry McCarthy 
Mr George Mudie 
Mr Mark Todd 

 
Paragraph agreed to. 

A paragraph—(The Chairman)—brought up, read the first and second time, and inserted 
(now paragraph 12). 

Paragraphs 12 to 29 (now paragraphs 13 to 30) read and agreed to. 

Paragraph 30 read, amended, divided and agreed to (now paragraphs 31 and 32). 

Paragraphs 31 to 74 (now paragraphs 33 to 76) read and agreed to. 

Another paragraph—(Mr Michael Fallon)—brought up, read the first and second time, and 
inserted (now paragraph 77). 

Paragraphs 75 to 97 (now paragraphs 78 to 100) read and agreed to. 

Summary read, amended and agreed to. 

Resolved, That the Report, as amended, be the Second Report of the Committee to the 
House. 

Ordered, That the Chairman do make the Report to the House. 

Ordered, That embargoed copies of the Report be made available, in accordance with the 
provisions of Standing Order No. 134 (Select committees (reports)). 
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Several papers were ordered to be appended to the Minutes of Evidence. 

Ordered, That the Appendices to the Minutes of Evidence taken before the Committee be 
reported to the House. 

 

[Adjourned till Tuesday 24 January at 9.45 am 
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Oral evidence

Taken before the Treasury Committee

on Wednesday 7 December 2005
(Morning)

Members present:

Mr John McFall, in the Chair

Lorely Burt Mr Andrew Love
Angela Eagle Kerry McCarthy
Mr Michael Fallon Mr George Mudie
Damian Green Mr David RuZey
Ms Sally Keeble Mr Mark Todd
Susan Kramer

Witnesses: Mr Ben Broadbent, Goldman Sachs; Mr Robert Chote, Institute for Fiscal Studies; Professor
David Miles,Morgan Stanley; andMr Martin Weale, National Institute of Economic & Social Research,
gave evidence.

Q1 Chairman: Good morning everyone and period that the OECD has been discussing have
actually promoted faster growth than one mightwelcome to the Committee in preparation for the

Chancellor’s visit on the 2005 Pre-Budget Report. have expected but also reasonably stable growth.
In terms of our overall performance, stability is oneYou are welcome and we seek your expert advice

this morning. For the shorthand writer can you of the factors that influences the supply side but it
is only one of the factors and my own view is thatintroduce yourselves please.

Mr Broadbent: Ben Broadbent, from Goldman Britain’s poor productivity performance is mainly
associated with what I believe to be the poorSachs.

Mr Chote: Robert Chote, from the Institute for general quality of education, a long tail of children
who have diYculty with literacy and numeracy, andFiscal Studies.

Mr Miles: David Miles, from Morgan Stanley. of course although the Government is addressing
basic skills at an adult level it will be a long processMr Weale: Martin Weale, National Institute of

Economic and Social Research. of putting that right.

Q3 Chairman: So you do not think the leakedQ2 Chairman: We have an hour to get through a
report is enough in itself?lot of questions and so we want them directed to
Mr Weale: The leaked report draws attention to theone of you and we do not want everybody else
issues but I think probably we still need to thinkanswering. Can I start with the first one and refer
more than we have about how to teach children,to the OECD survey of the UK economy which
and what can we learn from other countries thatindicated that over the past eight years the UK had
seem to do it better.been the most stable one in the OECD, but that,
Chairman: Angela?despite this the UK still only ranks just above the

median in terms of GDP per capita and has made
little progress in closing the income gap with the Q4 Angela Eagle:Martin Weale, the Treasury have

explained their revision down of the growthbest performing countries. What do you think has
led us to being the most stable economy in the forecasts as a result of higher oil and commodity

prices internationally, a stagnation of growth in theOECD, and how can we translate this stability
into improvements in long-term structural EU, which is one of our major export markets,

some statistical revisions, and a downward trend inperformance? Who wants to answer that one?
Martin? domestic demand. What is your view of what has

been happening with growth and how do you seeMr Weale: I think the policy framework has been
very helpful in delivering stability, in particular the that panning out in the future?

Mr Weale: Well, the Treasury account is amonetary arrangements that we have had have
meant that the Bank of England has been able to comprehensive account of why their early forecast

has turned out in hindsight to be wrong but ofreact in a way that other countries have found
diYcult. I think what was also helpful was that in course at the time it was higher than almost

everyone else’s forecasts and everyone elsethe late 1990s there was a surge in tax revenue that
gave the Government quite a lot of room for therefore, faced with the same uncertainties, did

better. In terms of how things are likely to pan out,manoeuvre in terms of producing what has
subsequently been an expansion of fiscal policy. I I do expect some improvement in growth next year

but I do think that into the medium term, two tothink also—and this is part of the monetary policy
issue—that the movements in house prices over the three years ahead, the Treasury is being too
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optimistic, and the reason I believe this is that they particularly in services. We think nominal growth
has probably been a little over 2% this year, say,model by identifying a trend rate of growth in the

economy and the economy is expected to return to as opposed to a little under 2%. Having said that,
that would of course change necessarily thethat trend. What they do not take account of is the

fact that in the last year we have had substantial Treasury’s own view of where we are in the cycle
and it would probably mean they would have toshocks to the trend, most notably associated with

oil. For what it is worth, we estimate that the reduce their estimate as to the degree of spare
capacity in the economy and increase thereforeincrease in the price of oil over the last year/year

and a half has taken something like one to one and their estimates of the structural deficit, so it is not
an unmixed blessing for the Treasury if it turns outa half percentage points oV Britain’s trend level of

output, and in the Pre-Budget Report there is no that growth has been underperforming.
discussion of that, no indication that the Treasury Angela Eagle: In my view nothing ever is in
have even thought about it. So I think they are economics; everything is connected to everything
being too optimistic because they are not paying else.
attention to the way that the oil price increase has Chairman: Sally?
adverse eVects for the supply side.

Q8 Ms Keeble: Whilst the Treasury have revised
Q5 Angela Eagle: Did you expect such an down its growth in 2005 and 2006, it has revised
exogenous shock to ratchet down by 1.5% the up its forecast for 2007 and 2008, and Angela has
trend? covered some of that. I just wondered what your
Mr Weale: I also think that the Treasury in the views are as to the whether medium-term forecasts
long term has been a bit too optimistic about the are reasonable. Martin, you have already indicated
trend. They have talked about 2.75%. Our view is that you do not agree with the Treasury’s figures,
that it is more like 2.5% but, yes, in terms of the so I wonder in particular if David and perhaps Ben
oil shock I do believe that it was a downward step would like to say a bit more about their forecaststhat we are adjusting to over a period of two to and what the implications are?three years.

Professor Miles: I think I pretty much come at it
from the same point of view as Martin, namely that

Q6 Angela Eagle: In recent evidence to us the whilst the short-term Treasury forecast looks fairly
Governor of the Bank of England actually said that plausible, of relatively weak growth next year and
he was expecting more upbeat information that below trend, the forecast they have for 2007–08,
they are gathering from their business surveys to which is for above trend growth of around about
lead to the ONS revising its statistics for growth 3%, looks on the optimistic side. One of the reasons
upwards. What is your view of that? for saying that is that it is based on the assumption
Mr Weale: It may happen. I perhaps am a bit more that the household savings ratio, which is at an
of a sceptic than the Governor about the business unusually low level, does not increase from year on
surveys. I think there is actually a lot of work that forward and stays at around 4.5% or so, which is
could be done to study the way they collect historically an extremely low level. If that were to
information and improve on it. On the question of happen it would indeed make the consumer
whether GDP growth is likely to be revised spending profile look more plausible, but again it
upwards, we know that it has been historically, and is a double-edged sword because really in the UK
that point is also made in the Pre-Budget Report, we do need to have a higher household savings
but I do think that it would be helpful if people ratio, and Adair Turner and the Pension
who are concerned about this instead of talking Commission Report is very strong evidence for
about this in vague terms, should give estimates of that. So I think the projection of consumer
what upward revision they expect to happen over spending looks on the strong side and that is an
the next two to three year period, and then we important factor because it is such a big part of
would have a basis for knowing exactly what demand in the economy, so I think 3% looks like
formed their views and with hindsight we would be an optimistic view on growth in 2007–08 and it is
able to assess whether forecasting revisions was a rather important for the assessment that theuseful exercise or not. Golden Rule is met by the cycle that is assumed to

end I think by the end of 2008.
Q7 Angela Eagle: Ben Broadbent, you are nodding
vigorously. Some of the problem with the ONS in

Q9 Ms Keeble: And Ben?this area seems to be diYculties with measuring
Mr Broadbent: I have broadly similar views. It isoutput in the services sector. Is this something you
worth saying that the MPC’s forecast is also forpick up and take account of in your own analysis
3%, at least its central forecast, they have this fanand predictions?
chart, but their central number for 2007 is also justMr Broadbent: Yes, it is very diYcult to measure
over 3%. Like David’s, ours is somewhat below.service sector output accurately anyway and early
There is no published consensus forecast for thatestimates are bound to be more uncertain than later
year yet, but I imagine it will be somewhat closerones. It does seem to be true that some of the
to the long-term trend 2.5 to 2.75. So it does lookbusiness surveys are in the end a better indication
a little on the high side relative to what mostof what the ONS will eventually say growth has

been than its own preliminary numbers, forecasters would predict, I imagine.
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Q10 Ms Keeble: And the implications? basically anecdotal. I just wondered what your view
was, whether you support the Bank’s assessment ofMr Broadbent: The implications for the fiscal side,

certainly from what David and Martin have said, the role of migration, and is there any research you
would draw our attention to support that?is that the structural position is somewhat less

sound than the Treasury would claim and therefore Mr Weale: I agree with the Bank of England but
I am afraid I do not think I am in a position to bethe prospects for revenue growth and for the deficit

are therefore a bit less rosy than in the Pre- more precise than them, that, yes, there is a lot of
anecdotal evidence, that one of the features that hasBudget Report.
surprised me for a long time, but particularly
recently, is just how moderate wage growth hasQ11 Mr Fallon: Mr Broadbent, the Governor
been and so they and I and you are putting twoattributed part of the consumer slow down to the
and two together, but I am afraid I cannot drawrising tax burden and in your note to us you refer
attention to anything more substantial.to a “strong rise in household income taxes as

something that has probably contributed to the
weakness of private consumption of growth.” Can Q14 Lorely Burt: Are there any other factors you

can see that are contributing to this moderateyou expand on that?
Mr Broadbent: David mentioned a few moments wage growth?

Mr Weale: Other factors that do contribute are theago the household saving ratio and one of the
striking things about the last few years from the Government’s continuing policies to get more

people of working age out to work and they drawUK is that despite big swings in house prices, the
saving rate has been very stable. It does not seem attention to the way in which the proportion of

lone parents going to work is rising. It is also theto have been as influenced by the housing market
as it was, say, in the late 1980s/early 1990s and case that we have seen recently increases in labour

market participation of people aged 55 and abovemany of the movements in consumption growth in
the last few years have been mirrored by and potentially at least one might think that has

more scope than plausible migration as a way ofmovements in income growth. It seems mainly to
have been changes in cash flow, nothing more increasing the pool of available labour.
complicated than that that has determined
movements in private spending growth. In the last Q15 Lorely Burt: Indeed in terms of the actual
year or so there has been a big increase in number it is not a significant number, it is 3.7
household income taxes, bigger than the increase in million, something like that, coming in.
pre-tax incomes, and it has certainly outweighed, Mr Weale: Immigration is typically thought to run
for example, the eVect of higher energy prices on at about 250,000 people a year as far as I know. I
real take-home pay of households, so I think it has think that is a gross number so it includes
probably been quite an important factor in dependants as well as people going out to work.
spending slower consumption growth, yes. That Some countries are starting—and I do not know it
was in the Treasury’s forecast. I think income taxes is true of Britain—to observe that the ratio of
have come in broadly in line with what the dependants to potential workers among
Treasury expected in the Budget and indeed in the immigrants is rising and therefore although the
Pre-Budget Report, but I think it has certainly gross flows are staying stable, it is less likely to
arithmetically meant quite a big reduction in take- reduce labour market pressure than it was. I can
home pay for the household sector. send you some work on that.

Q12 Mr Fallon: Right. The Governor suggested Q16 Lorely Burt: Okay. Just finally if you think
that that eVect was falling away now. Do you see that it is mainly to do with people coming oV

the increase in household income taxes continuing benefits into work is that because the type of jobs
to have an eVect on consumer spend? that these people are taking are lower paid jobs
Mr Broadbent: It will but probably at a more than perhaps other people in the economy?
moderate rate. I think the Governor mentioned the Mr Weale: Here I am afraid I am having to guess
figure of two percentage points, the increase in that I think that people who can command high-
taxes relative to income for households. It is paid jobs typically on average do not have much
unlikely to carry on rising at that rate and I do not trouble in finding jobs. It is in the lower paid sector
think either that is in the Treasury’s forecast. They where there has been the expansion and I think that
have a forecast which has household income taxes is probably what we should look to see continuing.
continuing to rise faster than income. That is On the other hand, if you look at people who take
normal fiscal drag as people move into higher tax early retirement, there are largely two categories
brackets but not at the same rate we have seen over there. One is people going on to disability benefit
the last year or so. and they are likely to have been doing poorly paid

jobs before going on to disability benefit; the other
is highly paid people who essentially retire whenQ13 Lorely Burt: I would just like to ask about

international migration, and I suspect it is for Mr they feel they can aVord to. The Government again
is concerned about getting people oV disabilityWeale. The Bank of England has flagged up the

importance of migration from the EU accession benefit and back into the labour market so those
will be people who are typically doing low-paidcountries in dampening wage pressures but Paul

Tucker told us that he thought the view was jobs.
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Q17 Mr Mudie: Just when you mentioned wage Mr Broadbent: No, I think it is true that we do not
consume any more oil relative to our output thaninflation there the Chancellor this week said

something about the public sector and 2%. Is this any of the other G7 countries, so it is not clear why
it should have had a bigger eVect. I do not thinknormal or is this the first visible sign of a tightening

economy and what used to be referred to as “pay the fact that we are a producer makes that much
diVerence, but on the spending side I think wefreezes”? Is this the first sign of it or is this just a

normal move by the Chancellor? probably spend less per pound of GDP on oil than,
say, the United States does and some of theMr Weale: It depends what you mean by a normal

move by the Chancellor. It is the sort of normal European countries do as well, so I do not see why
it should have had a bigger eVect here.move from a Chancellor who is concerned about

the fiscal position and who wants to balance the Professor Miles: If I can just oVer a thought on
that. I think there is one reason why you wouldbooks by keeping down spending. Obviously at a

time when earnings generally are rising by 4% or a expect the eVect on the UK to be smaller than most
other countries which is that we are more or less,bit more, 2% for the public sector will look low but

we know that over the last few years earnings in at the moment anyway, self suYcient in oil and
therefore you do not get the hit to national wealththe public sector have been rising more rapidly than

in the economy as a whole, and for some reason or in terms of trade that other countries which have
to import oil have. So there is a reason why itthere seem to be periods of fast growing public pay,

so-called catch-up periods which some people may should be less of a story for the UK.
say are overtaking periods and then you have spells
when it is the other way round. I think we are likely Q21 Damian Green: What about the long-term
to see a period when the Government tries to rein eVect? The Treasury seems pretty sanguine that the
in public sector pay growth because it is concerned eVect on long-term productivity potential is not
about the overall fiscal position. very high. What do you think about that?

Mr Broadbent: Martin addressed that earlier; it is
extremely diYcult.Q18 Mr Mudie: Mr Broadbent, you nodded your

head.
Mr Broadbent: It is true, as Martin said, there are Q22 Damian Green: Do you agree?
sustained periods where one sector seems to have Mr Broadbent: Yes, I would not be precise about
received larger pay rises than the other. As to the the numbers. The Bank of England had a page in
level, I think there are estimates of relative levels the last Inflation Report without mentioning a
of pay which the ONS have which show that the single number. They have been quite wary of doing
average wage is higher in the public sector than in that. I know that they are working quite hard on
the private sector. trying to refine those estimates, or in fact to come

up with one, but in most estimates, for example,
relative to the Treasury’s Budget forecast, the oilQ19 Damian Green: Can I ask about oil prices. Ben
price is around $15 a barrel higher. That mightBroadbent, in your submission you make the point
mean on a standard estimate something like 0.5%that higher oil prices cannot be the only or even the
oV GDP and I think Martin’s numbers had amain explanation for downgrading growth
permanent eVect relative to two years ago of 1% onforecasts, so how important do you think oil prices
output. That certainly does not seem implausibleare in explaining the downgrading?
to me.Mr Broadbent: I think they have to have been part

of the explanation and they have to have had an
impact on growth everywhere, but what is striking Q23 Damian Green: That suggests the Treasury is
about the PBR forecast is that the Treasury did not being a touch complacent?
have to downgrade its forecasted growth in the Mr Broadbent: Possibly. Certainly it is one of the
other G7 countries, collectively at least, I think they reasons why I think collectively all of us have the
forecast growth of 1.5 in the euro area and we are opinion that the forecasts not necessarily for next
going to get something close to that this year, I year but for 2007–08 may be on the high side and
imagine, with one quarter’s data still to come, and have not allowed for any eVect of higher energy
for the G6 as a whole, excluding the UK, we are prices on potential output.
going to get possibly slightly higher growth than
the Treasury expected in the Budget, so it is not Q24 Kerry McCarthy: Turning now to exports,
clear that higher oil prices should have had any less recently the Bank of England noted that given the
of an eVect on those countries than it would have expansion in world trade UK export performance
had on the UK. It is worth saying that globally also has been somewhat disappointing. What factors
higher oil prices have probably had less of an eVect would you say account for this disappointing
on the world economy than people feared earlier performance? I am not quite sure who to direct it
this year and late last year. I think the world to? Maybe somebody from one of the banks
economy has coped pretty well on the whole with Professor Miles: I think a factor here has been in
the rise in energy prices. play for quite a long time in the UK which is that

since sterling appreciated very sharply in the back
end of the 1990s on many estimates it has remainedQ20 Damian Green: Is there any way that the

higher oil price could have had a greater eVect on at a level which makes it very diYcult for parts of
UK industry to compete in world markets. I thinkthe British economy than on other G7 economies?
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it is one of the reasons why manufacturing output now it has gone past 6% and the dollar is still
strengthening. Do you think that means anhas been far weaker than other parts of the

economy which are less open to international increased risk from global economic imbalances?
Mr Weale: Could I say that I see the US tradecompetition. I think it is one of the reasons why

the current account deficit in the UK has gradually deficit as being a sign rather than the fundamental
cause of the imbalance, which is that the Unitedmoved up and has been very persistent for several

years. Our own estimates at Morgan Stanley would States and also the United Kingdom are not saving
nearly enough. The United States is going onsuggest that sterling remains pretty significantly

overvalued on a fundamental long-term basis investing but it is doing its financing from abroad.
We are investing at a rather lower level butagainst a range of other currencies. Looking to the

future, as interest rates likely move up, and have financing it from abroad. Whether that would ever
lead to a major financial crisis I would not like tomoved up in the US relative to the UK and may

well be moving up in the euro zone relative to the predict, but you can be quite sure that what it
means is that in the end people will be disappointedUK, it is possible that that will bring sterling back

down to a more sustainable competitive level, so I that their incomes are lower than they would like.
think there is some reason to be optimistic that the
outlook for exports is somewhat more positive over Q28 Kerry McCarthy: Do the others share that
the next few years than it has been over the last view?
four or five years. Professor Miles: I think there is a significant chance

of these imbalances in the world economy playing
out in a way that might cause abrupt adjustments,Q25 Kerry McCarthy: Does that mean you think
in particular I am thinking about the possibilitythe Treasury’s projections of export growth of 5%
that at some point in the near future those investorsto 5.5% for 2006 are reasonable?
outside the US who have been willing to buy moreProfessor Miles: That seems a not unreasonable
and more US financial assets, particularly UScentral forecast. I think there are other areas where
government bonds, decide they have got enough,the Treasury might be on the optimistic side. That
and if they stop buying them, at that point youto my mind is not one of them.
need something to adjust very quickly, and theMr Broadbent: I agree with what David has said
most likely thing is a combination of the USbut it is also true of course that a lot of the growth
exchange rate falling sharply and maybe long-termin world trade has been between countries where
interest rates in the US moving up very sharply.we have a very small export presence. If two Asian
That will be very painful both for the US andcountries start trading a lot more with each other—
countries in Europe as well. I would judge that asand trade between Japan and China has boomed
a real possibility.in the last few years—that is not necessarily going

to reduce our share of the total. We have also lost
a bit of ground even when you look at our trade Q29 Susan Kramer: If I could talk to you just a
weighted export market growth, which I agree with little bit about the Sustainable Investment Rule.
David is probably due to an overvalued currency. Professor Miles, I notice from your comments that
Mr Weale: Could I just add to the point that while you say the Sustainable Investment Rule is more
I am happy with the numbers, Britain is less well- likely to be a binding constraint than the Golden
placed than, say, Germany for exports to oil Rule. I think most of us think the Golden Rule is
producing countries and that, for obvious reasons, not much of a rule any more. Could you give us
is looking like an area where there is some growth your rationale for that opinion and also do you
potential at the moment. think there is any case for targeting the rule at a

broader set of liabilities, for example including
public sector pension liabilities or a greater shareQ26 Kerry McCarthy: That was going to be my
of PFI liabilities?next question. How well-placed is the UK to benefit
Professor Miles: I think my reason for thinkingfrom increased demand from oil-producing
they might become more of a constraint oncountries?
Government action and Government investment inMr Weale: I think better than the United States,
particular was the following: if growth turned outand for that reason one could say that the United
to be below the above trend 3% projection forStates is likely to be hit more than other countries
2007–08, it would be a plausible response for theby the high oil price but less well-placed than
Government or for the Treasury to say preciselyparticularly Germany which has a very eYcient
because of that although borrowing will be higherexport structure, has good links with the oil
there was therefore more slack in the economy andproducing countries, and is likely to be helped very
that you push forward the date at which you assessconsiderably, so partly good, partly bad. It is taken
the cycle will end, and that although you areinto account certainly our numbers which are
borrowing more it would not necessarily followsimilar to the Treasury numbers, but other people
that you were going to miss the first rule becausewill do better there.
you just push the cycle further forward, no doubt
to a time when you thought that there would be
some surpluses and therefore everything could stillQ27 Kerry McCarthy: On the question of the US

trade deficit in the past people expressed concerns look okay. What you could not do is say you were
deciding to change how you measure net debtthat it looked as though it was exceeding 5% and
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which is, in a sense, a further, harder number and assumptions about the future make reasonable
projections about what the future flow was andthat that number if you did not see less than 3%

growth in 2008–09 would not be the 38% odd in therefore what the present value of those
commitments was. It would certainly be helpful.the forecast, it would be then be very close to 40%

and you would be pretty much up against a binding Whether or not it should be included in another
rule or an existing rule I am not so sure.constraint at that point on borrowing more. That

was my reason for feeling that it was more of a Mr Weale: If I could make the point that the
Government does, of course, produce its long-termconstraint probably than the first rule. On the

question of whether you should include a much fiscal projections in an accompanying paper and
the diYculty that they face is very much what Benbroader range of liabilities, including future

commitments to spending on pensions or health, and David have described. The Treasury is able to
produce projections which say if we pay this muchone could do that. I think it depends on how firm

you think the commitment is, and there is an on pensions, this much on health, then the finances
look fine, even given demographic change, but ofargument that the Government should quite rightly

remain flexible on its plans for the future partly course the really interesting question is are the
numbers in there credible? Is it credible to say thebecause we do not know much about how

demographics will play out, there is this huge pension credit will be linked to prices and not to
wages from 2008 into the indefinite future? So Iuncertainty, so what is the point of putting in a firm

number for future commitments when there is so think documents of that sort are valuable but they
are valuable because of the scope for discussionmuch uncertainty? If you were to decide

nonetheless that you wanted to widen out the range they create rather than the hard and fast rules that
they allow you to set. On the other hand, I do agreeof liabilities then of course it would make sense to

increase very substantially the acceptable level of with the other witnesses that the issue of public
sector pensions does seem to me rather importantthose liabilities relative to GDP. It is not entirely

obvious what the advantage of doing that is. I think and that there are a number of other oV balance
sheet numbers associated with the PFI which seemthe key thing is how much flexibility does the

Government have on certain kinds of commitments to me much more like the issue of government debt
than they do the question how much pension creditdown the road to spending? I would argue that on

education and health and particularly on pensions the Government is going to pay in 30 years’ time.
there is or there should be a lot of flexibility and
therefore it does not make sense to treat them in Q32 Mr Todd: I would like to turn to public sector
the same way as you treat the issue of an index- investment. I think Mr Miles has commented on
linked government bond where there is a very firm some of the issues potentially constraining that in
promise to pay certain amounts of money. the future. If we look particularly to the back end

of the forecasts in the Pre-Budget Report, what
conclusion do you draw from those whichQ30 Susan Kramer: Do we need an additional

measure? Is there something that is missing because suggested a growth in public expenditure of only
1.9% between 2008 and 2011, if one bears in mindthere is so much more happening oV balance sheet

and so much more longer-term commitment to the that needs to accommodate both public sector
investment and some of the liabilities that have justway that public sector programming is being

developed, are we missing a new measure we might been talked about?
Professor Miles: I think the projections for overallneed to try and pick that up?

Professor Miles: I think it really comes back to how spending are such that after about 2007 or so
spending is predicted to grow less than GDP, whichmuch is there a very firm liability that lies with the

Government to spend specific amounts of money, would represent pretty tight limits on spending in
particular areas. I think my concern—and it reallyand once you focus on the issue of how firm is the

commitment to spend certain amounts of money, comes back to issues about the net debt rule of
40%—is that that rule may come to aVect decisionsthen you are on a spectrum where at one end there

is something which is a very firm commitment (you on highly desirable elements of government
investment and spending which might be curtailedissue an index-linked bond which guarantees that

you pay certain real amounts of money for the next in a way that is undesirable. In other words,
projects that might have a high expected return30 or 40 years) and at the other end there are areas

of commitment that are much more flexible. I think might not get done because we were very close to
the 40% rule. My own view on that is that there isit is diYcult to decide where exactly you draw the

line and include this stuV that is a firm liability and an argument for that 40% number actually being
higher and it runs like this: if you are close to 40%this stuV that is flexible.
on the net debt—

Q31 Susan Kramer: Mr Broadbent, you looked as
though you had a comment? Q33 Mr Todd: —which we may well be during

that period.Mr Broadbent: No, Robert is probably much better
placed to answer this than me. I agree with David. Professor Miles: —which we are likely to be within

a few years, if you are very close to that and you hitI think you mentioned specifically pensions for
public sector employees which I would regard, the first rule of balancing the budget on the current

account then how much net investment you can doexcluding bonds, at the firmer end of commitment,
and where probably one could conditional on some is limited to 40% of the increase in GDP. If you
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start out with a situation where due to under- quite a significant impact on the fiscal position. Is
that something that you have any concern about orinvestment in infrastructure in the past you may

well want to do more than that in terms of do you just think this under-performance will
continue ad infinitum?investment to try and catch up from the past, you

would be constrained by that 40% rule. It seemed Mr Weale: Could I say that the under-performance
seems to be as regular a feature of the data as themuch less likely when the 40% rule was put in place

several years ago that that would become a binding upward revisions in the ONS growth estimate and
of course neither of those is a forecast that it willconstraint, but that is where we are right now and

my worry is that could curtail investment in continue ad infinitum. We always assume that the
investment plans in the Budget statements areinfrastructure.
going to be delivered, but of course that does not
happen. I really do not know.Q34 Mr Todd: Bearing in mind all of your views

that the growth forecasts in that period are
probably on the optimistic side, it suggests an even Q38 Mr Todd: But that failure to perform certainly
greater likelihood of a constraint on public sector this year has been met by an increased expenditure
investment during that period. in current expenditure and has provided space for
Mr Chote: If I could just add, you made the point that growth which of course brings many of its own
about the spending projections at the moment for burdens into subsequent years as well.
the period of the next Spending Review. Within Mr Weale: I think in the past it has been said that
that period, the Treasury have assumed that net investment spending was the easiest thing to cut
investment remains at 2.25% of GDP, so it is not and of course people have criticised various
squeezed as a share of national income in the way governments because of that. We may get to the
that the rest of public spending would be at that point where if some sort of tighter fiscal position
time. is needed the Government does take the view that

current expenditure has increased quite a lot and
may be that is where the brake should be applied,Q35 Mr Todd: Yes, but that also presents an issue

that if one maintains that as a fixed element it and in that sense to have the 40% rule doing that
(if it does work like that) could be quite valuable.suggests that other elements of public expenditure

will be squeezed rather tighter, does it not? Chairman: Sally, you have a question about
medium-term sustainability.Mr Chote: It does. Current expenditure is now

pencilled in to grow by about 1.9% a year in real
terms over that period. If you take into account the Q39 Ms Keeble: Earlier you were all quite critical
fact that the Wanless Report is implying 4.4% real of the growth forecast and Mark has covered that
growth in the NHS, we have a commitment to raise as well. How likely do you think that either tax rises
overseas aid as a share of GDP, and it seems or spending cuts will be needed to ensure
unlikely that you are going to want to shrink sustainable public finances in the medium term?
education as a share of national income, then Also if you are looking at the diVerent areas of
obviously what is left ends up being squeezed that public spending and the implications then for
much harder. diVerent issues that arise, for example, productivity

problems in the economy (which Martin you said
Q36 Mr Todd: The other element the ONS has you saw the biggest single factor as being
certainly commented on is the realism of the education) are there particular areas that you
delivery of public sector investment targets anyway would in eVect want to see ring-fenced or protected,
and they are pretty consistently underspent each given that you have also got the problems of
year simply because it seems to be harder to get the pressures for extra spending on pensions and also
bricks into the ground than people have suggested. on the Health Service, which I think David just
Mr Chote: That has been a conspicuous pattern referred to?
which the Committee has pondered before. It is Mr Weale: I would be very hesitant to say that any
worth putting in context with David’s point that particular areas of public spending ought to be
maybe you want to raise the ceiling on what you protected in a general environment which is likely
can invest. Even getting to the point where you are to be slower growth in spending rather than actual
investing as much as you want to within the spending cuts. I think that each type of public
existing ceiling would be a start. It has got better, spending needs to be looked at on its merits. What
but certainly for a long time the Government said, we have seen really over the last five years or so is
“We are very happy to be spending more on a substantial amount of politically driven spending,
investment,” but it just was not happening. It may for example a Government commitment to smaller
be bad schemes were not being done in which case classes in primary schools. Maybe that is what the
it is not a bad thing. voters want and therefore want to pay for. Whether

it delivers better education seems to me a much
more doubtful proposition. One can make the sameQ37Mr Todd: Yes, but the other thing that appears

to be happening is consistent carry forward of point about reduced waiting lists for hospital
treatment. That had been a hot political issue forexpenditure into subsequent years, which in theory

at least, if then drawn down in that year rather than quite a long time. There are some very extreme
cases which do matter but a slight reduction in thesimply knocked on into a subsequent year (which

normally seems to happen) could potentially have average, one can reasonably question whether that
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is a good way of spending money where the needs to do to get to the 2013 target, and you spend
a constant share of GDP on education, that leavesfundamental purpose of the service is to cure

people and treat things that are wrong with them. everything else to grow by about 0.8% a year in real
terms over that period, which is clearly significantlySo I do think the Government has got into a

position where some key items of public spending lower than the growth rate of the economy. On the
point about sustainability, I have argued beforehave been driven by the political environment

rather than necessarily the value that they deliver you previously that we thought the Treasury’s tax
projections were probably overly optimistic andand perhaps it would need to assess that rather

carefully. that therefore some combination of freshly
announced tax increases or public spending
restraint would be needed to bring about theQ40 Ms Keeble: What your argument is is that the
improvement in the public finances they werepressures can be contained simply by slowing down
looking for. Mr Brown has given us slightly morethe growth in public spending and that that would
cautious projections on revenue, a tax increase, andnot be a bad thing in terms of the requirement for
a tighter squeeze on public spending, so all thosepublic services and there would not be other
things together clearly move in the direction thatimplications for the economy or that there would
we have argued for. Now whether, given all that,be catastrophic implications for the well-being of
you still get the improvement he is looking forsociety? In a nutshell, is that your argument? Then
depends on (i) whether there is enough spareI was going to ask if other people on the panel
capacity for the economy to grow as quickly as theagree with that.
Chancellor hopes over next three to four years, (ii)Mr Weale: No, I could not see catastrophic
whether the spending plans are inked in as well asimplications flowing from having public spending
pencilled in and then delivered, and then (iii)growth in real terms of something under 2% for a
whether the growth in tax revenues per pound ofnumber of years instead of the 2.5% growth rate.
GDP is still plausible. The Chancellor is stillI do think at some stage more room will have to
obviously pencilling in quite strong corporation taxbe made for higher spending on pensions and there
growth, still relying on fiscal drag to pull moreis a question whether that is going to be done by
people into the income tax net, but certainly fromincreases in taxes or by squeezing at the other end.
the measures he has announced yesterday he hasI suppose I am more inclined to do it by increases
done a lot of the things that we have been arguingin taxes than by substantial cuts in other areas.
that he needed to do.
Mr Broadbent: I agree with all that. Probably, likeQ41 Ms Keeble: You think that that growth you the others, I would be slightly less optimistic on thehave projected is sustainable over the medium central projections. I do believe whether or not theterm? Government borrows an extra five or ten billionMr Weale: I think looking at the Government’s relative to its forecast or even relative to its rule isforecasts up to 2010–11 they are projecting a neither here nor there in terms of the overallcurrent account surplus. My bet would be zero or economy. These are relatively small numbers. As tosomething less than zero but not very much less whether the lower spending profile would bethan zero, so I do not think the surplus is there. I diYcult, I am sure it would be. These are not cutsdo think that with the slow spending growth that strictly but productivity growth tends to be loweris now pencilled in and the tax increases that we in services in general and in public services inhave had, we are much closer to something that is particular and so they would be harder. It does helpsustainable than we were in the Budget earlier if you announce them and, as Robert says, pencilthis year. them in quite a long time in advance, whichMs Keeble: Does anybody disagree and want to put probably means that the next Comprehensivea diVerent viewpoint, in particular whether any Spending Review will be quite a challenging one,slow down in the projected increase in public but once those are set it helps if departments knowspending—forget about our political views, some of quite a long time beforehand what their resourcesus are in strong agreement—but do you think for are going to be.example it would have a negative eVect in terms of

tackling the problems in education which I think
are well-known? Q43 Mr Love: In answer to the very first question

that the Chairman put, Martin Weale commented
in relation to the average living standards asQ42 Chairman: Quick answers please. David,
between diVerent countries, naturally enoughquick!
primarily due to productivity, but then tied that inProfessor Miles: I think squeezing these big areas of
more particularly to low skills. I wanted to ask thespending—education and health—so that growth is
other members of the panel whether they agreedless than GDP for a sustained period would pose
about the low skills being the major issue ora real challenge to significant increases in results.
whether there are other issues in relation toYes, it could.
productivity.Mr Chote: To put a rough order of magnitude on
Professor Miles: I strongly agree that we have ait, if total spending is now projected to grow by
problem with low skills, with a substantial1.8% a year over the next Spending Review period,
proportion of the adult population having realif you have a Wanless-style growth in the NHS, you

keep the overseas aid budget rising to the level it problems with numeracy and literacy. Those skills
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are arguably far more important now in terms of Q46 Mr Love: Can I move on to public sector
investment andwithoutwishing to get into thewholepeople’s productivity than they were 20 or 30 years

ago. They are likely to become even more issue about public sector productivity we have got
investment currently at 2.3% yet we have talked inimportant. It is one of the factors that I think will

hold back growth of living standards in this response to earlier questions about the squeeze that
is likely to come upon that. How critical is that levelcountry, so I strongly agree with Martin there is a

real problem with education. of public sector investment to increasing
productivity in the economy, Martin?Mr Chote: I would agree with that. There are

obviously other things that matter—the Mr Weale: I think it depends on the areas where the
public sector investment is taking place. There arecompetitive environment of the country, et cetera—

but clearly the skills point is a very important one. some forms of public sector investment which are
obviously extremely valuable, having clean hospitalsI guess another area of disappointment in terms of

delivering sustained improvements is that much of and so on, but most of the people who use hospitals
are not thinking of going out to work, or athe argument that was made for saying we need

arrangements that will deliver macroeconomic disproportionate number of them, and that does not
have a great impact on the overall level ofstability was that it would provide an environment

conducive to greater private investment. I think one productivity. On the other hand, if you look at
investment in roads, there that can have quite anof the disappointments has been that the

Government has managed to deliver—through a impact but at the same time we have to remember
that the pressure groups that are blaming the qualitycombination of luck or judgment—the stability,

but the investment has not improved to the same of the roads for their poor performance are wanting
to get better roads without having to pay for themdegree and there may be other factors.
and in the public sector investment debate you
always have this problem that what one hears from

Q44 Mr Love: I was going to come on to that—and the private sector is a wish-list of things that it wants
I will ask Ben—we have had very sluggish business and knows it is not going to have to pay for directly.
investment yet profits are up, the gearing is moving
in the right direction, the cost of finance is coming
down, so why is business not investing and what Q47 Mr Love: Robert, can I ask you when Labour

first came in in 1997 we followed the path of thecontribution does that make to the productivity
problem? previous government and that took public sector

investment down to 0.5% of GDP. Can we aVord toMr Broadbent: Quite a significant one over the long
go back to that? Can we squeeze public sectorterm. It takes quite a long time to change the capital
investment and still hope to improve productivity?stock of the country but you can only do it by

investingmore. The truth is I do not really know, it is Mr Chote: The Government is clearly not intending
to do that. If it inks in what it has pencilled in for thea puzzle globally. Throughout the last three or four

years firms at least in the OECD countries have next Spending Review figures then it is ring-fencing
the amount of public sector investment at roughlyinvested much less than you would have expected

them to have done and it may well be that the 2.25% of GDP. One of the justifications for putting
the Golden Rule in in the first place, as either Davidhangover from the boom of the late 1990s/early

2000s is to make them persistently cautious about orMartin said, was to stop investment being the first
thing that gets squeezed. But that can be one of theincreasing their capital spend despite very low

interest rates and despite the fact that profits are, if problems you get, as David implied, when you leave
a 40% ceiling.anything, above average. So firms are instead

accumulating financial assets and accumulating
bank deposits at record rates instead of investing in

Q48 Mr Love: That is likely to happen. The ONS isphysical capital. It is something of a mystery. It is
gradually coming towards us on PFI and variousnot something that is sustainable forever but it has
other changes in accounting practice will take us tobeen going on for a couple of years. On the
40%. Will that become a real constraint?productivity point I would only add one thing, I fully
Mr Chote: It could do and then the Government hasagree that the main problem would be education. It
to reach a judgment about which is more important,is probably also true that our infrastructure,
sustaining the level of investment that it is lookingtransport in particular, is worse than that of our
for or sticking with that 40% ceiling. Remember thatcompetitor countries and that probably at the
there is nothing written in stone about 40%, there ismargin also has an impact on productivity.
nothing in the economic textbooks that says 40% is
right and that 20% or 60% is not. If you look at the

Q45MrLove: I am going to come on to public sector spectrum of diVerent countries there are some
investment but let me just ask Martin that question countries, Scandinavia or Australasia, where the
about business investment. Why are they failing to debt burden is muchmuch lower but there are others
invest? Do you disagree with anything that has where it is higher and that is a judgment to be
been said? reached. At the end of the day it is a question of

whether you aremore interested inmeeting the letterMr Weale:No, like Ben, I am afraid I do not know.
Profits are high, the economy is stable, demand has of the rule or more interested in delivering the

broader objectives, and that is a political judgmentnot fluctuated very much, and I do not have an
explanation. as much as an economic one.
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Q49 Damian Green: Can we return to the Golden Q51Chairman:Martin, you said to us in evidence on
the Pre-BudgetReport in 2002 that it was quite likelyRule which we have touched on briefly. Robert, the
that the start date for the current economic cycleIMF has been moderately scathing about the fact
would be revised back to 1997 because “It would notthat we have now had the dates of the cycle changed
take much of a change to the numbers or to thenot only at the beginning but also in the future as
estimate of the trend line to say that the economywell, conveniently giving another year of putative
had been above trend for the whole period fromsurplus. Do you think the rule has much credibility
1997”, but more recently you said in a quote, “Theleft?
Treasury has done a good job of discrediting the useMr Chote: I have to say I do not think the fact that
of the economic cycle as a guide to economic policysince the Budget we have seen a move from the
making.” How do you reconcile those remarks for aidea that it is really important to assess
simple person like me?performance over this seven-year period to now
Mr Weale: I think those two remarks are entirelyarguing that it is really important to assess
consistent. I might almost ask why you are askingperformance over this 12-year period has done
that question.anything to help the credibility of the framework.

We have argued for some time that while it might
be perfectly reasonable to say in the way that you Q52 Chairman: You said it. You have come to give
are structuring fiscal policy you want to be in a us evidence.
position where the government can borrow more Mr Weale: The cycle between 1997 and 1999 was
when the economy is weak, and therefore you have very poorly defined. The National Audit OYce, for
to take some account of where you think you are example, said, above paragraph 49, “The cyclical
in the cycle, that does not necessarily imply that indicator evidence is consistent with both 1997 and
the way you should do this is by trying to identify 1999 being on trend points, although there is

considerable uncertainty in making suchsome fixed period, call it an economic cycle and
judgments.” That is what I was forecasting threesay that is the period. You do not have to do it in
years ago. My view is that because we have now allthat way. I think the problem is that having had
seen that that is the case, the National Audit OYcesuch a big shift in the width of the goal that you are
is saying that, it demonstrates that the Golden Ruletrying to kick the ball into undermines the idea
as handled by the Government is inappropriate as athat this is going to provide people with a clear
means for assessing fiscal policy and my view is thatanchor in terms of knowing what the Government
it has been discredited and should be replaced byis likely to do. That is not the same as saying
some assessment which is superficially perhaps lessnecessarily that they have done this in a cynical
precise but is forward looking and does not hinge onway in order to make things easier. The problem in
small changes in trend lines from the ONS and allpractice is that by moving the beginning of the
sorts of things happening nearly 10 years ago.cycle back it makes the rule easier to meet over this
Chairman: Okay. That is your story!cycle. By moving the end of it forward it makes the

rule easier to meet over the next one. Inevitably it
will raise suspicions that this has been done to Q53 Angela Eagle: Mr Weale, I am not sure you
make the rules easier to meet. An independent would hack it as a politician. The Governor of the
body, if you want to stick with this framework, Bank of England, when talking about the cycle,
which I am not suggesting you do, may have come actually said, “I am not even sure it makes sense to
up with exactly the same judgments about the think about a cycle as if it is a well-defined
width of the cycle. At least that would mean that phenomenon.” In other words, it is a construct that
it was not likely to be interpreted as a politically we use to analyse; it is not something that exists out

there that everyone can agree about like amotivated change.
measurable thing.Do you not think it is time that we
think again about the concept of the cycle and not be

Q50 Damian Green: Are you saying that you think so enslaved to an economic construct and change the
the whole framework is flawed? way that we actually anchor the Golden Rule?
Mr Chote: The Golden Rule at best was only ever a Mr Weale: Yes I do. Perhaps I could illustrate that
reasonable rule of thumb because it is premised on by asking you to turn to Chart A3 on page 189. This
the idea that it is worthwhile borrowing for is the Treasury’s estimate of the output gap and
investment because investment benefits future therefore implicitly what defines the cycle. You can
generations of taxpayers whereas current spending see the sort of small amount of bouncing around
does not. That is an imperfect judgment anyway. there between 1997 and 1999 that essentially is why
Current spending on teacher training may well I said what I did three years ago and why I think it
benefit people more than a velodrome in the Lea is all very much up in the air. You can also see that
Valley. That distinction is not there. I think you around the start of 2004 there is something that
should only treat it as a rule of thumb. The idea that looks very close to being a cyclical peak or it would
over a period of seven or 12 years if you beat it by be a cyclical peak if the zero line was tilted only very
one billion that is terrific and you miss it by one slightly. In the Treasury write up they say that it is a
billion that is a disaster just is not sustainable on any bit of amystery that the economy nearlywent to that
analytical grounds. The problem is that more peak but did not then burst through into finishing
rhetorical capital has been invested in this than its the cycle. My view is it is not a mystery at all. Like

the Governor of the Bank of England, I thinkanalytical foundations will bear.
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economies have periods of fast growth and they have Q56 Chairman: The Governor goes on to say that it
should be forward looking, which is exactly theslow growth, but what they do not have is a regular
point you are making now.and clearly defined cycle and therefore we should
Professor Miles: Having said that, when you readlook for alternative ways of assessing whether fiscal
the documentation and the PBR stuV, there is a hugepolicy is being run on a sound and sustainable basis.
amount of focus on the forward looking stuV. It is
not just that there is also a lot of focus on the

Q54 Chairman: The Governor was very clear when backward looking issues of 1997 or 1999. To my
he said, “We do not like this sort of fixed dating and mind it would be more helpful if there was yet more
have a diVerent way of thinking about the evidence on the forward looking things.
productive potential of the economy and how it
evolves. So inevitably we have diVerent views about Q57 Mr Mudie: Before Gordon introduced the
the cycle and I am not even sure it makes sense to Golden Rule there was nothing. The Golden Rule
think about a cycle as if it is a well-defined has been a source of great comment and earnings
phenomenon.” In general terms do you all agree or potential for some of you.
disagree with that? Mr Chote: I wish!
Mr Broadbent:Clearly it exists in the sense that there

Q58MrMudie: It has been a source of great fixationare periods when spending in the economy is above
by the financial press. Are you arguing that wewhat one would consider to be the capacity.
should evolve it further, we should keep it and
finesse it or do we go back to what there was before,

Q55 Chairman:What about the fixed dating aspect? ie nothing?
Mr Broadbent: It is very problematic if only because, Professor Miles: I would not want to go back to
as we have seen recently, it just takes a revision in the there being nothing. Focusing on the distinction that
data to change your view of that and it is a very odd is drawn between current budgets and drawing a
situation for that then to change your view of the distinction between investment spending and
appropriateness of fiscal policy today. If only for current spending in principle is a good one but
that reason the fixed dating is diYcult. The notion of diYcult to do in practice. To my mind tweaking it in
the cycle exists but, as Martin said, it may not be a sense and making it much more forward looking

would be a good direction to go in. Going back todealt with in the right way in these fiscal rules.
having no set of rules or guidance on where the fiscalMr Chote: In a sense the Government is a bit of a
position was going I think would be a retrogradevictim of its own success here. If it believes it has
step.abolished boom and bust then the idea that you have

a big, chunky, well-identified period below potential
Q59 Chairman: I would like to ask you a finalfollowed by a big, chunky, well-identified period
question about the Treasury’s fiscal forecastingabove potential will not be the case. What you will
record in recent years. I notice from your submissionget is a wobbly noise around the trend, which is
that Ray Barrell thinks you are the bee’s knees andclearly what is happening in 1997 to 1999. It is not
that you have done better than the Treasury on thisthe same as saying you should not take account of
particular issue. Is there any reason for thethe short to medium term growth prospects in
systematic error in Treasury forecasts of currentassessing how much you expect the fiscal position to
receipts and current budgets?improve, but the idea of judging it over a fixed
Mr Weale: My guess is that they have beenperiod, as the Governor implies, just seems to be not
inherently prone to optimism because they have notat all sensible.
wanted to produce a forecast which shows that theProfessor Miles: I would like to make two points. Golden Rule was going to have to be rescued by a

Firstly, having a set of rules and drawing distinctions change in the length of the cycle and in that sense it
between current spending and capital spending is is very similar to what was happening in the first half
better than where we were before. Before we had the of the 1990s when the budget forecast showed the
code there was nothing. I think it would be helpful budget returning to balance in the not too distant
to focus on the forward looking questions, which are future, because the fiscal rule then was that the
how soon we will get back to current balance and budget should be balanced. I think the Treasury is
whenwe think there is very little spare capacity in the highly bound by the fact that it cannot produce
economy and therefore you are back at a neutral forecasts which show the rule not working, not being
point and if we have plans in place for spending and met or close to not being met. My guess is that has
taxes which roughly give you a balance on the been the main influence.
current budget. To focus on those more forward Chairman: Can I thank you for your time this
looking questions seems to me more fruitful than morning. We will move on now to the

microeconomic issues.looking back.
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Q60 Chairman: Welcome. Could you all introduce theory behind this programme is that it provides
more space for public expenditure transfer betweenyourselves please?

Professor Talbot:Professor Colin Talbot, Centre for departments and so on if the same output could be
achieved for less. Going back to the point you havePublic Policy and Management in the Manchester

Business School. made here, which is that little evidence has yet been
demonstrated, is there an audit process whichMr Chote: Robert Chote, Institute for Fiscal

Studies. should be in place which examines whether output is
genuinely being generated for less cash? In earlierMr Whiting: John Whiting, Tax Partner at

PricewaterhouseCoopers and also Chairman of the questions in another session I think we have
uncovered that defining exactly what the savingsChartered Institute of Taxation’s Tax Policy

committee. really are can be extremely diYcult because they are
savings against projected increases very often. WhatMr Weale: Martin Weale, National Institute of

Economic & Social Research. tools do you think should be in place to make us
more confident on this?Q61 Mr Todd: In the earlier session I asked about
Professor Talbot: On your first point as to whetherexpenditure plans into the latter part of the projected
there should be an audit process, there should be.period and two of the critical foundations for
The NAO is looking at Gershon implementationdelivering the expenditure plans are savings within
and I understand it is going to be issuing a reportthe public sector and the delivery of the Gershon
round about January on progress against Gershon.projections. Professor Talbot, how far do you think
I think that will be very interesting and well worththe Government has demonstrated progress in this
looking at. I think the general issue ofmetrics, whichso far?
is howwemeasure whether or not these savings haveProfessor Talbot: Can I first of all question your
beenmade and particularly whether or not they haveassumption that the spending plans are dependent
beenmade without a detrimental eVect to outputs oron the Gershon savings? The way that the Gershon
whether we have had increased outputs in particularsavings have been managed in terms of allowing
areas, is extremely diYcult. If you look at the sectiondepartments to retain savings and in any case 40% of
in the Pre-Budget Report on delivering high qualitythem being non-cash savings means that they do not
public services, as far as I can see there is nomentionactually aVect the overall budget of the department
anywhere in it of the Atkinson Review, which is thein terms of department expenditure limits. They do
only sustained attempt to try and improve the way inaVect output issues, which is something I will come
which we measure outputs in terms of quantity andon to. On the second part of your question about
quality anywhere in the document, which I find quitehow much they demonstrated it, I would say not a
odd. It is like the dog that did not bark!lot. They are claiming at the moment in the Pre-

Budget Report somewhere close to £5 billion-worth
of savings. What is striking about this incredibly Q63 Mr Todd: Tied to this are reductions in the

workforce and again we have had moving targets asvoluminous report is the lack of detail in it in terms
of where that money is actually being saved from. I to quite what we are counting here. Can you throw

any further light on the progress claimed so far?understand the Treasury has been giving out some
slightly more detailed information to the press, Professor Talbot: Perhaps I could take a step back

before I answer the workforce question. One of thealthough I have not seen it and it is not in here.What
I would have expected to see in here was a detailed interesting things about these figures is that of the

almost £5 billion that the Government is claimingtable by department and spending area of exactly
where they are saving money. If they are claiming has been saved £1.9 billion is from local government,

which is said to be about £0.9 billion ahead of target.this £5 million then presumably they have some
source for how they constructed it. I suspect the £5 If that is correct then that suggests, although we do

not have the detail to show it, that somebody else isbillion is referring to cash savings. I have grave
doubts about whether or not you can prove that behind target considerably because the £5 billion is

roughly what the Government says they ought to bethese are eYciency savings simply because I have no
evidence at themoment that eitherOGC or anybody aiming for at this stage. As far as I can see the bit that

is behind is central government. Insofar as we doelse who is working on this has come upwith a viable
way of measuring output in terms of both quantity have some figures on staYng reductions here and

staYng reduction numbers that have been issued byand quality in the public sector which would enable
us to say conclusively that, for example, in terms of the Civil Service itself, they seem to be way behind in

terms of the sort of targets that they have setthe non-cash savings, which is supposed to be
increases in output without any extra spending, we themselves. Maybe it is one of these slow starting

things and we will see acceleration at some stage inhave actuallymanaged to do that. I would love to see
the evidence from the Treasury to show that they can the future. It is not a straight line from last summer

to the end point of this.prove they have done that but so far I have seen
absolutely nothing.

Q64MrTodd: I think that is what has been said, that
there is not a straight line on this process and I doQ62MrTodd:Letme take you back to the first thing

you said which was that in net terms this should not think that is an unreasonable view to be honest.
Finally on this, the Lyons Review is somewhere inmake no diVerence to public expenditure. Part of the
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this as well, which also would be tied to workforce There was an unexpectedly large increase in the
disregard for increasing income in-year from £2,500reduction. What progress has there been on that? It

is supposed to deliver some savings. to £25,000 which the Paymaster-General in her
Ministerial Statement said would reduce by aboutProfessor Talbot: If you took it as a straight line

projection then the figures are slightly low. They one-third the number of overpayments. Could you
comment on whether you think that is a helpfulseem to be having diYculties with the relocation. I

would stress that the Lyons total of 20,000, if you initiative which is going to help solve a lot of the
problems?look at the geographical spread of the Civil Service

in particular, gets us back to roughly where we were Mr Chote: I think it is helpful in the light of the sorts
of experiences which were being reported by thein 1997. It does not redistribute the Civil Service

round the regions; it simply corrects a change that advisory and advocacy groups and the clear distress
that the recovery of overpayments was causing a lothas taken place since 1997. Even on that they do not

seem to be getting quite as far as they ought to. I of people. There has always been this choice to be
made between having a system that is responsive butwould reiterate the point that I made in evidence

here on the Spending Review last year, which is that which has the potential then for overpayments and
the associated diYculties and something whicha basic question needs to be asked about this which

is not being asked at the moment, which is why, if we involves fixed awards, which oVers greater certainty
to people but also cannot respond as easily when thehave resource accounting and budgeting, is it the

case that departments are continuing to put their circumstances get more diYcult. In a sense the
higher disregard is moving us more towardsstaV into more expensive places?
something that is to all intents and purposes a fixed
awards system for many people.Q65 Angela Eagle: I just wanted to ask in general

your view of the microeconomic eVect of the tax
Q67 Angela Eagle: Although it is sticky upwards, itcredit system, Robert Chote, and then move on to
is not sticky downwards, is it?ask your view of some of the changes. I think it is
Mr Chote: Yes.important to establish how you feel it is going in

terms of Making Work Pay, dealing with poverty
and increasing support for families. Q68 Angela Eagle: If your income goes down then
Mr Chote: There is the issue about the fact the you get credited with your new level of income and
Government has made a clear commitment and you do not have an in-year problem there, but if your
delivered on it to redistribute resources and then income goes up by £25,000 then you get the same
there is the way it has done that. Taking that award.
together, there has obviously been a considerable Mr Chote: Which helps explain why the higher
improvement in child poverty. Next year we will find disregard is costing money; it is because there is an
out whether the short-term target has been met or asymmetry involved there. By reducing the scale of
not, but whether it is or not by a small margin, the overpayments theGovernment is able to savemoney
progress on that should not be doubted. In the early there. It says the overall package is broadly revenue
days it has been possible to do this without causing neutral. Although you have fixed awards in respect
real problems for employment. The diYculty if you of income, the Government is putting more pressure
want to keep costs down, you want to encourage on recipients to respond to other changes in their
work and you want to reduce poverty is that it is circumstances, to notify them more quickly. It is
always easy to do two of those but it is never easy to more like a fixed awards system and a simpler system
do three. They have done quite well on that so far. in one respect, but the pressure on claimants to
The question with the new tax credits is whether the declare other changes in their circumstances in some
continued emphasis on child poverty starts to make senses could make the system more complicated for
the work incentive issues more diYcult. One of the people and that is what brings the financial
important judgment calls now is where the implications overall into check. Clearly there has
Government allocates the resources because that been a move towards a fixed award system, which I
trade-oV is now becoming tougher and if you think is what many of the advocacy and advisory
continue to do what has happened recently, which is groups would have argued for, but there is another
to put themoney specifically into the child tax credit, side of the coin to it.
that does deliver on the poverty outcome in the short
term but it does cause more problems on work Q69 Angela Eagle: The big challenges in terms of
incentives. Arguably if you stuck more money into child poverty and the targets lie ahead. Have you
the working tax credit the hit on child poverty would given any thought to how the next phase of the
not be as great but the balance might be better over target, which is to halve child poverty from the
time. There clearly has been good progress. It has baseline figure, can be achieved?
not had the detrimental eVect some people would Mr Chote:We are in the process of doing a project
have feared, but the tension is now tough. on that and we will have something to say next year,

hopefully. We are coming back to the point about
where the tension between the work incentives andQ66 Angela Eagle: That is very helpful. The

Chancellor announced in the Pre-Budget Report the precise focusing comes into play. There is also
the issue of whether you think it is appropriate tosome changes and simplifications to deal with some

of the practical administrative problems that we are tackle these issues by income transfers versus
spending on services, such as Sure Start, which hasall only too well aware of to do with overpayments.
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its own issues about whether that is value for money employment products, and looking at the “filters” as
we term them, which is where one tries to weed outor not. If you use short-term targets as staging posts

to where you want to get to then in the end the the chaVs that they do not really need to know about
and focus on the innovative, makes it sound aspressure will always be greater to use cash transfers

because that gives you a fairly reliable hit on what though it is a fairly comprehensive review. It is a
goodway forward because at the end of the daywhatyou are aiming for, whereas if you were standing

back and saying “Where do we want to be in 20/25 they want to hear about is innovative things. We are
pleased that there are to be some discussions onyears’ time?” you might have a diVerent judgment

about the sharing of resources between services and exactly how these are going to go forward because at
the end of the day one wants practical rules thatthe cash in people’s hands.
everybody can comply with and give the authorities
what they are looking for.Q70 Mr Mudie: How good is this £25,000 in

operational terms? As I understand it, if my income
went up in the year I had claimed by £15,000 then the Q73 Kerry McCarthy: So you would not share the

view of Richard Collier-Keywood, UK head of taxnext year nothing would happen and the year after
that they would trigger in both the new income plus at PWC, who was criticising it for increasing the

administrative burden?the back payment. So instead of the hit being the
following year now it is the immediate year after. Mr Whiting: That remains the concern and that is

indeed a concern obviously I share with my head ofThis is postponing it until the following year. Is
that right? tax, that at the end of the day if this creates an

administrative burden that is unreasonable then thatMr Whiting: To a degree that is right. If incomes go
down then there is the need to put in your claim and is going to be a problem. It is about trying to get the

balance that gives us practical rules and that is whyget a responsive credit. If incomes are going up then
in general you are getting your reward on your prior I welcome discussions. The risk is that it becomes an

onerous system where we—be they advisers orincome, unless, of course, you get a very dramatic
increase. You are making your claim based initially taxpayers—spend all our time worrying about

complying and trying to work out what we have toon the last year. Unless this year’s income goes up
very dramatically you would continue to get that disclose. I have to say that HMRC get flooded with

lots of disclosures that they do not need to hearincome. When you make your claim for next year
then you are adjusting to what you have got this about. If that starts to happen the whole system

clogs up and becomes burdensome to all concernedyear. There is a certain lag in it. In practical terms I
think this increase to £25,000, which took me by and we are back to disclosing a haystack of things

and leaving the authorities looking for the needlesurprise, is as good and as pragmatic a solution to
the diYculties many claimants have and, I have to and that serves nobody’s interest. That is the risk.

That is why we need discussions to make the systemsay, HMRC has as well.
work sensibly.

Q71 Mr Mudie: Is it not just postponing the pain a
year? Q74 Kerry McCarthy: The Government announced

that it would close half a dozen tax avoidanceMr Whiting: No. It is absolutely solving it for this
year. If your income was £20,000 this year you will loopholes. How accurate is the Government’s

assessment that this will lead to a saving of £1.75get an income award for next year based on £20,000.
The claw backwill not happen unless in this year you billion over the next three and a half years?

Mr Whiting: I have to say I was surprisedwhen I saware fortunate enough to go from £20,000 to £50,000
and I suppose, being practical, you ought to spot that figure, particularly in the area of capital losses

which have been well attacked over recent years.that and tell HMRC! I think it is a very welcome
move and it is certainly one we have been calling for There are some very good and lengthy descriptions

of some of the schemes attempted, but it seemed ato get a practical solution to the design problem
inherent in the initial design of the system. bigger figure than I was anticipating. Obviously the

figures for how much you will gain through closing
loopholes and other avoidance techniques areQ72 Kerry McCarthy: The PBR announced a
always a bit of a guestimate. There are obviouslysignificant expansion of the disclosure regime. Is
gains to be made but it seemed quite a high figure.there anything that is not covered by the new regime

now, any tax avoidance schemes?
Mr Whiting: I think the answer to that is I do not Q75 Kerry McCarthy: In 2002 a zero corporation

tax starting rate for small businesses was introducedknow because it is an announcement of an intention
to expand. We know where they are going to, but and that has now been abolished along with the

minimum rate of 19% corporation tax on distributedwhat we are told is there will be discussions on
exactly how it will be expanded. So we do not have profits. What is the likely impact on small

businesses?a bit of paper saying how the rules will be expanded.
The fact that they are looking at bringing forward Mr Whiting: This is a subject that this Committee

has touched on quite a lot in the past. There will bethe disclosure requirement for in-house schemes
much more in line with those advised by outsiders, a little bit of relief in the sense that it gets rid of a bit

of hassle and there is an administrative saving, but Ithey are looking at bringing in disclosure of all
schemes involved in income tax, capital gains tax, think most will turn round and say, “Oh for

goodness sake, why did you bother with it in the firstcorporation tax, so not just financial and
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place?” There will be a certain amount of confusion. Q80 Ms Keeble: That was also new.
Mr Weale: It is perfectly true that we have not hadI do not think the whole episode has been a very

happy one because whilst the possible aim of it in the those sorts of benefits for a very long time, but we do
have a body of theory that does imply that meansfirst place was laudable, ie to reduce the tax on small

businesses, the way it was eVected left open obvious testing does reduce saving. I should add that that
does not in itself mean means testing is a bad thing.routes where people would indeed try and save tax.

It seems that that is now to be classified as toomuch,
tax saving, it has notworked and they are going back Q81 Ms Keeble: In all the discussion you have with
to the beginning. people about pensions what you hear again and

again are people in their late thirties saying, “I
Q76 Kerry McCarthy: What would be the haven’t got round to paying for a pension.” I do not
implications for the sole traders who went down the hear them saying it does not matter because they can
incorporation route to get this tax saving? live on state benefits in a council flat when they are
Mr Whiting: I think there are going to be an awful 80 and have the pension credit. The means testing
lot of sole traders, small businesses, who went down thing and the idea that you can live comfortably on
the incorporation routewho are now looking at their means tested benefits never seems to be an attractive
companies, which of course they have, and thinking, life option for younger people.
“Is this sensible? Do I need the company?” It is Mr Weale: It depends on what part of the pensions
something that we had flagged up already, that there process you are looking at. I think financial advisers
is going to be a number of small traders slightly have felt very uncomfortable about trying to
confused about how they carry on. The company in encourage people who are likely to be aVected by
many cases will just be left and theywill then go back means testing to save in pensions because they run
to being a sole trader and possibly run into the risk that they will be very low. The Government
administrative problems in disentangling the produces a table in the Pre-Budget Report about
company and, of course, incur potential penalties how high marginal deduction rates aVect people in
for not filing returns and things like that. There is a work (Table 4.2) and I do wonder why we do not
little bit of advice here needed for the small business have anything like this for people who are retired. It
community as to how to disentangle themselves out seems to me highly pertinent. It would not answer
of what they may have got themselves into. your question about what is influencing people’s

decisions but it would provide us with the numbers
on the scale of the problem taking all the ratherQ77 Chairman:We have got a better policy outcome
complex benefits together.because we have been harking on about this for a

while, have we not?
Mr Whiting: We have a simpler and more direct Q82 Chairman: For MPs all this stuV is anecdotal
result, Chairman, I agree. because advisers come along and say they do not
Mr Chote: A little bit of stability in this area would want to sell to people. The decision is 20 or 30 years
now be welcome! down the line and young people are not saving for

pensions anyway. This idea of it being related to
means testing does not seem to have any evidence toQ78 Ms Keeble: What evidence is there that the
back it up. I have never heard a person on pensionmeans testing of pensions reduces people’s savings
credit saying, “I’ve never had to save because I amover their lifetime? There has been a lot of anecdotal
on pension credit.”discussion.
Mr Weale: I think what we have is what you rightlyMr Weale: In work the National Institute has been
describe as anecdotal, but we also have a body ofdoing we have been looking at trying to match
theory about howpeoplewho understand the systemsavings behaviour and employment behaviour. We
are likely to behave. If you say that the pensionfind that in any question about means testing you
credit does not discourage saving for the peoplehave to ask what alternative you are comparing it to.
aVected by it, that is a proposition that, if true, reliesMeans testing has a number of eVects. For people
on them not understanding its consequences. Mywho face the means test it tends to reduce their
own view is that governments should be rather shysaving, but it may also mean that benefits are
of promoting policies that work best when people doavailable to richer people than would be otherwise,
not understand them.that there is generally a bit more money around and

those people also face less reason to save because
their incomes are going to be higher. Q83 Mr Fallon: This is not just anecdotal, is it?

Turner concluded that means testing over time is a
major impediment to eVective voluntary personalQ79 Ms Keeble: An awful lot of this debate focuses

on the pension credit and the means testing behind saving.
Mr Weale: It depends on the scale of the meansthere. That is a fairly new benefit. Surely the

anecdotal evidence that exists around that is actually testing who is aVected by it. One cannot just say
means testing has that eVect. There are degrees ofjust that, anecdotal because of the time lag.

Mr Weale: I think that is right, but remember that means testing and the stronger they are the more
they become an impediment to personal savings, sothe pension credit replaced the minimum income

guarantee, which was a much stronger means test, it it is a relative not an absolute. I think if he had
produced a report saying thatmeans testing does notwas a withdrawal rate of 100% for people in that

particular range. matter because we have not found any evidence or
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theoretical basis for thinking that it aVects saving there is more justice on the Treasury side in one of
those and there is more justice on the Turner side onthen people would have said that he was living in a

world where people did not respond to economic the other.
incentives and were not providing a sound basis
for policy. Q87 Mr Love: In his statement the Chancellor said

that hewanted to increase the number of homes built
in the UK from an average of 150,000 at the presentQ84 Mr Fallon: I would like to ask about the Long-
time up to 190,000, which he claimed was the rate ofterm public finance report, it is Box 4.2. Turner costs
new household formation, yet Kate Barker in herits package at £7.6 billion and indexing the
report recommended that there needed to be 70,000Guarantee Credit is another £6.4. The Government
to 120,000 new homes built if we were to keep thesays, “As the Pensions Commission has stated,
rate of long-term house price inflation down to a‘against this level the cost of the package is £14
reasonable level. I think it was 1.8% she wasbillion’ in 2020 expressed in real terms.” If that is
suggesting. On this basis, is the Government doingright, what was the row about between the
enough to make homes more aVordable for futureChancellor and the Turner Commission just before
generations?publication? Is this what the row was about, the
Mr Weale: I think very much not. I think theassumption that the Guarantee Credit would be
Government is terribly confused about whetherindexed in that way? It is page 39 of the Long-term
rising land prices are a good thing or not. They talkpublic finance report.
in the Pre-Budget Report about how householdMr Chote: The debate about what you assume for
wealth has risen very sharply since 1997 because ofearnings or price indexing was one part of it. The
rising land prices, but fundamentally it is another part of the debate was whether you assume the
increasing burden on the future. I must say, I thinksavings that arise from the rise in the state pension
what is needed is a very substantial willingness toage for women have in eVect already been spent or
make extra land available for housing. I think thewhether, as Turner in one of his projections was
focus on real estate investment trusts is to someimplying, if you look at the pensions spending in
extent missing the point. That is allowing moreisolation then there is a saving there and that if you
money to go into buying the land and not makingstart to be more generous during that period you are
more land available, but we have to have more landabsorbing that. The Treasury has argued, I think
available in order to avoid the sort of increase in theprobably with some justice, that that would be a
price that we have seen in the past and I do not thinkreasonable line of argument to take if the decision on
the Government is doing enough about that.the women’s state pension age were part of his

package, but in fact it has already been out there. It
has not actually been spent and he has not clearly Q88 Mr Love: Let me take you on to that because
said where you would spend it, but it is clearly they are carrying out a consultation on the
already on the books. In some sense I think there is introduction of a planning gain supplement. Will
a bit of justice on the Treasury’s side there in saying that do anything to increase the supply of land for
that it is somewhat unfair to include that saving. On new homes?
the other hand, the DWP’s numbers have been Mr Weale: I do not think it will. I have forgotten
suggesting that they look at earnings indexation what it was called last time we had it in the early
over the longer term and that seems to be a 1970s.
reasonable thing. If you do not earnings index the Mr Whiting: It was the development land tax.
pension credit then you do get a situation where the Mr Weale: It is something that has been tried before.
possible state support just becomes less and less It seems a good idea in principle because if people
generous relative to the standard of living of people. make gains because of changes in planning rules why
Is that a plausible baseline for an assumption? should they not be taxed and I agree with that and

why should they not be taxed more than the normal
capital gains tax process would deliver. Perhaps it isQ85 Mr Fallon: I want to be clear whether or not
a bit less clear why that should be the case. I do notBox 4.2 resolves the row so that there is no further
think the tax on its own is going to do that.factual dispute about the costs of Turner. Are we
Mr Whiting: There is obviously a very carefulclear now about the actual costs or is the Treasury?
balance needed here. Again you can sympathise withMr Chote: I have not gone through this box in detail
the idea of taking a greater proportion for the stateso I would not want to make judgments on that.
for the general local good of what is a potentiallyChairman: Could you let us know by this evening?
substantial uplift in value but, of course, that has
already been taxed and if you do try and tax it too
much then it is one of those classics where the gooseQ86 Mr RuZey: He is not kidding either, he means

it! may stop laying the golden egg, which is exactly
what happened with the development land tax. TheMr Chote:The clarifying note that Turner produced

after the row was running for a while certainly made development land tax became too complex, it tried
to take too much and it choked development. Therethe situation somewhat clearer on this point about

whether you are assuming that he can count the is a very careful balance to be had here.
Professor Talbot: One crucial diVerence, as Isavings on the women’s state pension age as being

part of his package and then the issue about whether understand it, between the development land tax
and the new proposals is where the money goes. Theyou are assuming the earnings. It seems to me that
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new proposals are that money will be retained by focused onmeeting the productivity challenge?Why
is housing seen as a central part of meeting thelocal authorities and that changes the incentive

structure for local authorities to free up more land productivity challenge instead of improving
education?for planning purposes. If that worked then

obviously it would potentially create more land for Mr Chote: Presumably because a more eYciently
housing development. functioning housing market would help labour
Mr Whiting: I agree with that. I think that is mobility and that is going to help in the end. As you
potentially a very important feature because it does say, some of the classifications of things and what
focus it on local benefits rather than the money the measures come under cause you to raise your
disappearing into a central pot. eyebrows a little. I was particularly entertained by

the freezing of the increases in fuel duty coming
under protecting the environment!Q89Mr Love: There has been a chequered history in
Angela Eagle: Perhaps if you included thethis area and the developers have held back in the
installation and the support for that there might bepast at the very time when you are trying to bring
some equilibrium about the environment.land forward.
Chairman: In terms of the productivity aspect, IMr Whiting: Yes indeed, although, to be fair, the
heard the Chancellor saying that houses were to bedevelopment land tax at one stage was looking at an
built in areas near businesses or where businesses80% rate of tax. There is no way that the planning
want them. I think that was the link withgain supplement is looking at that. One approaches
productivity.it with an understanding of the aim, welcoming the

local nature, but let us be cautious and let us see if
we can get there and if there is a sensible way forward Q92 Susan Kramer: If you are going to get more land
then okay. But is it really just a question of looking out of the planning, would you be more in favour of
at the planning process and encouraging developers the equivalent of site value rating; in other words,
to enter into negotiations over what should be taxing empty, undeveloped land rather than taxing
contributed? Perhaps that could be a better route. at point of development? It seems to be the obvious
Let us go into it with an open mind. alternative.
Mr Weale: If you think you need a tax that has to Professor Talbot: The answer to your question is I
accrue to the local authority to encourage them to do not know. It seems to me that Martin was
change the way they handle their planning rules then absolutely right to say that this is a policy issue
it seems to me that there is something very badly which is about land. One of the things I find
wrong with the planning process. They should not extraordinary about this is that we consider the land
need a bribe to do something that makes economic issues in two completely diVerent policy silos, one
sense. about agriculture and one about housing and

actually those things need to be taken together. If we
Q90 Mr Love: I think there are further are going to look at a long-term reduction in subsidy
recommendations coming forward on planning to agriculture then we ought to be looking at how
changes. Kate Barker suggests that we should be that land can be released for other things, one of
very cautious in this area and that the percentage of which would be housing.
tax would be relatively low, but in her analysis she
also suggested that the cost of the planning gain

Q93 Susan Kramer: The Operating and Financialsupplement would be passed back to the landowner
Review, to what extent was that going to be a usefulif for no other reason than because of the constraint
tool in helping shareholders better understand theirof second-hand house prices. Do you agree with
investments and become more engaged? What wasthat?
your opinion of it?Mr Weale: Yes. What it means is that the initial
Mr Whiting: I think in general we saw the Operatinglandowner will get a lower price for the land than
and Financial Review as a good way forward. Itshe/he would without the tax and seen in those terms
promoted more openness, there were more generalthat has many of the characteristics of an ideal tax.
statements about what was going on and weWhen you start to think about the mechanics of it,
supported it. It seemed to be a way forward in termsmaybe then there are people who will not bother to
of just generally encouraging more openness andfoster development, then you start to see
more transparency. I am not an expert in it becausedisadvantages. It will impinge on the tax owner. It
I am just a tax man—will not impinge on the house buyer.

Q91 Mr Mudie: This is included in the Pre-Budget Q94 Chairman: Is this you trying to get the
Report under the title “Meeting the productivity sympathy vote?
challenge”. I am just puzzled as to why this is in that Mr Whiting: We promote more openness in the
part of the Budget. In the same Budget, when you reporting process including over taxes, so to us it
look at page 5, where they list the items under this seemed a sensible way forward.
heading, there is nothing about education. There is
something about skills, but skills challenges are

Q95 Susan Kramer: Just from looking at youroften a matter of picking up the lack of achievement
clients, basically corporations are prepared to rollin ordinary education. Is this a proper place for it or

is this just an indication that we are not properly this out.
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Mr Whiting: It was in the planning. There has been Mr Weale: Yes. In my view there are considerable
tax incentives for investing in land and housing onea good deal of work into it because obviously a lot

of our clients are large PLCs which have to factor it way or another and to have added yet another
incentive would have been a mistake. In that sense Iinto their planning and preparation. Most of them

have put a good deal of eVort into gearing up, some regret that the REITs are going to be allowed into
SIPPs but that is a separate point.have already started to publish OFRs along the lines

which are required because, after all, this was an Mr Chote: There is a general point which is always
going to produce awkward judgments here. Ideallyindustry-initiative from the accounting bodies, a lot

were part way, at least, down the track. you do not want the tax system to be discriminating
against investments in diVerent sorts of assets. There
are some things, like second homes, where it is anQ96 Susan Kramer:Much benefit from scrapping it?
investment but it is also yielding a flow ofMr Whiting: I do not immediately see it. I think one
consumption benefits as well. If you have the two ofcould think of other things that people would rather
them there trying to deal with that in practicality issee scrapped.
quite awkward.
Mr Talbot: The Cabinet OYce has issued, over theQ97Chairman:Youwould not bring it under the red
last four or five years, several guidance documentstape issue, maybe just a knee-jerk reaction for the
on making better policy in central government. IChancellor before his annual meeting?
suggest people in the Treasury read some of themMr Whiting: I could not comment on that. It is a
because this is not the way to make policy.mixed bit of red tape cutting.
Lorely Burt: Indeed.

Q98 Lorely Burt: I would like to return to the
Q101 Chairman: At the same time we have had thepensions issue but perhaps from the other end of the
press for the past six months saying “Is thespectrum. Looking at the pensions tax simplification
Government oV their head allowing investment inand SIPPS, we did hope that if residential property
holiday homes and fine wine?”. Then, when thewas going to be taken out of the SIPPS, with the
Chancellor wakes up to it and takes it away, they sayexception of this Real Estate Investment Trust idea,
“He is oV his head for taking it away”. Can we havethat it would have been done a lot sooner, quite
it both ways? If you were Chancellor, Mr Whiting,honestly.
what would you have done, never put it in in theMr Whiting: Yes.
first place?
Mr Whiting: Yes. I think that is probably the case.Q99 Lorely Burt: I am interested to know what you

think. First of all, do you think the Chancellor was
Q102Chairman:Anypoints youwant tomake to us?right to take residential property out, and why do
Mr Whiting:Obviously one has to draw attention toyou think it took so long?
the oil taxation changes.Mr Whiting: It is one of those things where it is a

diYcult balance, of course, and in some ways there
Q103 Chairman: I was going to come on to thatis a deal of disappointment because the whole aim of
aspect. Despite stating that there will be no furtherthe pensions reform is simplification, deregulation,
increases in North Sea oil taxation do you think theet cetera. One recognises that particularly with a
unanticipated increase in the supplementary chargecertain amount of media and other pressures that
onNorth Sea oil companies reduces their willingnesshave been around, people might be pushed into
to invest in exploration activities or the developmentunfortunate investment selection and, therefore,
of alternative sources of energy?maybe it is right to constrain the investment. I have
Mr Whiting: It is going to cause them to lookto say I hoped one could get to that by good advice,
carefully. At least there is, again, an assurance thatguidelines and publicity rather than regulation.
there are no further tax changes to come in but thisObviously one worries that the regulations to be
is not exactly a welcome thing. It is ironic that a one-imposed will be a little too extreme, extreme in the
oV windfall tax might have been better than thissense of too complex. The net result of saying if you
continuing £2 billion a year. It is going to causewant residential property in your SIPP you can go
companies to look more cautiously. It is interestinginto it via a REIT—that fine Yorkshire investment
to note that they have an option within year to defervehicle—is not perhaps such a bad thing. You do at
taking allowances and, therefore, potentially payleast have the option to go there, I doubt whether
more this year at the lower rate and pay less next yearanybody seriously wanted to put their fine wines or
at the higher rate. That could adjust these figures byclassic cars in there, and other things which are
as much as a billion. The reference there isprevented. I think the disappointing feature, as you
paragraph 5.129within the Book. There is quite a lotalluded to, is that it has taken a long while to get
of money to come out of the oil industry.there which suggests a bit of havering and worrying

about do we go down there. Undoubtedly given
where we are now or where we are going to be, it Q104 Chairman: The third quarter profits of Shell
would have been far better had that been laid down increased by about 68%, BP 27%, an extra £6 billion
at the start. has gone in to their coVers as a result of the increase

in oil prices. Is there not a case of special pleading?
Mr Whiting: Is that all from the North Sea? No, it isQ100 Lorely Burt: Mr Weale, do you want to say

something? profits made worldwide.
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Q105 Chairman: Yes. Mr Whiting: If you want a killer question—
Mr Whiting: The bit that we are particularly
interested in is obviously the profits taken out of our Q109 Chairman: The Chancellor’s spies are here but

never mind.own North Sea environment. That is where one
worries a little as to whether this is the right message Mr Whiting: —the particular issue that we would

always pose when looking at a package like this isto encourage longer term investment and developing
marginal resources. what is it doing for the competitiveness of UKplc? Is

it attracting/retaining investment in this country as
opposed to it leaching somewhere else. We all knowQ106 Chairman: The Government have said there

are opportunities for development in 24 other fields the global international pressures. It is that
assessment. There have been a number of changesand a number of agreements have been signed with

oil companies at the moment. here, we were talking about the oil measures a
moment ago, did that encourage investment in theMr Whiting: Yes.
UK. The film tax changes, is that the right balance.
It is a challenge that we would always pose, to whatQ107 Chairman: Anyone else want to sweep up?

Mr Talbot: Two points: one is a lot of the discussion extent does a package of measures like this really
encourage the international business community toyou had earlier in terms of medium term public

sector finance is focused on the period up to the end locate here.
of the next spending review. It would be interesting
to ask the Treasury and the Chancellor some Q110 Angela Eagle: You have not mentioned

deregulation. You must put things on both sides ofquestions about the longer term spending
projections which are in the long-term fiscal report, the balance sheet.

Mr Whiting: I think that is a very fair point:particularly chart 5.2, which shows public sector
expenditure as a proportion of GDP going up to deregulation and cutting red tape. It is very welcome

that, for example, the famous form 42 is largely to bearound about 45%ofGDP in the next 40 years or so.
That is very interesting because the message we are dispensed with. Thankfully that means 400,000

companies will not have to fill in unnecessary formsgetting on the current round is that we are going to
depress slightly below the current level ofGDP in the which should not have been brought in in the first

place.next spending review but it looks like it is going to go
up structurally after that. The other point I want to Mr Talbot: I am sorry to be a stickler for procedural

things but one question you could ask themake, in the discussion you had last year on the
spending review there was a lot of discussion around Chancellor is in what sense is this a Pre-Budget

Report? Given the number of spending taxationthe eYciency issueswhichwere raised byMarkTodd
about the impact that is likely to have on the public reform announcements that are contained in it, I fail

to see in what sense it is “pre”.sector. One of the debates was about localism versus
eYciency moves. One of the trends which is
becoming increasingly apparent is that we are Q111 Chairman: A Budget statement, is it?

Mr Talbot: Yes.moving back to much larger public organisations. If
you went back ten years to 1995 when you were a Mr Weale: Can I mention the question does the

Chancellor have a coherent view of what he wants topublic servant the chances are that five years earlier
you would have been working in a larger public achieve by the structure of land and housing taxes

that we currently have, including all the variousorganisations than you were in 1995. If you did that
now you would find most public servants are things we have discussed and the wide range of

things we have not? If not, perhaps there should beworking in larger organisations now than they were
five years ago and that trend is set to continue. We a review of land and housing taxation.

Chairman: Good point. Thank you very much forare moving to much larger public organisations in
both local and central government than we have had that.
in the past 10 years.

Q112 Ms Keeble: Including council tax?
Mr Weale: Including council tax, yes.Q108 Chairman: Very helpful. Any other points?

Give us a killer question. Chairman: Thank you.
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Q113Chairman:MrCunliVe, good afternoon to you had to be factored in. It was actually quite diYcult
to arrange the date until these other things had beenand your colleagues. Can you introduce them for the

shorthand writers, please? fitted in around it.
Mr Ramsden: On my far right I have Tony Orhnial,
who is Director of Welfare. On my immediate right Q118 Chairman: You should be mindful of theis Dave Ramsden, Director of Budget and Taxes. problems and pressures it causes us as a Committee,Mridul Brivati, on my left, is Director of Public particularly our staV.Spending. John Kingman, on my far left, is the head Mr CunliVe: I apologise for that.of the Enterprise and Growth Unit.
Chairman:Where is our big pal, Nick Macpherson?

Q119 Chairman:You attribute the slowdown in UKIs he too important for us now?
growth in 2005 to statistical revisions, higher oil
prices and weak demand in the euro area and someQ114 Mr Mudie: Good question!
weakness in domestically generated demand. CouldMr CunliVe: It has been the practice of this
you break that down for us in terms of the relevantCommittee for a number of sessions tomake dowith
influences and contributions to slower growth?me, Chairman. After Gus O’Donnell was promoted
Mr CunliVe:Those are themain factors. I would alsoI took over from him and we have just continued
add there is also the slowing of the housing marketfrom that.
and the increase in interest rates which were forecastMr Mudie: The human face of the Treasury!
to happen but may have had a larger eVect than we
forecast. On the revisions to the forecast, as we sayQ115Chairman:You should take it back to him that in the PBR, the straight arithmetical eVect of that iswe miss his humour. Maybe he could come back to to take nearly 0.5% oV our growth forecast. That isus at some time. Is he coming tomorrow with the simply for any given path of quarterly growth theChancellor? way that forecasters work. You start at the end ofMr CunliVe: I am not sure. the previous year and if the end of the previous year
is lower than you had thought it was going to be

Q116 Chairman: He should do. because the statistics have changed then the path of
Mr CunliVe: I will let him know. growth through that year is lower as well. That is

worth about 0.5% on the growth forecast. It is
impossible to be completely precise about where youQ117 Chairman: Okay, right. Despite concerns

expressed by the Committee in the last Parliament attribute the rest, which is about 1.5%. The OECD
looked at it one way and said the higher oil pricesabout the lack of notice for the PBR—the date was

only announced two and a half weeks ago—we now and lower import growth in the eurozone in Europe,
which is the UK’s biggest export market, togetherfind ourselves under pressure to get everything done

before Christmas. Can you explain to the were probably worth 0.5% on growth. Our figures
are not very diVerent from that. You can also look atCommittee why the Treasury has such diYculty with

short notice of the PBR when it gives a month’s the eVect of higher oil prices on households.Mervyn
King, I think, made clear in his last press conferencenotice for the Budget?

Mr CunliVe: I think this year we had to fit the PBR that it is the boring bits of household expenditure
that are diYcult to change: heating bills, utilities,in also with the UK’s Presidencies of the European

Union and of the G7/G8. There was an extra G7 and of course higher fuel costs generate higher oil
prices that make an impact on that. We think highermeeting which took place on Friday and Saturday in

London which the Chancellor chaired. That had to oil prices together with lower average earnings
growth have probably reduced householdbe factored into the equation. I think there were a

number of other commitments around Europe that disposable income by around 1%, or maybe over
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that. If you put it together, I would say 0.5% of the Of course, the other eVect is that more of the UK’s
tax base is accounted for by the financial sector,forecasted eVect, broadly 0.5% onGDP fromoil and

exports, but oil operating there through a number of and when you get a strong year in financial sector
growth and financial sector profits, which we maychannels, and then the eVect on household

disposable income through lower earnings growth come on to later on, we normally do discuss that,
you expect there to be a compositional change and,most of the remainder. Then, of course, you overlay

on that whether highly geared households slowed therefore, the tax to GDP ratio to go up. There are
no new policy decisions on tax.down their consumption more than was forecast

with the interest rate increases and the housing
market very successfully being cooled oV. We never Q122 Damian Green: Expanding from the financial
quite know what the relationship is between the sector, the Bank again has noted particular
increase in house prices and the increase in problems with growth measurement across the
consumption. When the housing market was services sector and has asked for more resources to
moving up it looked as if that relationship had be devoted to understanding what is going on
become much weaker than it was in the past, but it there. Is that happening?
is quite possible with the revised numbers we now Mr CunliVe: I suspect that is a question in the first
have for consumption in 2002–03 it will be strong instance for the OYce of National Statistics. What
enough and, therefore, when the housing market I would say is the service sector is becoming an
cooled down the eVect on consumption is stronger as increasingly large part of the economy, it is now
well. It is very diYcult to know if there is a causal nearly four times as large as the manufacturing
relationship between those things together or sector, say, but we have much better statistics for
whether there is some other factor like employment. manufacturing. Part of that is historical because we

have been collecting manufacturing statistics longer
and part of that is it is just easier to measure whenQ120 Damian Green: One other factor that has
you are measuring physical things that have beenbeen mentioned is the Governor of the Bank of
produced and have physical inputs than measuringEngland has said that high tax rates have
services. I think we agree, and the ONS agrees, thatcontributed to the slowdown. Do you think he is
we need to improve the understanding of theright?
service sector. It is also something which we haveMr CunliVe: The Bank said in their November
been pushing quite hard for in Europe andInflation Report, and I think the Governor said
EUROSTAT to try and make it a priority for thethis, that what is contributing to the slowdown is
European system of national accounts to measurethe reduction in post-tax disposable income for
the service sector actively better. I would agree withhouseholds, real disposable income, and that is
that. How it is being done statistically I would havebeing aVected by a number of diVerent things. It is
to defer to the ONS.being aVected by inflation, as I said, it is being

aVected particularly by inflationary costs where
households cannot adjust quickly, and it is being Q123 Damian Green: Do you have any feel for
aVected by lower average earnings. The Governor whether the fuzziness around the edges, which we
also said that the increase in the tax to GPD ratio all accept is there, is likely to be understating or
was as forecast by the Treasury, which was true, it overstating levels of growth?
is what was in the PBR last year and the Budget Mr CunliVe: No, I do not think I can make a
in April. A lot of that increase is fiscal drag, as I comment on that. I would just say that whatever
have explained to this Committee before, and also the fuzziness is, it is becoming more important to
compositional eVects where you get particularly deal with it because the share of services in the
strong growth in the financial sector that increases economy is growing and the share of services in
the tax take from the people at the very top paying trade is growing as well. In a number of areas it is
income tax. It is diYcult for me to see how taxation important to understand it, but I could not say if
is a factor, there have been no tax increases, and, there was a bias one way or the other.
therefore, you would not have expected to see an
impact. I think post-tax disposable income, yes, I Q124 Damian Green: As you know, we had a panel
would see an impact. of independent economists in this morning and I

think it is fair to say that they were universally
politely sceptical about your continued optimismQ121 Damian Green: Presumably you set tax rates

and if you have a target for the GDP to tax ratio on GDP growth looking further out to 2007–08.
Why are you so optimistic?then the eVects of fiscal drag and compositional

eVects will be included in the Treasury’s Mr CunliVe: I would not say we were so optimistic.
Our forecast and the way we forecast GDP iscalculations.

Mr CunliVe: We do not operate fiscal policy by anchored around the cycle and the output gap and
our starting assumption, which we then test in thetargeting particular ratios; we operate fiscal policy

by looking at the fiscal position over the cycle of forecast, is that the economy returns to its trend
level. We had to put the end date of the cycle backthe economy and adjusting that to meet the golden

rule, the sustainable investment rule. There is not from the end of this year to 2008–09 because of the
slowdown in economic growth this year. The thingsa policy decision there. Fiscal drag is something

which I think has been happening, certainly since that have caused the slowdown seem to be oil, seem
to be exports and seem to be some of the eVects onI joined the Civil Service, at about the same rate.
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the labour market of immigration which are Mr CunliVe: No. I think it is a question of whether
you have a methodology and you stick to it. Thereholding down earnings. As we see those eVects
are diVerent ways in which you can run fiscalcoming out of the economy and as we now see there
policy. We operate fiscal policy on a cyclicallyis a fair amount of spare capacity we would expect
adjusted view of the economy. We try and estimatethe economy to close that gap.
where the economy is at any time against its
potential level of output because that has a very big

Q125 Damian Green: If there is a considerable eVect on public finances. We have a methodology
amount of spare capacity that seems to follow an for doing that which is about dating on trend
output gap. points and then measuring the growth from the last
Mr CunliVe: Forecasting the output gap is an art, on trend point against the trend rate of growth and
not a science. I would not claim one could be seeing what that produces. That is the methodology
precise. I think we also make clear in this document we have operated fairly consistently—completely
that the indicators are particularly diYcult to read consistently—since the new framework was
at this time. It is very unusual to have a period in introduced. As a result of the ONS revisions that
which the economy puts on 330,000 new jobs in a we just talked about, which revised the growth of
year, which is the strongest employment growth we output in 2004 quite heavily, and as a result of the
have had for a couple of years, at the same time output numbers for Q1, Q2 and Q3 this year, which
that the rate of output is dropping. What would averaged about 0.4, that opens up the output gap.
normally happen is output would be dropping in It is not really an act of faith, it is taking the last
the economy, firms would then be holding on to trend point and leaving that unchanged. It is
workers for a while perhaps and then reducing their leaving unchanged our estimate of the trend rate of
headcounts. What one would not normally see is growth and it is putting in both the numbers from
the rate of output dropping and the unemployment the ONS revisions from the Blue Book in the
rising, those two eVects going in diVerent middle of last year and putting in the growth
directions. It is diYcult to know whether the numbers for the last three quarters, and that is
employment eVects of migration from what we call what we term as the output gap. If you like, it is
the A8 countries, the accession countries, minus the very opposite of an act of faith. We could say,
Malta and Cyprus, is fairly stated. As explained in “That is what our methodology produces, that is
the document, it may well be understated. On the what is consistent with everything we publish from
employment side, we are seeing stronger Budget to PBR, but we think the ONS figures will
employment growth and the economy hiring be revised or we think the output numbers are
people; on the output side we are seeing a fairly understated or the supply side of the economy is
marked drop in the rate of growth. Those two greater than we think and, therefore, we are

changing all those things and we are putting athings together are diYcult to rationalise. If you
judgment overlay on top of that which suggeststake the figures at face value and you work from
that the economy is actually doing better than it is,the last on trend point then there is a pretty sizeable
or will grow better than it is”, but we do not dooutput gap, possibly more sizeable than we have.
that, we operate the components of the approachIf, on the other hand, you say these things may be
very much as we have laid out in the past and saidrevised down then you will see a smaller output
we would operate them, and that is what producesgap. It is quite diYcult to know where the trend
the delay at the end of the cycle.rate of growth in the economy is running now.

Q128 Peter Viggers: How many of the jobs thatQ126 Damian Green: You use the phrase “sizeable
you referred to that have been created recently werenegative output gap” in the document but it does
in the public sector and how many in the privatenot sound as if you are using that phrase with any
sector?tremendous degree of confidence.
Mr CunliVe: I have not got the exact figures toMr CunliVe:We have got the output gap at 1.4 and mind. I think it is about half and half.other forecasters have it in that area. The Bank of

England has it somewhere around one, on the short
Q129 Peter Viggers: I know a number of healthside of one. The IMF, the EU and the OECD are
authorities seriously overspent in the period beforearound about 0.5%. What has changed between
the election and are now having to retrench and laynow and the Budget was at Budget time most
oV staV. Consumer spending is growing at close tooutside forecasters were saying they did not think
its weakest level for ten years and you have referredthere was a negative output gap but I think
to the reasons for this. When the Governoreveryone agrees there is a negative output gap. I
addressed this issue in the November Inflationthink we are quite clear that it is sizeable, however
Report he named two reasons: one was the ratiothe path of the supply trend rate of growth of the
of taxes to disposable income had gone up by twoeconomy is diYcult to estimate and some of the
percentage points and the other was people wereindicators point in diVerent directions.
spending more on so-called boring items like rent,
housing, utilities and so on. Both of those areas are

Q127 Damian Green: So moving the end of the areas of governmental responsibility and yet in the
cycle seems as much an act of faith as anything Pre-Budget Report three diVerent reasons were

given. Can you reconcile those two?else?
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Mr CunliVe: This was the point I was making which I think has been operating on the tax system
for as long as I can remember. If you are askingbefore, maybe I did not make it clearly. What the

Bank said in the Inflation Report was that they me has the ratio of tax to GDP increased as
forecast, yes. If you are saying has there been policycontinued to believe that the slowing of house price

inflation and activity played a role in the recent action on taxation which may have hit
consumption, no. I do not think that increase in taxslowing of consumption, then they say “The

slowing of consumption is probably reflected in a to GDP ratio has had this particular sharp eVect
on consumption. Fiscal drag has been going on atrange of factors, including weaker growth in post-

tax novel income, higher consumer price inflation, this rate for a number of years and it has not had
that eVect, it is diYcult to think why it should havepast increases in interest rates and a cooling

housing market”. The higher consumer price that eVect now. I can see a drop in average earnings
having an eVect, I can see an increase ininflation is in eVect the oil impact that I was talking

about. The boring items, like heating, fuel, petrol, households’ heating bills and fuel bills having an
eVect, but that is another issue.have gone up and housing has not been able to

substitute away from that. Then more indirectly a
number of other costs have gone up: air travel and Q133 Peter Viggers: The Pre-Budget Report notes:
the like. I think the Bank and the Treasury have “increasing evidence that the housing market is
been quite consistent, it is just explained in a undergoing an orderly adjustment with little
diVerent way. The slower growth in post-tax prospect of a sustained fall in house prices.” How
income is in our view due to the fact that at the do you reconcile that with the OECD’s comment
end of last year average earnings were growing at that it regards house prices in the United Kingdom
4.5% a year, which is below their sustainable rate as “significantly overvalued”?
when the economy was growing quite fast, and this Mr CunliVe: The OECD will have to speak for
year growth in average earnings has dropped for themselves. It is very diYcult to know that there is
the third quarter to 3.9%. There has been a quite a right value for houses in the UK expressed as a
strong drop back in average earnings and you can percentage. Normally we look at the house price to
explain that in a number of diVerent ways. It is earnings ratio. In a number of countries there is no
consistent with a large output gap but, of course, steady relationship between house prices and
that has an impact on households. earnings over the years. There was in the UK a

relationship that held until the early 1990s but it
Q130 Peter Viggers: Can you explain why the Pre- does not seem to have held through the late 1990s
Budget Report did not refer to the sharp rise in the when house prices rose quite quickly, but we did
ratio of taxes to household disposable income? not see the sorts of strains appear in the economy
Mr CunliVe: The tax to GDP ratio has been rising that have appeared in the house price collapses of
for a number of years. The rise is not due to any the 1980s and 1990s. If you simply draw a line on
tax policy decisions, it is not as if taxes have been a graph and say, “Where is the house price to
increased, the rise is due to fiscal drag. The rise is earnings ratio now? Where was it 10 years ago?
also due, as to some extent we forecast, to a higher Where was it 20 years ago? What happened in the
proportion of higher rate taxpayers getting a higher past at a certain value must happen in the future
proportion of the pay increases and that is how that at a certain value, and there is in the economy a
comes back to the financial sector. That is one of right level of house prices”, then I think maybe you
the reasons why income tax has held up more could make the judgment that house prices are too
robustly than we would have expected it to do with high. If, on the other hand, you think with the
economic growth at a slower rate. It is diYcult for structure of society house prices change and think
me to see that there has been anything there that that household wealth has increased quite
would have impacted on households generally. To considerably over the last eight or so years, and if
a large extent, this is people at the top end paying a you look at what happened when house prices went
higher eVective rate of tax because they are earning up and the way in which they have come down, it
more. To my mind, the thing to concentrate on is is not obvious to me that there is a right price. Is
what has happened to household income. We do there still a risk from the housing market? Yes. The
not see it as a taxation eVect. risk is less than it was a year ago, a year and a half

ago. I guess what the PBR is saying is that the
house price to earnings ratio has come down but itQ131 Damian Green: I think some of my
has come down not by house prices going down butconstituents would feel if there has been a sharp rise
simply by house prices growing less slowly thanin the ratio of taxes to household disposable
earnings. I think the risk as a result is less, but thereincome that this could be a responsibility of the
is always a risk from the housing market as fromChancellor of the Exchequer.
any other asset price.Mr CunliVe: Sorry, taxation is the responsibility of

the Chancellor of the Exchequer.
Q134 Susan Kramer: A few moments ago you
attributed much of the undershoot on growth to aQ132 Peter Viggers: The increase.

Mr CunliVe: The point I was trying to make was rise in oil prices. I wonder if you could help me with
that since other economies—the USA, Japan,there are no policy measures that are leading to a

large increase in taxation on households. What we major oil importers—do not seem to have seen that
same dampening of their growth numbers. Theare looking at is the normal operation of fiscal drag
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Treasury’s forecast for overall growth in the G7 is Susan Kramer: Many people would consider the
consumer is restraining himself more because hestill 2.5%, the same as at the time of the Budget,
has so heavily borrowed and that is an issue thatdespite the rise in oil prices. We took testimony this
really was not tackled in the Budget, rather thanmorning that the UK is virtually self-sustaining in
put it down to oil prices. You do not really mentionoil, so can you explain to me why in your estimate
that as an issue.the UK has been harder hit by oil prices than
Mr CunliVe: I think we do mention that one of thethe G7?
reasons for the slowdown could be the interest rateMr CunliVe: On the first point, I think when fuel
increases on highly geared households. I think thatbills go up and petrol prices go up, there is an
is in the PBR document and I could find it for youimpact on consumption. What that impact is
if you would like. The point I make is we knew thatdepends on where consumption is, and there can
at Budget time: “As expected, households continuebe other factors driving consumption. Certainly in
to adjust to continued high levels of personal debtEurope we have seen quite a drop in consumption,
and the lagged eVects of increases in interest ratesparticularly from the big European economies, and
between late 2003 and summer 2004”. It is in there.we have seen quite a drop in imports from the big
The point I am making is I was asked to explainEuropean economies. One of the reasons why GDP
what has changed since the Budget. We knew aboutgrowth has held up, for example, in places like
the interest rate increases and we were forecastingGermany is because their export sector has
a house price change. What may have changed, asperformed extremely strongly. If you look at
this goes on to say, is that those things happenedhousehold demand in Germany it has been very
but they had a bigger impact on the consumer thanweak for the last year and has not recovered in the
we were expecting, and that is what the Bank ofway that it was forecast to recover. I think oil prices
England were referring to in their Inflation Report.have had an eVect on the consumer in Europe, they
I was also talking about new developments whichhave had less of an eVect on the consumer in the
we did not know about at Budget.US. The second point is that in the UK this has

come at the same time as interest rates were
increasing and at the same time as house price Q135 Susan Kramer: In the various testimonies we
growth was slowing and you have to look at the have taken over the past few weeks, part of the
combination of eVects on the consumer. We had a explanation for the undershoot on growth has been
pessimistic forecast for the eurozone at Budget attributed to unexpectedly low levels of business
time; outside commentators had a higher forecast. investment but nobody has been able to explain
Whether it has been flat or whether it has come that with profits relatively high and interest rates
down depends a little bit on your starting point. low yet there is an undershoot. Can you give us any
The eurozone economy has been growing kind of explanation?
somewhere between the low ones and one and a Mr CunliVe: I wish I could. I would say three
half up to two for some time. In the UK we have things. We were forecasting at Budget time business
had much higher consumption. With a higher investment to be 4.5%–5%, it has been 3% for 2005.
consumption level with interest rate increases and We were not forecasting a huge increase but we
with households highly geared, personally I would were starting to see it climb back under the impact
expect to see a bigger eVect. We are a slight net oil of the very high rates of return of profitability and
exporter and eventually all these things work very good financing conditions for businesses. I
through the system and the benefits to the UK of would explain it in a number of ways. This is an
having an oil industry will feed back into the international phenomenon. Investment is lower at
system. The oil sector is a separate part of the this stage in the cycle in most G7 economies. It has
economy, so for the vast majority of British been lower in the US than they would expect for
companies who are not engaged in oil exploration, this level of growth. The IMF talked about this in
production, oil is a higher input cost and that gets their last World Economic Outlook. There is a
reflected in what wages they can pay, for example, general reluctance or change in company behaviour
and what prices they can charge. For a large which means that with these levels of profitability
number of UK consumers there is an international and levels of economic growth where you would
price for oil, it is not as if having our own oil and normally see investment come back, it has not
gas industry means that you pay a lower price, so come back to the same extent. I think it has been
the eVect on the household is the eVect of the aVected by oil. I think the oil price increases over
international oil price. The fact that there is oil in the last year, year and a half, have just increased
the North Sea I do not think really aVects the the degree of uncertainty for businesses and made
impact that an oil price increase has on household businesses hold oV on investment decisions. The
disposable income. Over a number of years I would third reason I would give for this—something that
expect the UK to be able to weather an oil price Alan Greenspan has talked about in the US and I
increase better than non-oil producers because think is true in the UK as well—the slowdown in
having the benefit of an oil sector will feed back 2000–01 was investment-led, companies over-
into the economy. When oil prices go up from invested, particularly in the IT sector but more
about 40 at the Budget to 67 in six months, the fact generally, and there was a fair amount of nugatory
that BP are out there in the North Sea does not investment that had to be worked out of the system
seem to me to make much diVerence to the and chief executives in boardrooms became quite

risk averse about investment and you may see thatconsumer.
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eVect coming through and the psychology. I have and from Eastern Europe, we are doing better on
service exports but they need to grow considerablyassembled the reasons but I do not think I can give

you an iron cast explanation of why it has faster and weak demand in the parts of the world
which normally get reshuZed.happened or what will happen in the future.

Q138 Kerry McCarthy:What about the strength ofQ136 Susan Kramer:What impact do you think the
sterling? Is overvaluation a problem in terms ofPre-Budget will have on any of that?
exports?Mr CunliVe: I do not think the Pre-Budget Report
Mr CunliVe: Recently sterling has come down aand the measures in it will have an impact, or
little bit and we have not seen a huge change inshould have any impact on investment. There may
exports. I think the strength of sterling can makebe an impact in the North Sea from increased
a diVerence temporarily but actually in the end itcapital allowances and the change in special
is our underlying competitiveness.corporation tax, and we can go into that if you

would like.
Susan Kramer: I think that will be picked up by Q139 Kerry McCarthy: You would not say it is a

key factor in terms of manufacturing exports, forsomeone else later.
example?
Mr CunliVe: I would not. If you look at theQ137 Kerry McCarthy: Can we turn to exports.
diVerence in costs for textiles, say, or for toysThe Bank of England has described UK export
between China and the UK, the exchange rateperformance as “somewhat disappointing in recent
eVect is not going to make much diVerence to ouryears” given the expansion in world trade. What
competitiveness in those sectors exporting intofactors do you think could account for this
Belgium, say, or Italy.disappointing performance?

Mr CunliVe: There are two parts to UK exports.
Q140 Kerry McCarthy: Being outside the eurozoneOne is what is happening to our export markets,
would not be a major factor in terms of our UKand there you look at world trade and world
share of the European market?imports but you then weight it to take account of
Mr CunliVe: No, I do not think so. The last workdiVerent countries’ importance to the UK. For
we did on this was in the five tests that we haveexample, we would give Ireland quite a high
updated a bit. It is clear that within the eurozoneimportance, higher than its economic weight would
there has been an increase in trade between thesuggest, because a lot of UK exports go to Ireland.
eurozone countries but that has not led to a dropThere we have seen UK export markets grow more
in trade levels with non-eurozone countries. Thereslowly than world export markets. We were
is some evidence that eurozone economies haveforecasting 7.5% at Budget time and it has been six.
started to enjoy an increase in trade betweenThat is really to do with Europe. Over 50% of our
themselves, which is what optimal currency theoryexports, nearly 60, go to Europe and over 50 go to
will tell you should happen. It has not been at thethe eurozone. Weakness in the eurozone and
expense of the UK or other non-euro countries asweakness in particular in consumer demand has led
far as we can see and it is still quite a small eVect.to weakness of imports. That is one eVect. The
We have to wait for a number of years to see howsecond is within those export markets the UK’s
big it is. I would not put the euro down as an issue,share of what is there is growing or dropping. There
I think the small changes in the global economy arewe have seen our share in Europe decline, and
much more marked.decline quite strongly, in 2000, 2001 and 2002. That
Kerry McCarthy: Can I turn to the US currentdecline has now eased oV a bit. There are a number
account deficit and throw a few quotes back at you.of factors there. One is that our exports are still 2:1
When you gave evidence to the Committee ingoods to services and we have seen the eVect of
December 2004 you referred to the fact that thegoods imports from the newly emerging economies,
trade deficit was over 5% and you said: “all of theChina in particular. That has been an eVect across
received wisdom has been that when you get overthe world economy, and also we have the new
5% it has to be corrected”. In March of last yearcountries that have joined the European Union. I
you said that you thought the US current accountwould expect on the goods export side we are losing
deficit heading past 5% of GDP was a concern.market share in the same way a number of other
With the deficit now heading past 6% and theindustrialised countries are simply because of the
dollar strengthening, what do you say today?China eVect and the eVect from Eastern Europe.
Chairman: How apoplectic are you?While service exports are growing from the UK,
Kerry McCarthy: Have you become moreand we have higher service exports I think than any
concerned?other G7 country, they are not making up for that.

The other point is that our exports share in the
newly emerging economies is holding constant but Q141 Chairman: Take your time.

Mr CunliVe: It is still a risk. We note it as a riskour exports in absolute terms are quite small. Our
exports to China and India are about 1% of total and I think most economic commentators would

say, and I mentioned before even Alan Greenspanexports, that is relatively small, and that means that
needs to grow. I think it is a combination of our says, this will have to correct at some point. The

US current account deficit cannot grow to 100% oftraditional export markets have grown slowly, we
are facing competition there from emerging Asia US GDP. The stock of foreign owned assets in the
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US is growing and I think it is now something like areas where we can play a part, particularly in
education. Some of the new investment, I hope, willa third of GDP but I will have to check that. It

cannot carry on, it does have to correct at some go into oil and creating new oil production capacity
where the UK, with its North Sea oil industry,point but the risk is it corrects abruptly rather than

smoothly. Why has it gone on much longer than should be quite well placed to cope. Some of the
monies being spent are on capital goods, onthe IMF and others forecast? Again, looking at

past relationships, there is a structural change in investment goods, and there Germany has had an
advantage on things like luxury cars and the like inthe world economy. I think global savings are much

freer now to move around and to go to where which other countries have more of an advantage
than we do. I think we are relatively well placed.returns are higher, so the rest of the world is

prepared to finance the US current account deficit. The big question is how much of it are they going
to spend. The first thing the Saudis have done is toIt is easier to finance it than it was. I think we

understand it a little better. There was a very pay oV debt and they have tried not to spend the
oil windfall completely and not to recycle it backinteresting examination in the last IMF World

Economic Outlook which suggested that some of the quickly. I would have thought if it is high tech
exports, if it is knowledge based exports andproblems are on the investment side but because

there is a shortage of investment opportunities in services, if it is oil exploration, we should do
quite well.Asia and in Europe, and this comes back to some

extent to companies not investing as much as they
would, there are more global savings around and Q143 Chairman: So you do not subscribe to the
those global savings go to the US. So it is being benign view of some economists that in terms of
driven not by the US consumer borrowing to savings problems it is not much of a problem
consume and the US Government borrowing, but because there are already willing savers in China
it is being driven by a surplus of savings. It is very and Asia to buy the dollar and solve the tax
odd that China is exporting capital to the US where problem?
theory hitherto would say that capital should move Mr CunliVe: I do not know. The fact that this has
to emerging market economies, not the other way continued longer than people thought it would, on
round. That is not to say that investment in China the one hand, would make you more worried but,
is not very high, it is just not as high as savings. I on the other hand, the world does seem to be able
think what has happened over the last two years to adjust to it. My main judgment, I guess, is that
probably makes me a little less apoplectic or a little it does have to adjust at some point. I think we
less concerned because it does seem to me there are have got longer for it to adjust than perhaps we
a number of forces at work here and the global thought but, nonetheless, it could adjust messily
economy seems to be dealing with the strain, but or cleanly.
it will have to adjust and the key is that it adjusts
by savings adjusting the US, by investment

Q144 Mr Fallon: Can we turn now to youropportunities in Europe and in other places
forecasting record. I think you have admitted thisincreasing and by a more balanced economic
week that you were wildly wrong on the growthgrowth and not by some more abrupt currency
forecast, but turning to public finances your recordadjustment. If I may make just one other quick
is now pretty consistently shocking, is it not? Thepoint. It has been complicated over the last two
Chief Economic Adviser told us at PBR 2000: “ouryears by the oil market. I know that every answer
assumptions are cautious so that should alwaysseems to come back to oil but I think for the Gulf
mean the outturns are better than our projections”.States their oil revenues have gone up by something
In each of the five years since he said that, thelike 200% over the past five years. Saudi Arabia is
diVerence between outturn and forecast for bothnow running a current account surplus of 20% of
current receipts and surplus on current Budgets hasGDP. The current account surpluses of the oil
been wrong negatively. You told us at the time ofproducing countries are larger than those of Asia,
Budget 2000: “All of the public finance projectionsso we had an issue with emerging Asia building up
are cautious”, so how is it that over five years youcurrent account surpluses, exporting into the US
have said all of your projections are cautious yetand then lending the money back to the US, if you
they have always turned out to be over-optimistic?like, which was driving this, and now it is
Would you elucidate?complicated by very large surpluses building up in
Mr CunliVe: If I start with your opening point thatthe oil producers, particularly in the Gulf, and that
it should be easier to forecast the public finances inis what it has kicked it up above 6%. I am still
the economy; it is actually more diYcult. You onlyconcerned but I do not know when it will correct
have to look at the standard errors of forecastersand how.
generally between economic forecasting and
forecasting public finances to see that. The reason

Q142 Kerry McCarthy: How well-placed is the UK is quite simple: in order to forecast the public
to benefit from the increased demand from oil finances you need to plug in your economic
producing countries? forecast, which is open to error, and then you have
Mr CunliVe: It depends what they invest their to do fiscal forecasting and a number of other
money in. I was in Saudi Arabia a couple of weeks forecasts on top of that, so the public finance
ago and they were talking about investing in forecast, if you like, is the coming together of a

number of forecasts and that is why generally youeducation, in health and social services. Those are
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find that whoever is doing it their error rates are Q147 Mr Fallon: Does it help the Chancellor or
hinder the Chancellor in meeting the rule over thehigher. The point I made at the Budget hearing in
next cycle?March was if you looked at our fiscal forecasting
Mr CunliVe: I think we were showing we couldrecord since the new framework was introduced,
meet the rule over the next cycle in the Budgetwhich has two phases of the cycle, an upswing and
when we were still estimating the end date of thea downswing, you would find in terms of its
cycle in 2005–06.absolute error, which is how far was it oV one year

ahead from the outcome, not whether it was oV by
being over-forecasting or under-forecasting, its Q148 Mr Fallon: Does it help him? Does it make
absolute error was better than before the new it easier?
framework was introduced. If you look at the Mr CunliVe: I do not think it makes much
degree of caution which says if you sum the times diVerence actually. We are showing roughly 34% of
we over-forecast borrowing and the times we GDP surplus by three years into the new cycle and
under-forecast borrowing, it is more cautious as I do not that is very diVerent from what we were
well, considerably so. If you look at us against the showing—
US Congressional budget oYce—

Q149 Mr Fallon: You may be interested to know
that the advisers this morning advised us that itQ145 Mr Fallon: Let us stick to your forecasting.
would help him.You have been wrong five years in a row. You
Mr CunliVe: Over the next cycle I do not thinkcould excuse being wrong once but you have been
there is a very big material eVect.consistently over-optimistic in each of the last five

years, both on current receipts and on surplus on
Q150 Mr Fallon: Do you not think it is time thatthe Budget. Why?
we had the assumptions surrounding the cycleMr CunliVe: I think what I am saying is fiscal
properly and independently audited, or at least set?forecasting needs to be looked at against the record
We took evidence this morning that showed us howof fiscal forecasters. The numbers I just pointed to
the cycle is a fairly arbitrary concept, but it is yoursuggest that no fiscal forecaster is right all the time,
concept that the rule is based on. Is there not amost fiscal forecasters do not come out with an
case, because there are arguments on fiddling it atoutturn that is like the Budget. If you look at our
either end, for getting this thing set independentlyrecord, the only way to judge us is to benchmark
by somebody else, either the National Audit OYceus against others and if you benchmark us against
or the Bank of England, somebody authoritative,others we are better than most countries in the to stop you doing these fiddles?European Union, we are better than the IMF, we Mr CunliVe: The dating of the cycle has been done

are better than the OECD and we are better than for 1997 and for 1999, when we thought that was
the position that applied before the new framework on trend point, and 2001 in a transparent way. We
was introduced. The other point I would make, and set out what we have done and why and we have
the OECD brought this out when they looked at had it audited by the National Audit OYce. Your
cyclically adjusted forecasts, is that there is a point about is there a case for having main
tendency for forecast errors to be correlated with assumptions on the cycle audited, yes, and we do.
the economic cycle, so when you have a positive The National Audit OYce have audited the change
output gap there is a tendency for forecast errors in the date of the cycle, they will audit the date of
to be one way and when you have a negative output the next cycle, they audit our trend rate assumption
gap there is a tendency for forecast errors to be the which is the key assumption that conditions fiscal
other way. That is why it is quite important that policy and they audit the main assumptions that go
you look at this over a whole cycle. I do not think into fiscal forecasting. Yes, these assumptions
I would accept that our forecasting record is worse should be audited. The end date of the cycle is
than our peers. transparent and has been audited. The Comptroller

and Auditor General has come to the conclusion
that there are reasonable grounds for the change

Q146 Mr Fallon: It has been wrong for the last five we made. We put out an awful lot of information
years, perhaps that is another reason why you are on this and, as far as I can see, it is transparent
extending the cycle, so you can finally get it right. and audited. Should someone else do it is a rather
Let us go on to why you are moving the cycle. We diVerent question. I think the point I would make
had the first fiddle going back two years adding two there is this is very analogous to the Bank of
years on at the beginning and now we have got a England. When we gave the Bank of England
new fiddle adding three years on at the end. That responsibility for operational independence on
will make meeting the golden rule easier through monetary policy, we gave them the whole process.
the new cycle, will it not? We gave them the forecasting process and we gave
Mr CunliVe: I will have to think about whether it them the interesting rate setting process. We did
has any impact on the new cycle. Because we are not say, “We will have the NAO or
now forecasting the cycle ends two years out and PricewaterhouseCoopers do the economic forecast
after that the economy is on trend, I do not think and you, the Bank of England, will do the
there is a strong issue about the new cycle because monetary policy”. That is because the two things

are very closely intertwined and you need tonow we are showing—
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understand how you put the forecast together to that is unspent to be carried over into future years.
understand what policy action you take. You do The reason behind the underspend for any given
not want to be in a position where the Bank of department in any give year may be complex. What
England, using that example, comes back and says, we are doing, and what is set out in the PBR
“We did not get monetary policy wrong, we took document, in the Comprehensive Spending Review,
the right interest rate decisions, it was the economic which we will report on in summer 2007, is we are
forecast and the forecast of the cycle that undertaking a review of capital spending, a zero-
somebody else did that was wrong”. If you apply based review, with the objective of maximising the
that to fiscal policy, I think it is very important that impact of capital spending and we would expect in
all the stages of the process, which are the course of that to review the behaviour of
interdependent, stay with the same authority and departments’ capital spending, planning and our
that one authority remains accountable. The monitoring of it.
answer is not that you contract out diVerent parts
of the process, the answer is you make transparent

Q155 Mr Todd: To be honest, it is not that unusualwhat you do, which I think we do, and you audit
a problem. Most large organisations, and this is theit, which we have done.
largest I have dealt with, have got this problem as
well, people will consistently project that they willQ151 Mr Fallon: Just for clarity, you did ask the
be able to do more within a particular year inNAO to audit the change to the end of the cycle
capital expenditure terms than they turn out to do.as well as the change to the start, did you?
I would have expected by now a greater degree ofMr CunliVe:We asked them to audit the end of the
accuracy to be imposed either by just makinglast cycle, which is the start point.
assumptions that there will be a failure to deliver
or by looking at the methodologies for control thatQ152 Mr Fallon: The end of the last cycle?
seem to work better.Mr CunliVe: We have said that when we get to the
Ms Brivati: It is not an unusual problem and theend of this cycle we will ask them to audit our
reasons for that are well documented. Capitaljudgment, and they will.
spending is very lumpy and, as you say, we are
dealing with very large amounts of it and it is evenQ153 Mr Todd: I want to cover a related topic to
lumpier than small amounts. A lot of it is to dothe one that has just been touched on, which is the
with uncertainties over a precise time of capitalunderspend on investment expenditure where that
spend on diVerent projects.happens every year, and I think even longer than

the mis-forecasts in other respects. Can you throw
any light on the consistent performance there that Q156 Mr Todd: On 2004–05 compared with
public investment expenditure is always predicted 2005–06, you are expecting an acceleration in the
as being rather greater than it actually turns out second half of this year that was not reflected in the
to be? previous year. Is there a reason for that?
Ms Brivati: I want to say something about that, if I Mr Ramsden: What we have found looking at in
may. It is the case that we see underspend on public year trends in spending from one year to the next
sector investment year after year. However, it is is that the profile of spending through the year candiscernible also that the extent of the underspend change. In the data up to October that washas been smaller over the last years, particularly

published in mid-November before PBR, so thatsince there was a large increase in public investment
was the data set we had to go on, public spendingaround 2000–01 and a very large underspend
was running below what had been set out in thefollowing that, and we have seen an increasing
plans for 2005–06 in the first seven months of theconvergence between planned investment and
year growth rate. That reflects the fact that theactual investment. The underspend is still there but
actual amounts of spending are not as high as init is getting smaller and we believe that means
the plans but also the fact that last year the profiledepartments are getting better at actually spending
in that earlier part of the year was higher, so theand realising their investment plans.
growth rate is depressed. We are expecting our full
year percentage growth rate for DEL spending toQ154 Mr Todd:What steps have you taken to make
be as in the plans, but then on top of that there arethem more accurate? You were saying that it is
changes going on in AME. What that all comesbecoming more accurate, you were implying almost
back to is saying there might be some pick-up inby a natural process, but are there any approaches
spending by the end of the year but that would beyou are taking to monitor more accurately what
entirely consistent with plans and entirelythey are doing through a year and also to identify
consistent with our new set of end-year forecasts.best practice?
It is just in the data.Ms Brivati: It is not entirely a question of getting
Mr CunliVe: I think last year was unusual becauseforecasts right, it may be the right and best value
spending grew more quickly at the beginning of thefor money decision on the part of any given
year than the normal profile. I remember at thedepartment to delay expenditure from one year to
time that was one of the issues: was spendinganother. Of course, our system of end-year
growing too fast and would it reach its end-yearflexibility applies to capital spending as well as

current spending and permits any capital budget total. It did reach its total. This year the profile
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seems to be more back loading and, of course, as Ms Brivati: We believe that we have made
significant progress in delivering eYciency savingsDave has said, last year had a higher base so it

shows up more. against the target of £2112 billion. We believe £4.7
billion has been delivered so far which shows us
well on course to meet the target. We have twoQ157 Mr Todd: Ms Brivati mentioned end-year
sorts of processes which back-up the veracity offlexibility and the ability to transfer expenditure
those statements, one is that we have a system ofbetween years. Are you comfortable with the
ETNs, eYciency technical notes, whichdisciplines within departments on how that is used
departments publish where they are required to setbecause in theory, at least, that could widen? It is
out, in line with the guidance which we give out,very welcome in terms of preventing people wasting
where they will make eYciencies, how they willmoney on end-year projects to simply get it out of
make eYciencies and how they will measure thosethe way but it will also be impossible to catch
eYciencies. The eYciency technical notes arepeople out if those all move forward at the same
developed with the helpful advice from the NAOtime with a large surge of expenditure which might
and certainly I think there has been progress overnot be predicted. How do you manage that process?
the last year compared with the first generationMs Brivati: We do monitor departments’ ability to
which appeared last year in terms of the consistencyuse end-year flexibility. We do that for two sorts of
and coverage of those eYciency technical notes.reasons. One is because departments are under an

obligation to present realistic estimates to
Parliament and obviously end-year flexibility is Q161 Mr Todd: While obviously the NAO’s
part of that. The other is that we would clearly wish activities are not your responsibility, have you
to be alert to a situation where a department had mentioned that they are working in partnership in
a large EYF stock—end-year flexibility stock—and some areas?
at the same time perhaps wish to suggest that we Ms Brivati: Yes, they do.
did a reserve claim for some other form of
expenditure. Clearly we need to take into account

Q162 Mr Todd: Have you worked out how theythe overall financial position that any department
intend to audit this process? Clearly there are a lotis in. There is an ongoing dialogue between trade
of opportunities for smoke and mirrors in this.you spend in teams and departments on the
Ms Brivati: I know that the NAO intend to reportfinancial situation and the EYF stock, the
on this in the spring but they are working on theirdepartments’ desire to draw it down as part of that
own independent report on this in the spring. Thedialogue.
other element which gives us assurance on whether
eYciency savings are really being made is that theQ158 Mr Todd: Do you audit what has led to that
reports which come from departments areEYF stock? In other words, why has this been
scrutinised by the OYce of Government Commercecarried forward and what is it?
under John Oughton who is responsible forMs Brivati: I cannot give you the detail department
reporting to the Chancellor and Prime Ministerby department but it is usually evident to any
upon the delivery of the eYciency programme. Aspending team how EYF is building up where it is
team within that body examines and validates thebuilding up.
numbers which departments produce.

Q159 Mr Todd: It can come from a variety of
Q163 Mr Todd: One possible gap is that localsources. There may be some genuine savings, for
government is also intending to produce savings asexample, which people may wish to transfer
part of this process and their activities are auditedforward and use for other purposes; there may be
in rather a diVerent way. Is there some way ofprojects which have been slow to get oV the ground,
sweeping up the eVects of the Gershon Review inall sorts of reasons.
local government and producing a coherent pictureMs Brivati: It arises for a variety of reasons, as
which we can all understand?you say.
Ms Brivati: The eYciency savings which are
delivered by local government are also mirrored in

Q160 Mr Todd: Moving on to eYciencies, this the eYciency camps, if I can put it that way, which
morning we were talking to our panel of experts on central government departments submit to the
the impact of the initial phase of the Gershon OGC. While I would not claim it is especially
savings programme. I have to say it was met with straightforward to trace these through, it is possible
a great deal of scepticism as to whether very much to trace them through and understand how local
progress has been made, certainly there was authorities are contributing to the eYciency totals
criticism of the evidence which has been presented in that way.
in the PBR for the savings which have been
produced. There was some enthusiasm for the

Q164 Mr Todd: The impression given is that localNAO’s audit of this because it was felt that it might
authorities are running slightly ahead of the giftproduce greater clarity than had been brought
programme in delivery of savings. Is thatforward so far. How comfortable are you with the
reasonable from the interpretation we have beenprogress on the savings which are supposed to be

being progressed this year? given?
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Ms Brivati: I think that is reasonable. As at the we are looking for is an eYciency day out for
volunteers. Dive into your local lake and you willPBR, local authorities have delivered about £0.75

billion of savings which is ahead of what we save the government and local authorities a hell of
a lot of money. Is this what we are talking about?expected them to have done.
I am looking for a written response.
Ms Brivati: I am very grateful. I will look at it.Q165 Mr Todd: This does suggest that there is

someone else running behind. Since you have said
Q170 Chairman: Jon, can you look at it?1that you are roughly on track and local authorities
Mr CunliVe: Yes.are ahead then it would suggest there are some

departments which are not moving with quite the
requisite determination. Q171 Damian Green: I have literally a request for
Ms Brivati: That is diYcult for me to say without guidance. We have got this £4.7 billion aggregate
having the trajectory in front of me. What I do figure but I cannot find it disaggregated properly
know is I expect diVerent rates of delivery from anywhere in departments or numbers of posts or
diVerent departments because the composition of jobs which have been saved. Where should we look
the eYciency savings which we expect from for that?
diVerent departments are diVerent. Ms Brivati: I do not think this is reported in the

PBR documentation.
Q166 Mr Todd: The presumption behind this
review is that departments retain the savings. An Q172 Damian Green: Presumably it must be
obvious view would be but that may not fit with available somewhere. If you have got the aggregate
the political priorities of government as to whether figure presumably it must be capable of being
those savings should be delivered to continue disaggregated into performance?
expenditure in those particular departments. Is Ms Brivati: That data will be held by OGC.
there any process of review of the savings and their
potential destination in public spending terms? Q173 Damian Green: Is it therefore publicly
Ms Brivati: The eYciency savings which have been available? Is it available to Parliament?
delivered now were part of the SRO4 settlement. Mr CunliVe: We can look at that and come back
Their being retained by departments was part of to you.
the composition of that settlement. That settlement
remains closed for the 2004 period. Q174 Damian Green: Can you write to the

Committee?2
Q167 Mr Todd: Presumably it will be subject to Mr CunliVe: Yes.
review within the next spending round? Damian Green: That would be useful.
Ms Brivati: EYciency will be an important part of
the next spending round. Q175 Mr Mudie: I want to go into the section

Delivering High Quality Public Services. It must
Q168 Mr Todd:Which may include the reallocation have been a quiet Pre-Budget for you, it seems to
of savings achieved and to be achieved in this me. These may be questions for your boss rather
exercise? than you. Your box at the start says there was a
Ms Brivati: I do not think it is helpful now for me fair bit of money put in but £53 million to Youth
to say what the conclusion of the next spending Opportunity Funds which amounts to £500,000
round will be. over two years to each local authority which will
Mr Todd: I am merely suggesting that intellectually hardly break the bank. £305 million and £508
that will make sense, that the next spending round million, which I want to come to, to local
examines that issue of achievement and decides authorities but that is replacement so the rates do
whether that spending should be retained within not go up, and then £665 million to anti-terrorism
that department or used for other purposes which and Iraq. Apart from those three things, what else
are more beneficial. did we put in the Pre-Budget for delivering high

quality public services? Do you think we have got
the priorities right: £650 million for Iraq and £53Q169 Chairman:What are eYciency savings? I have
million for youth opportunities?a communication from the OYce of the Deputy
Ms Brivati: You mentioned a number of things—Prime Minister which is concerned with Fylde

Borough Council. It says: “EYciency gains have
been realised through several Friends groups and a Q176 Mr Mudie: I did, page 125.
partnership with the PCT. The £4,000 equates to Ms Brivati: —that are described in chapter 6. The
the cost of labour and other resources that have main addition to public spending is to the special
been contributed by the Friends groups to improve reserve for military operations in Iraq and also an
Fairhaven Lake and Park View Playing Fields.” additional £85 million for counter-terrorism.
“The £4,000 is a conservative calculation based on
the hours contributed [by the Friends] and Q177 Mr Mudie: It is not the sort of public services
represents what it would have cost the council to the public cheer for or beg for, is it?
do the work. This is also work that the council
could not aVord to have carried out and may not 1 Ev 85

2 Ev 85have been done without the Friends group.” What
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Ms Brivati: Is this what the PBR is for? It is our Q186 Mr Mudie: Can you say that last bit again?
Ms Brivati: Yes. You can get the figure of £3 billionconvention to return to special reserve at Budget

time and at PBR time to examine applications. by looking at spending outturn data from the
Ministry of Defence.

Q178 Mr Mudie: If we take those out it is hardly
Q187 Mr Mudie: It is hidden in there. There is nohaving youngsters and people cheering in the
other sum because the Ministry of Defence willstreets, the amount of money we are putting in is
have some in. This is labelled “special reserve”, so£53 million in this Pre-Budget Report.
there is not a Ministry of Defence sum and theMs Brivati: Yes. I should probably also mention
reserve and the special reserve. What is the totalwhat we are doing on housing and the
amount of expenditure for Iraq? That is what I amGovernment’s response to Barker and its intention
trying to find out as a financial watchdog.to increase its new ambition on social housing,
Ms Brivati: The total amount of expenditure onwhich is another significant—
Iraq at the end of 2004–05 was £3 billion.

Q179 Mr Mudie: Sorry. I am having diYculty
Q188 Mr Mudie: £3 billion. What was it estimatedhearing you.
for 2005–06, the present year? Something hasMs Brivati: The PBR also sets out a new ambition
happened because you have an additional £580on social housing as part of the Government’s
million to put in for this year. How much was in?response to Barker.
You have obviously spent up, have you, with all
these aircraft which are flying over.Q180 Mr Mudie: Has that just been left out of
Ms Brivati: We have allocated the additional sumthe box?
to represent our current view of what will beMs Brivati: It is not in the box. It is elsewhere. It
required in Iraq.is chapter 3.

Q189 Mr Mudie: What is that?Q181 Mr Mudie: I know. I raised it this morning.
Ms Brivati: It would not be correct to say that weI think it is in the wrong chapter.
have a forecast for the total requirement overMr CunliVe: I will make one point as a follow-up
2005–06 because it does not quite work in that way.from a fiscal expenditure framework point of view
We have made our allocation for the moment.rather than on the detail which is we set the plans

for public expenditure in the spending reviews. At
Q190 Mr Mudie: What is that allocation then?the PBR budget there may be particular things
Ms Brivati: The allocation is £580 to the specialdone for need, all the initiatives around heating
reserve.have been pushed by higher fuel prices. If you look

at chart 6.1 on the following page, that shows the
allocation of resources to 2007–08 for the priorities Q191 Mr Mudie: Are you saying to me, which
of health, education and transport. It is quite a would be good news, that we have gone down from
marked direction of resources there. I would get £3 billion in 2004–05 to £580 million in this year
worried from the macro position if we started to because that does not make sense, you are speaking
have large shifts of expenditure at PBR or even at about an additional £580 million?
Budget within those public spending review Ms Brivati: No.
periods.

Q192 Mr Mudie: That is what I mean.
Q182 Mr Mudie: Is £580 million not a big shift? Ms Brivati: The figure of £3 billion is the total
Mr CunliVe: For the special reserve? amount that has been spent on Iraq up until that

point.
Q183 Mr Mudie: Yes. We could do it for Iraq.
Mr CunliVe: It is a relatively large amount. There Q193 Mr Mudie: It was allocated in 2004–05 but
are some situations which you cannot envisage or you are running it forward?
you have to make special provision for. I think the Ms Brivati: No, the allocations would have taken
amount for winter fuel is also a large amount. place at a number of points over the preceding

Budgets and PBR.
Q184 Mr Mudie: Jon, as this is the only time we
financial watchdogs get to ask you questions, let us Q194 MrMudie:How much money since 2003, say,
take the additional £580 million for the special have we spent in Iraq?
reserve for military operations in Iraq. It says “an Ms Brivati: I do not have that figure to hand.
additional £580 million”, how much have we got
and where is it? I could not find it in the book. Q195 Mr Mudie: Will it be more than the £3
Ms Brivati: Total spending on Iraq at the end of billion?
2004–05 was about £3 billion. Ms Brivati: No, it will be less because the figure of

£3 billion includes expenditure in 2001–02 and
2002–03.Q185 Mr Mudie: £3 billion.

Ms Brivati: These figures are not in the PBR report Mr Mudie: The £3 billion that you referred to and
you relate it to 2004–05.but they can be derived from outturn data from the

Ministry of Defence. Mr Love: Up to 2004–05.
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Q196 Mr Mudie: Up to 2004–05, has it been spent? relation to the PSA targets set in the last Spending
Review and will these then feed into decisions onMs Brivati: Yes.
future spending plans?
Ms Brivati: The PSA framework and department’sQ197 Mr Mudie: At the end of 2005?
performance on PSAs is an important part of theMs Brivati: Yes.
overall composition of the Comprehensive
Spending Review. One of the reasons why we areQ198 Mr Mudie: You are putting an additional having a Comprehensive Spending Review is to£580 million in. Is that all then? You have no more enable us to undertake a fundamental stock take offinancial approvals? We have spent up to the end performance against the Government’s objectivesof 2005 £3 billion and we are putting another £580 and assess how we should set policy and gomillion in. That seems a small amount for Iraq this forward. The set of PSA targets we have followingfinancial year. CSR04 represent an important statement about theMs Brivati: There are two answers to that. One is Government’s overall objectives in its prioritythat allocations to the special reserve represent our areas. I think what the CSR will seek to do isview of what will be required in Iraq but that does review the appropriateness of those targets goingnot preclude funding coming from other sources forward, how departments have performed, thebecause we manage the reserves together. There is extent to which spending contributes tostill the general reserve as well as the special performance and the extent to which other aspectsreserve. of delivery contribute to performance.

Q199 Mr Mudie: To save the Committee’s time,
Q205 Ms Keeble: What it says in thecan you give the Committee a full breakdown of
documentation that you have given us is a bit moreall the expenditure in the financial years from
robust than that. You talk about basically a zero-whichever vote?
based approach to budgeting, looking atMs Brivati: Yes.3
performance and delivery, and that is obviously
quite a robust framework for departments which

Q200 Mr Mudie: The other one is the one before have particular spending plans and particular
“providing an additional £85 million . . . for the things they are supposed to achieve. When we had
expansion of the security and intelligence the meeting this morning we were given a rather
agencies.” The word “additional” interests me. diVerent picture from that. We were given a picture
How much do we spend? Are we allowed to ask where depending a bit on economic growth there
that? Are you allowed to tell us? Jon? was likely to be a slight slowing back of the increase
Mr CunliVe: I do not know if we are allowed to in public spending, only slight because by and large
tell you. they agreed with your figures. That would happen

in the framework of real constraints on flexibility
Q201 Mr Mudie: I do not want names and of spending because of pensions, depending partly
addresses. on Turner and what happens there, and also health
Mr CunliVe: Certainly we are allowed to take the budgets and other budgets, and that is also borne
question back. out by this document, Long-Term Public Finance

Report. Those are two very diVerent patterns for
allocating spending. One is the robust zero-basedQ202 Chairman: Can you write to us and tell us?4
approach which is always quite nice for politiciansMr CunliVe: I can tell you whether we can tell you
because you set the priorities, get them andor tell you the answer.
everyone is judged on them and that is how you
perform. The other one is this rather moreQ203 Mr Mudie: The least controversial one, the
constrained approach with large spending and alsomoney you are giving local authorities, it is
the international development dimension disclosingreallocating. I do not know if Mark asked this,
the constraint on flexibility. Those are two verybecause I was looking at my papers preparing these
diVerent models of spending. Which do you see asimportant questions. It is reallocated from central
being the one which is going to hold, assuming thedepartments. Can we have a breakdown of which
other things about growth we have been told?departments the money was reallocated from? You
Mr CunliVe: I think the answer is we would likedo not have to tell me now, again you can tell the
both to hold.Committee in writing.

Mr CunliVe: Yes.
Q206 Ms Keeble: You cannot have both, can you?
Mr CunliVe: What one does is within the fiscalQ204 Ms Keeble: On the long-term Comprehensive
framework and the management of public financesSpending Review, your account of plans for the
at a broad level you have to set the rate of growthCSR stresses the importance of reviewing the
of public expenditure and the rate of growth ofsuccess of departments in delivering the outputs.
public finances. That has got to be sustainable overWill the report you are producing in the middle of
the long term. The Long-Term Public Financenext year assess the success of each department in
Report is designed to indicate broad sustainability
because it goes up to 2050. You cannot make3 See supplementary memorandum dated 12 January 2006.

4 See supplementary memorandum dated 12 January 2006. sensible decisions 50 years ahead. It is really the
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public expenditure review process that takes the Mr CunliVe: Which report, the Long-Term Public
Finance Report?.decisions over the next two or three years. You

have to put that within an envelope. That is the first
part. Clearly public spending cannot grow Q210 Ms Keeble: The fiscal one. That is in both the
indefinitely faster than the rate of growth of the medium and long term, health. That is why I say
economy. The second question is how to ensure if your options are constrained there it means that
that you are getting maximum value for money and your zero-based budgeting is going to impact
that you allocate spending where it will best fit your particularly heavily on these other blocks of
priorities and that is the zero-base. Then you put spending. This chart.
those two things together. In every finance ministry Mr CunliVe: 5.2.
around the world when those two things come Ms Keeble: Health is your biggest constraint in
together there is tension and you have an iterative terms of growth. If you look at the green, which is
process by which you resolve it. We do it bottom- other spending, that is the area which I call
up and top-down at the same time. Most firms do discretionary which you can squeeze because you
that as well. are not driven by changes in demand. What I want

to know is how robust you are going to be about
Q207 Ms Keeble: You have made very robust the zero-based budgeting because it is always
statements about the zero-based budgeting in your diYcult. It sounds to me like we are being given
report. I think everybody understands all this is this as a bit of a sop and when push comes to shove
compromised at the margins and all the rest of it. you will still be looking at the—
You have a fundamentally diVerent approach. If
you really want to hold to a zero-based approach

Q211 Chairman: We will be as robust as politicsyou have also got these massive constraints, in
allows.particular around pensions, which are a bit
Mr CunliVe: I am not allowed to comment onunknown. If you look at the indexation of the
politics. First of all, I would not look after 2050pension credit and what happens if we go to a
on this.higher citizen’s pension then you have even bigger

constraints. You cannot get much in terms of
eYciency saving on that because that is money paid Q212 Ms Keeble: The medium term.
out, it is demand-led. That is a very diVerent Mr CunliVe: There is an envelope for health
process. In the middle of it then is the housing stuV spending that has been set. We will have to take
which needs to be done as well which is one of the decisions—we said after Wanless—about where
discretionary areas. How are you going to that goes in the future. There is an envelope that
approach resolving those tensions because they are has been set around international development in
very, very good and they are critical for us? terms of a GNR target, there is an envelope that
Mr CunliVe: As far as I know no decisions on has been set which is a bit shorter on education; all
pensions have been made. The decision whether to that will have to be taken into account. Zero-based
upgrade pension credit in line with earnings is one can be applied to all those areas to ensure that we
of those decisions that you take in this framework. get eYciency and we are doing the right things in
The machinery we have for managing public those areas. I think the decision about competition
expenditure which is not to do it outside of the for public resources, public resources are always
fiscal framework but to put it into a firm fiscal finite.
framework is the machinery we have for managing
the pension.

Q213 Ms Keeble: I understand.
Mr CunliVe: There is always competition and those

Q208 Ms Keeble: Unless you say that you are going decisions will be taken within the top-down
to do something about the big blocks then we have envelope that is set for the Spending Review.
to assume that your pressure on the zero-base is
going to be on the discretionary and that is going

Q214 Ms Keeble: The CSR is supposed to be settingto be very tough on some of the areas which are
levels of spending up to 2010–11. Does that meandiscretionary which are very important, like
there will not be a subsequent CSR until 2010 oncehousing.
you have got the pattern set?Mr CunliVe: I think zero-based, I am not sure
Mr CunliVe: No.about the term discretionary or non-discretionary,

but in an area like health where there are some
commitments going forward we would still do zero- Q215 Lorely Burt: I would like to ask you about
based. Zero-based is also about how eYciently you the reform of the tax credits regime. I am sure you
use expenditure and how much of an output you are expecting this. It is something which has
get for a particular input. I do not think zero-based exercised this Committee quite a lot. You estimated
is restricted to some parts of spending not others. the cost of the reforms announced in the Pre-

Budget Review to the tax credit system as nil in
2005–06, a cost of £100 million in 2006–07 and thenQ209 Ms Keeble: Sure. In your chart 5.2 on page

44 of this report actual health is the biggest a saving of £250 million in 2007–08. Can you
explain that? How can you save £250 million inconstraint you have got. It is even bigger in fact

than state pensions. That is precisely what I mean. 2007–08?
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Mr Orhnial: What we need to do is to understand Q217 Lorely Burt: HMRC will phone people?
the diVerent components of the package. This is Mr Orhnial: That is the intention. Or they will write
quite a complicated package that is supposed to to them.
address a number of issues. There are about six or
seven measures in it. They are in the box here on

Q218 Lorely Burt:When week after week you havepage 97. I think what we need to understand about
constituents coming to see you who cannot getthe policies is that some of them are adding to costs
through to HMRC I find that quite an interestingand some of them are doing the opposite. The
statement.policies that you are essentially adding to cost are
Mr Orhnial: Phone and write to try to elicitthose of raising the threshold for changes from one
information from claimants. This is not until theyear to another and the policy of limiting the
first quarter of 2007, so there is a year in which toamount of tax credits overpayments which are
get this right. That set of measures I have justrecovered in year. That is in eVect allowing more
described—I am sorry I had to describe themmoney to go out the door in particular years. Then
because you have to set them in context—all reducethere are a set of measures which are designed to
the scope for overpayments during the year. It isreduce overpayments in any year. Causes of
really a balance of diVerent measures and diVerentoverpayments, I m not sure if you have looked at
timing eVects that produce those numbers.the Paymaster’s statement which elaborates on this

but there are four largish causes. Rises in income
from one year to the next; mis-estimates by Q219 Lorely Burt: From April 2006, I would like
claimants of what their in-year income is, for to talk about the disregard and the eVect that is
example they have got credit awards on the basis of going to have because it will rise ten-fold from
a particular income, their income falls, their income £2,500 to £25,000. Will those changes not create an
changes again, they forget to report it and end up incentive for claimants to be jobless at the end of
with an overpayment at the end of the year. the tax year?

Mr Orhnial: I do not see that. Why would they wish
to do that? The system is based on your annual
income. If it was a system that was based simply
on a snapshot so we looked at a period of five or
six weeks, and in many ways that is what familyQ216 Lorely Burt: Or it gets missed.
credit and, after it, working families tax creditMr Orhnial: Or it is missed, absolutely, certainly
tended to incentivise, people would in eVect reducethere have been issues around that. Then there are
the hours they worked so that they reduced theirchanges of circumstance which are not reported
income during that short snapshot period. With aquickly enough where, for example, a child leaves
manual system you cannot, simply by going out ofthe home and you are no longer entitled to a tax
work, reduce your income for the whole yearcredit or something like that. Finally, there is the
substantially.renewal window. If you recall, everybody needs to
Lorely Burt: It is based on annual. I will just stoprenew their tax credits award starting from April.
for a second. I have one more question but I thinkCurrently the end of that renewal window is 30
my colleagues want to ask some questions on this.September. If your tax credit award at the

beginning of that period is based on out of date
information it remains out of date until you give Q220 Susan Kramer: Mine is a tiny question. To
new information and your award is reworked. A get the kind of savings you have talked about, as
cause of overpayment is basically being paid the you say, you paid out much more because you have
wrong amount during that period. Looking to the abandoned claw back and I am delighted with that.
other measures here, what we are trying to do over You must be suggesting that there is a huge amount
a period of a couple of years is make it mandatory of flaw in the system for you to be able to make
to report more changes so that if you reduce the those kinds of savings. You are only changing the
hours of work that you do, and therefore become timing of when people report, not the amount that
ineligible for certain credits, you have to report they are due to pay. I have not added up the
those. When a child leaves the home you are then numbers but we have been dealing with fraud on
mandated to report that. We are shortening the that scale.
period of time, also, claimants have. Currently they Mr Orhnial: I am certainly not saying anything at
have three months to report those changes, we will all about fraud. I am sorry, I am going to go into
be asking them to do it within one month. Also, another long explanation. It is quite a tricky one.
from next year, we are shortening the window for
doing your renewals. Rather than having the risk
of wrong information from April to the end of Q221 Chairman: I think you should write to us.5
September, we are reducing that period from the Mr Orhnial: I can certainly write it down for you.
end of August. There are a number of other Chairman: It is complicated for all of us. We need
measures in there which are designed essentially to it nailed down tonight. We have got an email that
try to keep records up to date. HMRC from the is open 24-hours a day. We will give you the
beginning of 2007 will start phoning people in the address. We would like to have it for tomorrow.
first quarter of the year to try to make sure that
their records— 5 See supplementary memorandum dated 12 January 2006.
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Q222 Ms Keeble: An awful lot of people will be worried that given the problems that people have
women and they will be parents and they will be had already in trying to report, you are putting the
lone parents. For an awful lot of them the end of onus on them to report more quickly, to get
August is a terrible cut-oV in reporting time information across, but the channels of
because most of them are oV work because their communication are very frequently not there for
children are oV school. Their work patterns start in people to be able to do that. I am sorry I smiled
September because for quite a lot of people they go when you spoke about the idea of you phoning
back to work and they will change their hours and people. Do you think you are wrongly attributing
start reporting back. In the written response, can the problems of the tax credit system to a lack of
you explain how you looked at the practical understanding rather than the fact it is the design
working patterns of the people claiming this and and delivery of the system that is actually causing
fitted the new design into their work patterns? One a lot of these problems?
of the real problems with the design of it previously Mr Orhnial: It is diYcult to know where to start
was it did not match with the practicalities of the an answer, but with an annual system on which we
lives of people getting this. consulted for quite a long while before designing
Mr Orhnial: Can I give you a partial answer now? and introducing it, we will always have the
We are not at the end of August asking people to situation where payments you received during the
tell us what their income is at that point. year are in eVect provisional until you have got all

the information you need for the year. So there
Q223 Ms Keeble: I understand that. clearly has always been, not a design feature, an
Mr Orhnial: In terms of the reporting period, there element of the system which adjusts at the end of
is no reason why people should leave it to 31 the year. These are not things which have gone
August to do it. They have their P60 if they are wrong but things which are adjustments to make
employed several weeks and months before that. sure people whose award has flexed during the year
Obviously some of the measures that were in the get the right amount of money. That has always
Paymaster General’s 26 May statement which I relied on good communication from claimants to
think she up-dated you on in October, which will HMRC and vice versa, and we accept, and the
involve much more pro-active help and clearer Paymaster has accepted, in the early years there
communications from HMRC, should help people were problems which did not help. We have a
to try to get the timing of their reporting back programme for improving communications and as
better, but I do not see they need to leave it until that is delivered over the next 18 months or so I
31 August if they have the information in front would hope to see a very substantial change. You
of them. are right in saying that this is a package, if you like,

of rights and responsibilities in that the
Q224 Ms Keeble: I think it is something called Government is giving people a more generous
human nature actually. treatment both in terms of in-year repayments and
Mr Orhnial: We do have, if you like, a cultural threshold payments, but in return they are
mountain to climb, but this would be helpful all expecting, assisted by HMRC, more responsibility.
round both for the claimant and for ourselves. Lorely Burt: As long as people can find their way

through your system because there have been very
severe problems up until now, and I am sure theQ225 Mr Mudie:When you have been before us in

this Committee we have pressed you on the right Chairman will reinforce that we will be looking
of appeal and we have always been under the very closely at what happens.
impression at this moment in time there is no right
of appeal except there is an Inland Revenue

Q228 Chairman: We do have a Sub-Committeepamphlet which sets out how to appeal on tax
inquiry and no doubt we will be taking evidence atcredits. Is there a right of appeal to an independent
leisure in the New Year on that. If you send us yourtribunal as this suggests or is there not?
epistle tonight, that would be very helpful.Mr Orhnial: I am afraid I am not aware of the
Mr Orhnial: You would like it tonight?reference, if you point it out to me—
Chairman: Thank you very much.

Q226 Mr Mudie: I will pass you a copy at the end
of meeting. We would welcome knowing because Q229 Mr Fallon: Turning to public sector pay, I
we have been giving you some grief and quote from the Budget 2003 Press Notice: “Budget
constituents are not going down that road because 2003 announces that measures will be implemented
they are not aware of that and we need to clarify to ensure that public sector pay systems include a
whether there is a right of appeal. stronger local dimension where appropriate.” How
Mr Orhnial: There may be a right of appeal against much more local pay has there been since March
something other than that. There was a time when 2003?
I knew but I am afraid it was a while back. Mr CunliVe: I think we will have to give you a note.

Do you want it measured by—
Q227 Lorely Burt: It seems to me that in return for
the changes that you are making to the system you

Q230 Mr Fallon: I want you to tell me how muchseem to be putting the onus on people to get their
reports in, to report more quickly. I am very more local pay there has been since March 2003.
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Mr CunliVe: I do not have that to hand. Mr Orhnial: Simply because we cannot guarantee
or police rules where you do indeed make that
distinction but then you find people change the useQ231 Mr Fallon: Has there been any?

Mr CunliVe: We will cover it in a note, I am afraid to which they put their home. So you may well buy
it for the SIPP on the basis you were not going towe cannot answer that now.6

use it for your personal use, and then choose to use
it for your personal use a year or two years later.Q232 Mr Fallon: Has it applied to particular bits

of the public sector? Can you give me some These are very long-term investments where you
are locked in. We could not practically construct aknowledge?

Mr CunliVe: I do not think we have any rule which would do it. We could write a rule but
we could not construct a rule.information on that.

Q233 Mr Fallon: None at all? Q239 Chairman: This was left to debate in public
Mr CunliVe: None at all. for about six months, it was in all the newspapers

and people were talking about second homes, fine
Q234 Mr Fallon: Is it possible there has not been wine and goodness knows what else. There was a
much local pay since March 2003? hare chasing for months and months and months
Mr CunliVe: I would not want to speculate not and then, all of a sudden, we get a panic decision.
knowing the answer, so I think it is safest if we Mr Orhnial: I do not think it was a panic decision,
could write to you.7 actually it was a very considered decision.

Q235 Mr Fallon: Can I turn now to your hand-
Q240 Chairman: A slowly considered decision?brake turn on SIPPs, where you have prohibited all
Mr Orhnial: The reason I brought you back to firstinvestment in residential property. This obviously
principles was essentially to say what we had beenhas caused a fair amount of turmoil, both amongst
trying to do at the outset was to strike a balancethe industry and people who were making
between simplicity and complex rules that tried topreparations for 1 April. Why did you choose such
rule out certain types of investments. We did thata sweeping prohibition? Could you not have
on the basis of the information that we hadconsidered prohibiting certain classes of
available at the time, and our judgment at theinvestment?
time—Mr Orhnial: I think again we need to be clear about

what it was we were trying to do with pension
reforms, of which SIPPs will form part. What we Q241 Chairman: But there were representations
were trying to do was to sweep away a great deal from industry, the ABI and others, on the issue of
of complexity through eight diVerent regimes for investors placing deposits on investment properties
pensions and one small part of that reform related on the understanding, quite reasonably, it would be
to self-invested pension plans. As compared to the possible to benefit from tax relief as a result of
present, where you are not allowed to invest including it within a SIPP from next April. That
residential property in a SIPP, what we did was to has changed dramatically. So there is industry
plan on removing that prohibition. The Chancellor, representation to us on that.
as you know, announced on Monday that we Mr Orhnial: I am aware of the representations they
would return to a prohibition on the investment in made to us as well.
residential property. Chairman: Okay, so that was a U-turn. Andy next.

Q236 Mr Fallon: Forgive me but we know that,
Q242 Mr Love: Can I take you to the response tothat was announced. What I am asking you is why
the Barker Report. In his statement before theyou chose to prohibit all property investment
House, the Chancellor indicated that he wanted torather than to consider prohibiting certain classes
increase house building from 150,000 by a furtherof property investment, for example, property for
40,000, yet in the Barker Report, Kate Barkerpersonal use?
suggested they needed anywhere between 70,000Mr Orhnial: The reason for that is that it is well
and 120,000 new homes if they were to keep housenigh impossible to design a system that actually
price inflation below 1.8% in the long-term. Do youachieves that.
think the Pre-Budget Report prepares the way for
doing enough for future generations in terms ofQ237 Chairman: You should have known that
aVordability of housing?months ago. You have done a U-turn.
Mr Kingman: Yes, we believe it does. I think thereMr Orhnial: No. The question was, why did we not
may be a confusion about what you tell us here. Iisolate this particular—
believe one of the figures you cited was a net figure
and one was a gross figure. You need to rememberQ238 Mr Fallon: You define in tax law what a main
a number of houses are removed from the stockresidence is, you even define second homes, why
every year. The ambitions we set out in responsewould it have been impossible to prohibit property
to Barker are within the range that Kate Barkerinvestment in a home you own or you use yourself?
published in her report.
Mr Love: I may well ask somebody to explain that6 See supplementary memorandum dated 12 January 2006.

7 ibid. to me later.
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Chairman: Do you want to write to us again!8 Q245 Mr Love: You talk a little about lessons from
the past, and indeed this whole area has had a
chequered history in the past. Almost everyoneQ243 Mr Love: In the Pre-Budget Report
believes the bringing forward of land is absolutelydocument it repeats the commitment to deliver an
critical—Barker talked about it, everybody else hasadditional 10,000 new social homes in 2007–08. I
talked about it—in the past developers have gonewould submit to you that you will have diYculty
on strike, and that is why it has failed in the past.achieving that partly because of construction costs
Barker makes a strong case that the costs of thegoing up, partly because land costs especially in
PGS will fall on the landowner. What is to stop theareas you are building are going up, partly because
landowner going on strike? Why would they not goyou need a diVerent mix of properties, but even
on strike?assuming you hit that, Barker was suggesting you
Mr Ramsden: I think you only go on strike if youneeded a minimum of 17,000 to 23,000 new
think the tax is not going to be sustained over aaVordable homes. Looking at the envelope in the
number of years.Comprehensive Spending Review coming after

2007–08, do you see any prospect that you will be
able to deliver the Barker figure on aVordable Q246 Mr Love: Do we not have history on this?
homes in the new Spending Review? Mr Ramsden: I was going to carry on. You referred
Mr CunliVe:We should not pre-empt the Spending to Barker and the strong case that she makes in the
Review. This is one of the things the Government Review. She looked very carefully at previous
has said it will look at in policy going forward, but development gains taxes and we have summarised in
I do not think any of us can tell you now what the Box 1.2 of the consultation document the lessons she
outcome of the Review will be. felt could be learnt and which we agreed with. If you

look at the design we are outlining for PGS in the
Con Doc, in three key areas we think we can learnQ244 Mr Love: I thought you might say that. Can
from those lessons. Before I say what those three keyI ask about the planning gain supplement because
areas are, you have to look at the wider context. Youit says again in that document that one of the
must not compare too much previous instancesreasons why it has been brought forward is in order
because the context for why a new levy is introducedto pay for infrastructure, but because of the last
always diVers. We are very, very clear in thisquestion I have just asked about your real diYculty
document and we are very clear in the foreword toin building the number of required social homes,
the main Barker Review response that we think thiswill you not have to, as well as building
tax is a means to an end. It is not needed other thaninfrastructure under the planning gain supplement,
to deliver on the more ambitious housing targetsbuild aVordable homes if you hope to get anywhere
that the Government is now committed to. So that isnear the target Barker has set? If you do have to
the context within which to assess whether it is goingdo that, will the planning gain supplement delivery
to work. There are three reasons why we think it willenough for both infrastructure and new homes?
work, to come back to where I started. The first isMr Ramsden: On the planning gain supplement, we
that we have been clear that unlike penal rates of tax,have at this stage set out the principle that the
under previous development gains tax, it will catch aGovernment is following on PGS, why it thinks it
modest portion of the uplift, so we think it willis a valid instrument to use in this case, to use a
preserve incentives to develop, and back to the pointtax instrument to raise money which will finance
about it being a permanent tax, we do not thinkinfrastructure. This is probably not the answer you
there will be any reason for landowners to go onwant but we have thought about the big trends
strike. Secondly, in the past there have beenhere, we have thought about the housing trends we
incredibly complex processes for running these kindthink are deliverable, we see PGS as the instrument
of taxes.We think we have learnt a lot over the yearswhich can help to deliver them, but this is the start
and for self-assessment in other areas to think thatof a journey on PGS. We have put out a
actually we can come up with clear definitions ofconsultation document, we have made very clear in
value and self-assessment whichwill make it possiblethe consultation document that no PGS will be
to make this tax workable. Third and finally, alwaysintroduced before 2008. There are quite a few issues
important for any tax, minimising avoidancewhich need to be worked through, there are lessons
opportunities. We think there is a way forward therewhich need to be learnt from attempts in the
so we can avoid the kind of complex oVshorepast which have not worked out for various reasons
arrangements you quite often see in this area. Wewhich we set out, but we think this is a viable and
have set out the direction of travel, we think this is aa valid approach and as part of the work which
valid and viable approach but I should stress that weleads up to the CSR, where we will start through
are embarking on a consultation here, and anotherthe cross-cutting review which has been announced
tax change which has been widely welcomed by theand other things, that will nail down some of the
property industry is real estate investment trusts. Ispecifics you are interested in. At this stage we have
led the consultation on that from the start of 2004,set a direction of travel which says we see a role for
there are lots of issues that the property industryPGS alongside a scaled-back 106 which can deliver
raised around that. We had a very intensivethe infrastructure to support these new and more
consultation over a number of iterations which hasambitious housing objectives.
led to an outcome where I think we have delivered
something which has been generally welcomed. I8 See supplementary memorandum dated 12 January 2006.
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think the aspiration of PGS over this period between consultation. It does not mean we will not get some
residential property, I think we will get some but itnow and the earliest it can be introduced, 2008, is for

a similar engagement and we will have to see where is not going to be the main focus of the REIT. So in
a sense you are not looking at exactly the samethat gets us.
market. I am not saying the commercial property
market and the residential property market do notQ247 Mr Love: I would love to get into a discussion
have a huge amount of overlap, of course they do,with you about whether or not this will encourage
but we are looking at investment in commercialinvestment in residential development. I am sure it
property which will be primarily where the REIT is.will encourage commercial property development,
We will have to wait and see how it operates andindeed the pensions funds and insurance companies
obviously there are design details which we still haveseem to be salivating at the moment at the thought
to announce on the REIT and we will be doing thatof getting their hands on it, but I do not want to get
at the Budget, but I would see PGS as more centralinto that at the moment. The one thing you never
from a tax perspective to delivering as John says,mentioned is the incentives that the planning gain
ambitions which are within the range of the Barkersupplement will give to local authorities, some of
Review. I think John wants to come in.whom are very recalcitrant on planning permissions.
Mr Kingman: If I understand your questionI have some sympathy for that, in fact quite a lot of
correctly, your assumption is that neither thesympathy for that, but the Daily Telegraph, that
planning reforms announced on PBR day nor thewonderful organ of rural areas, is on record in the
PGS itself make any diVerence to the number oflast day or two as saying that this will mean therewill
developable sites which come forward through thebe loads and loads of greenfield development and
planning system to develop.not the brownfieldwhichwe are expecting.Have you

any concerns that local authorities will go for
Q249 Damian Green: I am sure that PGS will be anindiscriminate development in the way that is being
impact, it will reduce it. If you put a new tax on ansuggested by some of the national media?
activity, by and large there is less of it.Mr Ramsden:Weare at the stage of designing a quite
Mr Kingman: Except it makes a diVerence to localbroad outline. What we have stressed, and I would
authority incentives.not have interpreted in this way, is that the revenues

which will come from this will be recycled back to
local government. This is not something which the Q250 Damian Green: Sure.

Mr Kingman: There are major planning reformsTreasury or anyone else will take and spend on other
things, so we will be supporting local government announced in the PBR in order to deliver the

trajectory announced to get us into the Barkerand, because we have more ambitious housing
targets than under the current set-up, we will be territory.
supporting the broader stuV that is required both
directly from local government and then through Q251 Damian Green: So you are hoping that half
more regional and strategic infrastructure.We try in cancels out the fact you will be discouraging
the Con Doc to highlight the issues around development bringing land forward?
brownfield and our hopes there and obviously Kate Mr Kingman:We certainly believe that the net eVect
Barker had a proposal for PGS on brownfield for a of the package amount will be to increase supply
diVerent rate. These are issues we have said in the quite substantially, yes.
ConDoc are all for consultation.We have done a lot Chairman: So the consultation has come out with the
in our evidence base but there is an awful lot more conclusion that this will promote the release of land
work to do to explore these kind of issues and to look banks? Is that right? Which Damian is sceptical of.
at the incentives and make sure when we deliver on Damian Green: It will be the first time in history that
this at the earliest in 2008 and introduce it that we get a new tax has encouragedmore of an activity. It does
it right. not apply to cigarettes.
Damian Green: You are still at the level of principle Susan Kramer: Just to pursue that land bank issue,
on this, and you have introduced now the REIT, so the land is not coming forward because people are
there will be more money going into property holding it hoping land prices will rise. Why do you
development, but youwill introduce a new taxwhich not tax holding land in contrast to taxing
must at the margin reduce the supply, as all taxes do. development in order to push land on to the market?
So you have increased the demand, you have
reduced the supply, that will mean the price of the Q252 Chairman: I was talking to a builder last week
land available for development will go up, and yet and he has got a lovely portfolio of land banks over
this is all in pursuit of more aVordable housing. That the next ten to 15 years. What I am interested in is if
seems to me to be straightforwardly incoherent. your proposals are going to encourage him to get rid

of themover less than 15 years, because he is looking
at it and saying, “Land prices are going up”. LandQ248 Chairman: Discuss.

Mr Ramsden: It picks up almost on the previous prices in my area have gone up five times.
Mr CunliVe: One of the points my colleague isquestion.Wewould accept that REITs in the version

we have ended up with—REIT UK, if copyright making is one of the reasons why the supply of new
land and supply of new development does not meetallows us to call them that but that is another story—

are more likely to encourage flexible investment in demand is partly because we have planning
restrictions.commercial property. That is clear from the



Treasury Committee: Evidence Ev 39

7 December 2005 Mr Jon Cunliffe, Mr Dave Ramsden, Mr Tony Orhnial, Mr John Kingman and Ms Mridul Brivati

Q253 Susan Kramer: That is an excuse, that is not Q258 Ms Keeble: Yes, about indexation of the
pension credit to earnings rather than prices andreality.
the impact that has. You have estimated the extraMr CunliVe: One of the reasons why people might
spending. The impact that then has on thethink if they do not use their land now they will get
flexibilities we talked about earlier.a higher value later—because there is an economic
Mr CunliVe: When you say “the estimates”, youcost of holding and not realising an asset—is
mean in the long-term Public Finance Report?actually because supply and demand do not work

very well within this market because of the
planning system. If there is a freeing-up of land Q259 Ms Keeble: You did some modelling in Boxbecause of local authority actions, then I think you

4.2 on page 39 of this report. It is the extra costs,get more land coming on to the market, and I think
the earnings indexation of pension credit and thesethe economic incentives for someone to hold on to
are the extra costs over and above the costs youland change. There are more ways of dealing with
have already put in the pensions. Then also havethe underlying economic incentives than putting a
you done a profile of the cost of the citizen’stax on.
universal pension, assuming it is at the mid-levelMr Ramsden: Also, we are talking about a modest and what impact that would have on publiccharge here. It is not the kind of rates which some expenditure?previous development gains taxes were charged at. Mr CunliVe: On the first question it is quite simple.So we do not see, as part of the overall package What has gone into public finances is theand the commitment to increases in housing, why commitment to link to earnings to the end of thethis should aVect incentives to bring forward land Parliament, no more than that. So when we takefor development. the next Spending Review, that decision goes into

Chairman: We will wait and see, we are a bit the Spending Review calculations in the same way
sceptical. as any other decision.

Q254 Ms Keeble: I want to ask a couple of Q260 Ms Keeble: So the figures you set out
questions about Turner. We had quite a bit of previously about the commitment on pensions on
discussion this morning about the impact of means age related spending, where you have a
testing in particular pension credit on people’s commitment on pensions which is quite a
willingness to save. Where do you think the means substantial one, that includes pension credit at
testing ranks in the list of explanations for low earnings indexation?
savings? We also had discussion this morning about Mr CunliVe: Do you mean in this report?
the projected impact or the spending profile of
indexation to earnings of pension credit, and you

Q261 Ms Keeble: Yes.put some figures in your Fiscal Report. I wondered
Mr CunliVe: In this report we are not setting outif you could comment on the impact of that on the
public finance forecasts of decisions. This report isflexibility on public spending which we talked
an illustrative report which looks at a range ofabout earlier. The third point was, have you done
scenarios. It takes the most cautious scenarioprojections of the cost of the citizen’s pension,
because it is designed to look over 50 years andassuming it is at mid-level, and what the impact of
says, “If it was indexed to earning, then what wouldthat is on flexibility?
it look like”, but the policy decision has not beenMr Orhnial: Means testing—as I understood the
taken. The policy decision will be taken onquestion—to what extent do we think that that
aVordability grounds in the way all public spendingmight currently be aVected?
decisions are taken, and they will be taken at the
next spending review.

Q255 Ms Keeble: In terms of savings.
Mr Orhnial: My answer to that would be that we

Q262 Ms Keeble: So that will make things veryhave no evidence at all to suggest that it is
much worse? If it was indexed to earnings it wouldaVecting savings.
make it very much tighter?
Mr CunliVe: If you index it to earnings, it costs

Q256 Ms Keeble: Have you done that or do you more than if it was indexed to inflation, but all of
know of that? public expenditure control is about dealing with
Mr Orhnial: I know of that. I know of no such pressures and deciding policy.
evidence. I know about analytical propositions, I
know about the reaction of people who say that

Q263 Ms Keeble: How about the cost of theand who worry about what sort of advice they
citizen’s pension?ought to be giving to people who in 30 years’ time
Mr Orhnial: The only estimates we have are themight be subject to means testing. We have no
ones in the Turner Report. The proposal is to giveevidence at all on that.
a citizen’s pension, as it were, give universal rights
to pensions, for people from the age of 75 starting

Q257 Ms Keeble: The second two then? from 2010. Then after that, there will be under that
Mr Orhnial: The second question was about particular ideal scenario, as Turner calls it, accruals

at a universal rate thereafter, so a rising cost. In theTurner.
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Turner package, at 2020 that is costed, I believe, at that context and against the backdrop of very high
levels of profitability, we think that the measure wean additional £2.4 billion, which adds to the £14

billion that the rest of the package costs. have introduced strikes the right balance. That is a
full analysis of the eVect on the oil companies.
Mr CunliVe: On the point of whether it is passedQ264 Ms Keeble: That is not included in this 5.2
through, if you tax something then the eVects ofchart?
that tax are shared between the shareholders,Mr Orhnial: No, none of that is there. Those are
labour and the consumer, and they can go allLord Turner and the Commission’s estimates of
diVerent ways. I guess in a very closed market,their options. None of that is in there.
where things produced in one country are only
consumed in one country, and the shareholder andQ265 Ms Keeble: So that would make all of this
labour do not take their share, you get this one tovery much tighter?
one. But actually the oil produced in the North SeaMr Orhnial: Yes, it is a lot of money.
is part of the global market and the idea that
somehow it is going to feed back to higher prices

Q266 Peter Viggers: Two points on oil company at the British pump because it was pumped out of
taxation; North Sea. The first point is that I put to the North Sea (a) ignores the fact that shareholders
you a proposition that oil and gas companies are are making very large returns and (b) ignores the
international and need to maintain their dividend fact that people source their petroleum and their oil
cover, and it follows as sure as night follows day products from the global market. So I would not
that increased taxation will lead to an increase in see that relationship holding up.
petrol prices at the pump. If you accept that, what
estimate has the Treasury made of the increase in

Q268 Peter Viggers: I am drawing on 25 years’the cost of living as a result of the increase in oil
experience as a chairman and director of an oiltaxation proposed in the Pre-Budget Report?
company, and I think the price will be passed onMr Ramsden: Can I start on that. Oil is set
and the Treasury does not agree. We will leave itinternationally, it is set on global markets. Oil
there.companies are price takers for that. Given the tax
Mr CunliVe: You think the price will be passed onsystem we have for oil, that is what drives a set-up
to the British consumer?when, given that capital expenditure can be set oV

at 100%, higher oil prices coming through is
Q269 Peter Viggers: Ultimately the BritisheVectively an economic rent, and that is something
consumer.that after the reforms which were done in 2002
Mr CunliVe: But not to consumers in otherindependent analysts such as the IFS drew
countries? Or that companies would not sourceattention to, so we were moving towards more a
cheaper petrol from abroad?cash flow system. We gave a summary in the PBR

documentation in Chapter 5, which was underlaid
by an awful lot of considered research before we Q270 Peter Viggers: I appreciate we are moving

into global markets—made this change, and underlying it was detailed
analysis of the improvements in rates of return of Mr CunliVe: This is the most global market.
oil companies following the sustained increase in oil
prices which we think will be carried through into Q271 Peter Viggers: I would submit that if you put
the medium-term. Given that we were saying that an impulse of 6.5 billion over three years on oil
rates of return pre-tax have risen to about 40% and companies operating in the North Sea, this will
that compares with non-financial company rates of mean oil prices in the United Kingdom at the pump
return of 13%, I do not think it follows that prices will be higher, but let us pass on. What is the
get passed through to consumers in the way you Treasury view of the relationship between the
are suggesting. I think there are margins there that taxation of oil companies and their willingness to
can be squeezed whilst still keeping profitability in invest in the North Sea?
the North Sea and investment in the North Sea Mr Ramsden: We have done a very considered
highly profitable. analysis in the Treasury, and if you look at recent

trends—I was talking about investment over the
last 10 years—we cannot discern an impact onQ267 Peter Viggers: So you are assessing this, as it

were, as a free good? There will be no increased investment from the reforms that were introduced
in 2002. Where we introduced the supplementarycost?

Mr Ramsden: No, we are not assessing it as a free charge of 10%, we cannot see a discernible impact
on investment. Investment has been lower than ingood at all. We are assessing it through a very

considered analysis of recent trends in oil prices the 1990s for some years but that trend started
before 2002. What we are clear about is thatand we think there is a consensus on this—and it

is something that Lord Brown said in a debate in investment, and particularly exploration
investment, does seem to be linked to the oil price.the House of Lords in July—the days of 20 dollars

a barrel oil have gone. We think we are into a new So this picture we now have that the oil price is
going to be sustained at a higher level in themedium-term structurally higher position on oil

prices. We think investment in 2005 was at very medium-term does seem to be feeding through into
the amount we are seeing of exploration andhigh levels, the highest since 1998, and that is both

in exploration and on-going development. Given appraisal, where I think the trade estimate shows
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that for 2005 drilling 82 wells compared to 70 wells wanted to buy the remainder back at a discounted
rate. So for them it was a pretty strong deal,was the estimate back in July. So just in the space

of three months there seems to be an eVect which particularly as Nigeria is an oil exporter and has a
huge amount of revenue coming in at present. Thatis driven more by global trends in oil prices than

tax. We have done an analysis looking at what we deal was not only supported by the Nigerian
Government, the Nigerian Government wanted tothink will happen to rates of return—and I know
use its oil revenues in that way because they feltthe industry is also doing analyses, both individual
that would prevent them being used in other wayscompanies and also the trade associations—and we
which might be less beneficial because of the storyare confident of our analysis of 68 new plans with
of Nigeria’s credit rating. Nigeria does not comemaybe one at the margin which might go as a result
under the HPIC definition of a highly indebtedof changing the supplementary charge, but that is
poor country. The UK wrote oV all its debt toout of 68. So we are pretty confident. We would
highly indebted poor countries several years ago.not be doing this if we thought it was going to have
The debt initiative we now have for highly indebtedan eVect on investment. We think the sustained
poor countries is the UK making higherprojection of higher oil prices in the medium-term,
contributions to the World Bank and the Africanplus all the other factors which make the North Sea
Development Bank to pay for bad debt to bea good place to invest, will still apply, and that this
written oV, but Nigeria is at a rather diVerent stage.change in tax from 10 to 20% on supplementary
This was the debt deal which Nigeria sought.charge—remember with some of the new mitigating

eVects particularly the deferral of 100% tax
Q273 Chairman: There is a view that the UK hasallowances in 2006 but also the new measure to
got more back than it is giving in debt write-oV andencourage smaller new entrants—will sustain good
Vince Cable was on and he supported theinvestment in the North Sea.
Government, but there was this question left at the
end that it does not look very good. Can I prevail

Q272 Chairman: Thank you very much. Mr on you for a letter, so we get that issue in detail?
CunliVe, on the Today programme this morning Mr CunliVe: Certainly.9
there was a piece about Nigeria and an £18 billion Chairman: It is very important. Thank you and
debt write-oV. It was stated that they are writing a your colleagues for this afternoon. We have not got
cheque for £1.8 billion to the UK Government and any more requests for letters, have we? We thank
the net eVect of that, and maybe other issues, will you for your evidence this afternoon, it has been
be that the UK receives more from Africa than it very helpful. What I forgot to do at the beginning
is giving in debt write-oV. Do you have any was to congratulate you on your appointment as
information on that for me? Second Permanent Secretary. You have been very
Mr CunliVe: The deal which was done with Nigeria helpful to us in the past and, from what we have
is a landmark deal because the issue of Nigerian seen today, you will continue that. Congratulations
debt has dogged both Nigeria and its creditors for and best wishes in your new job.
over 20 years. It was a deal in which the Nigerian
debt was written oV, or a large proportion of it, 9 Ev 85
60%, and the Nigerians agreed or decided that they



Ev 42 Treasury Committee: Evidence

Thursday 8 December 2005

Members present:

Mr John McFall, in the Chair

Angela Eagle Kerry McCarthy
Mr Michael Fallon Mr George Mudie
Damian Green Mr David RuZey
Ms Sally Keeble Mr Mark Todd
Susan Kramer Peter Viggers
Mr Andrew Love

Witnesses: Rt Hon Gordon Brown, a Member of the House, Chancellor of the Exchequer,Mr Jon CunliVe,
Second Permanent Secretary, Macroeconomic Policy and International Finance, Mr Michael Ellam,
Director, Policy and Planning, Mr Dave Ramsden, Director, Budget and Tax Policy, Mr Tony Orhnial,
Director, Personal Tax and Welfare Reform, and Ms Mridul Brivati, Director, Public Spending, HM
Treasury, gave evidence.

Q274 Chairman: Chancellor, good morning to you element of the negotiated settlement can come
together and by each making proper concessions weand your colleagues. Can you introduce your

colleagues for the shorthand writers please? can get a settlement at the trade talks. I believe that
all people who want to see the world economy growMr Brown: Yes. I have with me Jon CunliVe, who is

head of Macroeconomic Policy and International faster—because the trade talks and a settlement
might be worth about 300 billion dollars ofFinance, Dave Ramsden, Tony Orhnial, Mridul

Brivati and Michael Ellam. growth—all those who, as you rightly point out,
want to have the developing countries benefiting
from a reduction in agriculture protectionism, willQ275 Chairman: Thank you. Firstly, Mr Orhnial,
actually want to see this happen. I hope even at thisthank you for your paper which arrived this
time the trade talks can move forward.morning. I know we put a lot of pressure on your

staV and we are very grateful. Chancellor, I want to
Q276 Chairman: You would not agree with, say,ask you about theWorld Trade talks in HongKong,
Professor Joe Stiglitz who said maybe no deal wasbecause you said that you have always said that with
better than a bad deal?movement on trade we would make significant
Mr Brown: I think we have to hope that theprogress but that would be undermined if there is not
negotiators can come together. I think Professorany agreement, and your old soul mate, Mr Peter
Stiglitz’s point—who interestingly enough is goingMandelson, for whom I suppose absence makes the
to become the professor at Manchester Universityheart grow fonder, said that you were missing the
and set up a new department, and he is after all apoint in pressing for cuts to the Common
Nobel prize-winning economist and used to be headAgricultural Policy and that you had gone over the
of economics at theWorld Bank—is that he does nottop in that demand. Are you going over the top in
want to lock the world into a position over the nextpressing for these cuts as part of a deal on the trade
ten or 15 years because there will be no trade roundtalks, or would developing countries gain from a
for another ten or 15 years, which is lessliberalised agricultural market in the EU?
advantageous than the one which could be achievedMr Brown: I am grateful, Chairman, for the chance
if people kept talking. But equally, the sooner thisto talk about the trade talks. Pascal Lamy,who is the
agreement is reached, the better, because the worldhead of theWorld Trade Organisation, has said that
economy has suVered a great deal of volatility andagricultural protectionism is at the root of both the
instability over the course of this year, and I think itproblem and the solution that he faces in trying to
is very important that we send a signal that we are allget a negotiated settlement on trade.What we saw at
determined to get the trade talks moving.the weekend was an interesting development in that

Brazil oVered to make concessions on a number of
areas, including services, and those manufactured Q277 Chairman: Can I take you on to the G8 deal

on debt relief and aid? The G8 research centre at thegoods where they were under pressure. It was said
they would move to what they said was a simple University of Toronto has indicated that the

documents issued at the Gleneagles contained 212Swiss formula, which in a sense means that those
with the highest tariVs will make the greatest separate commitments. Who is responsible for

monitoring these commitments to ensure they areconcessions. India then made a statement at the
weekend that they are under pressure on services in delivered?

Mr Brown: To some extent, the G8 has got toparticular, that they would be prepared to move if
the others moved. Then of course the onus is on continue tomonitor what it has decided, because if it

does not secure the implementation of its agreementEurope and America. America has made an oVer of
73% reductions, the Europe oVer at the moment is then the credibility of the G8 is in issue. Equally the

G8 is passing on a number of decisions to otherlower than that. The question really now is whether
the four diVerent groups which are the essential world organisations, for example, it is the IMF and
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theWorld Bank that has to implement the debt relief Q280 Chairman: I gather from the announcement in
the House and from your comments here,deal and soon the shareholders of the World Bank
Chancellor, this scheme is a bit flexible yet andand the IMF will be asked to vote directly on these
maybe it is something the Committee will look at.issues. There is a mandate now out to the
Mr Brown: I hope your Committee will feel able toshareholders of the IMF to do so and I was urging
look at the terms of the understanding between theall my European colleagues to vote on this
banks and the Government.settlement when we met on Tuesday. So to some

extent the IMF and the World Bank have to
implement the decisions of the G8 and that requires Q281 Chairman:We may have some ideas.
us to get other countries on board. Mr Brown: You may have some ideas about how in

certain areas the money could be spent. I do assure
you that this is a first step to a resolution of what hasQ278 Chairman:Your announcement on unclaimed
been an issue which I think all governments havebanking assets is a welcome announcement, but how
been having to deal with over many years.much progress has been made in that scheme and

when arewe likely to see the first of these assets being
Q282Damian Green:Chancellor, in the new spirit ofused for the community and will we require
consensus which seems to be breaking out this week,legislation for that?
let me say that in previous years it is true onMr Brown: This is essentially an agreement that has
forecasting growth many times you have been rightbeen reached between the banks and the
and the forecasters have beenwrong, and indeed youGovernment and the details of this, including the
seldom neglect to point that out to them. On thefinal amount of money, have to be sorted out in the
same basis, do you admit this year on the whole theynext set of discussions. The agreement in principle
were right and you were wrong?was that the money went to finance education and to
Mr Brown: I do not know if anybody has been rightyouth and community services. I believe that the
this year, to be honest. I think this has been one ofagreement is one, reached on a voluntary basis
the diYcult years. The reason, let us be clear in thisbetween the two sets of negotiators, which will
spirit of consensus which is not just about what hassurvive and endure.
happened in the past but what has actually
happened this year, is that first of all we have had an
international shock, there is absolutely no doubtQ279 Chairman: As you know, in the Republic of
about it; the volatility of the oil prices but also theIreland they have a similar scheme and I note that
size of the change in oil prices and the uncertaintyUBS and Lehman Brothers, the investment banks,
which arises from that. Secondly, that has had anpledged to turn over their unclaimed assets to the
eVect particularly on European domestic demandBalance Charitable Foundation, as they call it in the
and therefore our biggest export area has beenRepublic of Ireland. Have you any plans to extend
aVected and there is lower growth of domesticthis scheme in the country, mirroring what happens
demand particularly in Germany and thein the Republic of Ireland?
Netherlands, which are two of our competitorMr Brown: Our agreement is with the banks and
countries. Then, as I said in the Pre-Budget Report,building societies and there are other financial
and I do not think people should forget this, we wereinstitutions which have unclaimed assets, and there
dealing also with a domestic issue of inflationaryhave to be further discussions in these areas. There
pressure, and throughout the whole of the last year,was a debate about where the money should be
2004, we were seeking to deal with the situationspent, and it would be a considerable number of
particularly through interest rates, where housemillions each year, and it was agreed that youth and
prices have been rising by about 15% a year for threecommunity services, which after all have not had the years, where house prices at their peakwere rising byinvestment they deserve over recent years, should get 25%, and we had to cool down both the housing

this. I look forward to a new youth and community market and consumer demand in the economy. I put
services policy in this country. We are introducing it to you that in any other decade whenwe either had
the national youth community service over the next an oil shock or we have had a hit to the housing
few months. This is the result of the Russell market in this way, when we have had to cool down
Commission. This has been long planned over some the housing market, in each of these situations we
years. It will give people the chance to do part-time have usually in Britain had to deal with this with a
or full-time community service as young people in recession, in other words the over-heating has been
their own communities. It will validate what they do such that it is only cured by interest rates and in some
and there is now a considerable amount of private cases they have gone above 10%, but to have both of
sector money and now public sector money behind these together is the diYculty which had to be faced
it and, aligned to the National Sports Foundation, during the course of this year. That is why I think we
the youth budgets we are creating, and the youth should say that to have reached the end of the year
pass which has been created, I believe the release of with inflation likely to be 2%, our inflation target,
these unclaimed assets can guarantee funding for the where in previous years it could be anything above
kind of youth and community services we want to 10%, is a success for the policy of stability. So I think
see in the future years and do so in a way which is people will look back on this year and say the

economy was challenged, and I did say it was asustainable for decades.
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diYcult and challenging time, it was a tough time for situation is at the end of the year, in any other decade
these two factors coming together would havethe economy but that challenge has been met by us

being able to deal with the inflationary problem, brought the British economy into recession. In our
case, because of the policy which was essentially theboth domestic and international, and as we move

into next year people can be more confident about pro-active and pre-emptive policy of the Bank of
England, we have slowed the economy, but at thegrowth.
same time we have done so avoiding a recession and
having inflation now near to target at the end ofQ283 Damian Green: Thank you. That came quite
the year.close to an admission that the Treasury was wrong

in its forecasting, which is a historic break-through
Q285 Damian Green: The panel of economists wefor transparency in government. Apart from all the
had in front of this Committee yesterday, broadlyreasons you very validly give, the Governor of the
speaking agreed that they were less optimisticBank of England has said that one of the additional
looking two or three years out than the forecast inreasons why there was this slow-down which the
the Pre-BudgetReport. Again, you say everyonewasTreasury failed to forecast was the quite sharp rise,
wrong this year, but why do you think you are rightto quote him, of two percentage points in the ratio
to bemore optimistic than the consensus about whatof taxes to household disposable income. So it was
is going to happen later this decade?actually tax rises which contributed to the slow-
Mr Brown:You quoted the Bank of England only adown. Do you accept the Governor’s analysis?
few minutes ago, the Bank of England’s forecast forMr Brown: I actually think the Governor probably,
next year is 212%, our forecast is less than that, so weon reflection, would also talk about the rise of

interest rates. If interest rates rise four times, it is are not being over-optimistic about next year, and I
bound to have an eVect on consumer demand, and it do not think people would say that we are being
is bound to have an eVect on the housing market. I over-optimistic about next year, and I think that is
do not think anybody should be in any doubt that the case. The Bank is 212%, we are 2.25%, if you take
four rises in interest rates, which actually happened the range.
before the General Election—the first time that has
happened in 100, 200 years of economic policy— Q286 Damian Green: I was thinking further than
because we made the Bank of England independent, that, because I think everyone would agree that one
was bound to be the major factor in aVecting of the reasons for growth in recent years has been the
consumer demand in the economy. rapid growth in public spending, and what we see in

this PBR is the nearest we have come to a squeeze. If
Q284 Damian Green: Exactly, and that is why the you look from 2007–08 onwards, the growth of
MPC is independent, which everyonewelcomes. The spending is projected to be 1.8% below the trend rate
point the Governor was making was that apart from of growth in the economy.Are you planning to share
the Bank’s legitimate role in dampening down the fruits of growth between public spending and
inflation through interest rate rises, tax rises were other priorities?
also contributing to the slow-down, and presumably Mr Brown: The figures that we have put for the
that is not supposed to happen.We are not supposed period after 2008 are the assumptions that have been
to set fiscal policy for reasons of old fashioned in our documents for many years now.
demand management.
Mr Brown: I do say that one has to look at all the Q287 Damian Green: But as they come closer clearly
factors here. If you look at what has actually they become whole life projections.
happened over the last year, wages have been rising Mr Brown: Hold on. These are not new figures.
slower than we expected. One of the reasons why These are figures that we have used on many
income tax receipts are less in some areas than we occasions before. They were published before the
might have thought, and one of the reasons why general election; indeed, they were published a year
consumer spending is lower, is not only because we or two before. We have got a spending review in
have had the four interest rate rises I have referred place. It will have to report next summer and we will
to but actual pre-tax wage rises have been lower than have a full report in 2007. I think you should wait
expected. So I think you have to take that into until you see the final documents as they appear.
account aswell. I think those peoplewho are looking
for one explanation of what happened during the

Q288 Damian Green: So we should not take thesecourse of the last year are wrong because there are
figures very seriously?two separate factors, and in each of them there are
Mr Brown:What you should take is the figures thatparticular characteristics of the change which took
we have been working on, not just for this year butplace. One is the international shock which arose
for many years.from oil prices and clearly with America having

inflation now of 4.3% as a result of the oil rise, they
are having to deal with higher interest rates with that Q289 Damian Green: Looking further out again at

the long term financing aspects, the long term publicinflationary pressure, but equally we were dealing
with a domestic challenge and the challenge was finance report, the analysis of fiscal sustainability

points out that at the current rate of progress—thishouse prices rising too fast, consumer spending
having to be slowed down. If you ask me what the is taking 5.1 on page 45—the amount of spending
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done by the public sector as a percentage of GDP by years to 1997, he said, “But the redefinition of the
cycle does help you meet the golden rule . . .”, andthe middle of this century will rise to 45%. Do you

think that will be sustainable? you said, “My view is it would meet the golden rule
anyway”. That is not true, is it, Chancellor? If youMr Brown: I think you had better look at the

assumptions that were made there. These are had stuck to the original start and end dates, 1999 to
2005–06 from the independent IFS, you would havecautious and prudent in the sense that we are

assuming, for example, on pensions something that broken your golden rule by nearly two and a half
billion. That is what Robert Chope tells us.we have not decided. I wrote to the Chairman of the

Pensions Commission, Lord Turner, and said that Mr Brown: I do not accept any of these figures.
he could not assume that we would raise pension
credit in line with earnings after 2008 simply because Q293 Mr RuZey:Why not?
we had always put in our figures cautious Mr Brown: I am going to pass round to the
assumptions about what pensions might cost in the committee—
years to 2050, so these figures cannot be taken as
either definitive or the figures that would eventually Q294 Mr RuZey:Why not?be the right figures. I think you will find a table in Mr Brown: If I am allowed to pass round to thethat document showing why the pension figure is in committee a document that shows what actuallya sense the worst case scenario rather than the figure happened between 1997 and 1999—that we expect to be reached. In fact, by our
announcement about the pension credit it shows

Q295 Mr RuZey: That was not the question. If youthat that figure will not necessarily be the right figure
had kept the economic cycle from 1999–2000 andat all.
2005–06 you would have missed your golden rule.
What I am saying to you is that in July you said, “ItQ290 Damian Green: And you would not wish it to does not matter. We would meet it anyway”. That isbe the right figure, I take it, from that answer? not true. You got it wrong, did you not?Mr Brown: The point I am making is that there are Mr Brown: I am sorry,MrRuZey. The facts are thata lot of decisions that have to be made about 2008 there was no complete cycle between 1997 and 1999.and then about the spending round after that, and If the facts are that therewas no cycle thenwe cannotyou cannot take that to be the figure, no. It is not the allege that there is a cycle now. I am passing roundcorrect figure. these figures which I would ask the Committee to
look at in some detail.

Q291 Damian Green: And pensions are a significant
contributor then? That is one of the problems. You Q296Mr RuZey: I would ask the Committee just tohave made the point several times in the past few look at the National Audit OYce assumptions. Letweeks that Lord Turner should not make that us get on to this. You raised the issue. They talkedassumption. about this change in the economic cycle, so it startsMr Brown: I think people know the situation. Alan in 1997. They used the word “uncertain” throughoutGreenspan is finishing his term as Head of the the report and I am talking about the NAO reportFederal Reserve by warning America about the cost published this Monday by the Comptroller &of pensions over the next period of time. The Auditor General. Let me quote this for you in caseGerman and French Governments already spend you have not read it closely enough. He says, “I10% of their national incomes on pensions. These recommend that the Treasury considers morefigures will rise to 15% or 16% by 2050 in these systematically than previously what estimates of thecountries and I am determined that we only make output gap would be if other techniques were used”,decisions that are aVordable for the long term. You and that, of course, impacts directly on yourcannot take the figures that are in that document as decision to extend the economic cycle to 2008–09. Isanything other than cautious figures, but figures that that not true?we do not think are the figures that are the basis on Mr Brown: I would ask you first of all to look at thewhich we will plan our policy for the years ahead. information I have put to this Committee.

Q292 Mr RuZey: Chancellor, you have got a bit of Q297 Mr RuZey: I am asking you about what theprevious, have you not, on fudging and fiddling Comptroller & Auditor General says. I want afigures? I want to ask you some questions about the response to his question.changes to the length of the economic cycle which, Mr Brown: I would ask the Committee to look at theof course, influence whether or not you meet your information I have given them.golden rule on borrowing. You have made two
major changes this year, conveniently since the

Q298 Mr RuZey: You are not answering myBudget and since the general election. In July you
question.moved the start date of the current economic cycle
Mr Brown: I am answering your question.back two years so you could conveniently include

two years of Budget surpluses. Now, this week, you
have moved the end of this cycle, the projection, to Q299 Mr RuZey: Could you answer the questions I

ask rather than the ones you want to imagine I2008–09. When my colleague, Mr Fallon, asked this
question in July about moving the cycle back two asked?
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Mr Brown: Paragraph 77, “Though there are many Q310 Mr RuZey: That is not my question.
Mr Brown: The only point to the question can beuncertainties, there are reasonable grounds to date

the end of the previous economic cycle in 1997”. that you think that there is some question mark over
whether the cycle started in 1997. What he actuallyThat is what he says.
says is, and I think I have to have the permission of
the Chairman to read this out, “The Treasury’sQ300 Mr RuZey: Why does the Comptroller &
method of using cyclical indicators to identify on-Auditor General say, “I recommend that the
trend points is a reasonable one. The indicators usedTreasury presents a formal assessment of the views
by the Treasury are similar to those used by otherof external organisations in terms of how they have
organisations which use this approach and are ainfluenced the Treasury’s judgment at the date in the
reasonable choice. Though there are manyeconomic cycle”? That is a new recommendation
uncertainties there are reasonable grounds to datebecause he does not think your current system is
the end of the previous economic cycle in 1997.” Headequate. Is that not true?
was asked simply, “Is it reasonable to date theMr Brown: No, I do not think so.
economic cycle from 1997?”. His answer is that it is
reasonable. I have put round the table, Chairman,

Q301 Mr RuZey:Why does he say it then? the figures that show that it is diYcult to argue that
Mr Brown: I do not think so, because— there is a complete economic cycle in years where the

growth rate is 3.2, 3.4 and 3.1. You can hardly
Q302 Mr RuZey:Why does he say it then? suggest that this is a cycle that has gone through ups
Mr Brown: Because he actually says, and I will just and downs as if it has been on a real down and then
quote paragraph 73, “The Treasury’s method of gone high up. All the growth rates in this period are
using cyclical indicators to identify on-trend points 3.2, 3.4 and 3.1. That is not an economic cycle and I
is a reasonable one”. do not think there should be any suggestion now

that the Treasury was in any way wrong in
suggesting that the economic cycle started in 1997.Q303 Mr RuZey: Why does he say, “I recommend

that the Treasury presents a formal assessment of the
views of external organisations . . .”? You are not Q311 Mr RuZey: You have had your say,
doing that to his satisfaction now, are you? Chancellor. The NAO report makes suggestions as
Mr Brown: Hold on, Mr RuZey. to how you can improve it because they actually call

some of your assumptions—
Mr Brown: I have just said, Mr RuZey, that I amQ304 Mr RuZey: Is that true?
prepared to look at it but I am not prepared to makeMr Brown: You can ask your question—
a judgment on it at the moment.Mr RuZey: Have I read that out correctly?

Chairman: Hold on, hold on.
Q312 Mr RuZey: I think you should concede and
move on because I want to ask one importantQ305 Mr RuZey: Answering the question would be
question about independence which goes to thea good idea.
heart of my questions. The independent IFS has saidMr Brown: I thought it was a question for the
that this change in the cycle is not so much anNational Audit OYce.
economic cycle; it is more a stretched limo. I wouldChairman: Let us hold on. This is a question and
suggest that your denial of the proposal from theanswer session. Let us put a question, let us get an
NAO makes this not an economic cycle. It is a spinanswer, let us be civilised and let us all get on. Let us
cycle you are involved in, is it not?continue the practice that was established yesterday
Mr Brown: No, because, Chairman,—in the Chamber of the House of Commons.

Q313 Mr RuZey: It is a spin cycle, is it not?Q306MrRuZey: I am asking about theComptroller
Mr Brown: Chairman, if the growth rate of the& Auditor General’s proposal. Do you accept it or
economy is lower this year than we expected, andnot?
this is the whole point of the initial questioning ofMr Brown: I do not accept the proposal at this stage.
this Committee, then it is clear that we are going to
be slower in ending the economic cycle because to

Q307 Mr RuZey: You do not accept the proposal? end the economic cycle the growth has got to be
Mr Brown:We have got to look at— raised to the point of trend growth to end the output

gap. It is absolutely clear that if growth is lower this
Q308 Mr RuZey: Fine. year it will take longer to end the economic cycle, so
Mr Brown: Hold on. We have to look at what he I do not think this Committee can have it both ways.
says. You cannot acknowledge that there was lower

growth in the economy this year and say the cycle is
going to end at exactly the same time.Q309 Mr RuZey: You do not want more

independence?
Mr Brown: Hold on. The issue that you are raising Q314 Mr RuZey: You know there is a lot of

uncertainty about the size of the output gap goingis whether the National Audit OYce thinks it was
wrong to make the economic cycle from 1997. forward. I want to ask one question, which again I
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think you will want to answer, Chancellor, which is Mr CunliVe: The two main diVerences are that the
Congress has responsibility for fiscal policy, which isthe whole question about independence of statistics.

A lot of independent commentators have said that very diVerent from the parliamentary
responsibilities here, and the other point I wouldwe should have a fiscal policy committee, something

akin to the non-partisan Congressional Budget make is that the US does not run an ostensible fiscal
framework at all, and they do not run a cyclicallyOYce, that can actually look at fiscal projections

and come to an independent view, not overriding the adjusted system in which the cycle has any input—
Treasury but an independent view. The Liberal
Democrats have suggested this would be a good idea Q318 Mr RuZey: You are not answering the
through their spokesman, Mr Cable. My party has question.
suggestedwe should have an independent committee Mr CunliVe: —as set out in the end of year fiscal
so that the whole world can look separately and report. Our fiscal forecasting record compares very
independently atwhat your Treasury is up to. I think well. It is slightly better than the Congressional
the implication is that we do not have any fudge and Budget OYce, I would say.
fiddle. Why do you not accept that entirely Mr Brown: Chairman, I think your Committee
reasonable, cross-party, non-partisan decision to should look at this. It would be to give up the power
have an independent fiscal committee? of the House of Commons to decide the fiscal policy
Mr Brown: Because there is not the agreement that of this Government if you handed over the
you suggest and because it would be the wrong thing responsibility for fiscal projections and therefore the
to do. responsibility to tell the Government what to do on

fiscal policy—

Q315 Mr RuZey:Why the wrong thing to do?
Q319Mr RuZey:We are talking about checking theMr Brown: Because what we have done since 1997 is
policy. Do not be ridiculous.that we have given the National Audit OYce the
Mr Brown: —in exactly the same way that we havepower to verify the assumptions thatwemake. These
handed over monetary policy to the Bank ofare assumptions that were never verified before 1997
England. It is right to hand overmonetary policy butunder your Government, even when you were in the
in the end the whole history of parliamentaryTreasury, Mr RuZey. These were assumptions
democracy in this country—about the levels of unemployment, about oil prices,

about share prices, about VAT and the eVect of the
ratio of consumer spending in raising levels of VAT. Q320 Mr RuZey: You are twisting this again. It is

not what we are saying.
Mr Brown: Chairman, Mr RuZey should allow

Q316MrRuZey:They did not audit the projections. someone to finish their answer. The whole history of
You are talking about the assumptions; they are parliamentary democracy in this country, which I
diVerent things, are they not, Chancellor? I was believe your Committee on reflection will want to
talking about what the CBO do. uphold, is that you do not hand over the
Mr Brown: Chairman, I am coming exactly to that responsibility for making decisions on tax and
point. The independent auditing is done oV the spending to other organisations. What you can do is
assumptions. It is also now done retrospectively on have independent audit of the assumptions, and
the beginning and the end of an economic cycle. The what you can do is have independent audit
question of an advance projection about either the retrospectively at the beginning and the end of the
end of the cycle or the beginning of another cycle cycle, but I am not in favour of a Stability Pact-type
raises questions about fiscal policy that can only be policy on Britain either imposed by Europe or
answered by democratic votes in the House of imposed by an independent fiscal committee that
Commons. Just as you cannot hand over to the would not be wholly answerable to Parliament.
European Union the power to determine your fiscal Mr RuZey: You are running scared on
policy under the Stability Pact, it would be independence.
completely wrong, and I do not think any party in
the end would go with this, to hand over control of

Q321 Susan Kramer: Let me ask a couple offiscal policy to an independent organisation that is
questions on oil prices. You have argued that the oilnot the House of Commons and not the
prices are the primary cause one way or anotherGovernment reporting to the House of Commons.
behind the under-performance in growth against the
targets you had originally predicted, but if we look
at economies that are heavily oil influenced, such asQ317 Mr RuZey: You are spinning again. I am not

saying hand it over. I am saying do what the the United States and Japan, and assume that the
UK is virtually self-sustaining in oil, we find thatAmericans do and they do it perfectly well.

Chancellor, you are running scared from they have not suVered the kind of under-
performance in growth that we have. Could you tryindependence. I do not know why you are so afraid

of independent scrutiny. and explain to us the diVerence between those two
and performance here in the UK?Mr Brown: The system in America, Chairman, is

quite diVerent from the system he proposes and Mr Brown: I think the problem that America now
has is that inflation has been rising and at 4.3% it hasmaybe Mr CunliVe, who has studied it, could just

say what the system in America is. led to substantial rises in interest rates over the last



Ev 48 Treasury Committee: Evidence

8 December 2005 Rt Hon Gordon Brown MP, Mr Jon Cunliffe, Mr Michael Ellam, Mr Dave Ramsden,
Mr Tony Orhnial and Ms Mridul Brivati

few weeks, if not the last few months, so America is was higher, OPEC expected oil to go back to
between $22 and $28. We are now in a situationnot unaVected by this, but they have been prepared

to run a policy of high growth with higher inflation where at the beginning of the year it was $40, at one
point it went to $70; it is now back to about $55. Ourand now they are clamping down on that with higher

interest rates, so nobody in America would tell you assumption is about $55 over the course of the next
year, and nobody expects the price to go backthat they had been unaVected by the rise in the global

oil price. As far as Britain is concerned, as I said in quickly to $22–$28 and therefore our assumption is
the Pre-Budget Report, oil was one of the factors, that the higher profitability of the North Sea will
and it is one of the factors because it has an impact continue.
both on inflation and on growth; it is a means by
which, of course, people have to pay more for their

Q325 Susan Kramer: I would like to pick up a couplefuel and companies pay a bit more for their energy
of micro issues though, to switch, that is, on taxcosts, and that deprives them either of consumer
credits. I suspect every MP was delighted when youspending or the funds for investment in other areas.
announced the increase in the disregard to £25,000The factors that have influenced, if you like, the
since we have all dealt with endless clients who haveglobal oil price having an eVect on the British
been caught in the trap of the clawback. Could youeconomy include the eVect on domestic demand in
help me understand why the forecast for the impactthe other European countries and therefore the
of that clawback is basically so minimal, a cost of IeVect on our exports as well. This is a complicated
think £100 million in the first year and then savingsset of eVects that starts with the rise in both oil and
of £250 million in the second year? The explanationcommodity prices but also is related to a slowing
that we have been handed today, if one can follow it,down in the economy because of high house prices
seems to be that it is going to be more eYcient as itand consumer spending in the previous year.
were in getting people to report rather earlier on
their claims and to changes in their circumstances,Q322 Susan Kramer: Looking at it slightly
but that surely implies that there has been massivediVerently, you made the decision and argued the
fraud in the system which you intend to avoid bycase when Vince Cable asked you this question, and
that earlier reporting scheme. Could you pleaseI think there was disruption from the other benches
explain to us if that is the situation?because you did not answer it, not to increase fuel
Mr Brown:We have made nine separate changes induty because of the rise in oil prices but to put a
the system to accommodate some of the points thatsupplementary tax on North Sea oil. His question to
people have raised. The £25,000 disregard is only theyou, and perhaps you could answer it now, was that
most highly publicised of these changes and, ofif prices were to decline would you make the reverse
course, that is to make the flexibility of the economypair of decisions?
work in favour of those people who take additionalMr Brown: Our policy as a government has been to
jobs or take promotion or are prepared in a familyreview the fuel tax each year and we will continue to
for two to be working rather than one after a perioddo that.
maybe when the child has been growing up. We also
made a number of other changes, including

Q323 SusanKramer:And the state of the oil industry mandatory reporting of changes, the one-month
if there is a price decline? limit for reporting changes, the finalisation deadline
Mr Brown: I have said in the Pre-Budget Report where we reduced the time for which families’
that, having made this decision to raise the payments are based on out-of-date information. All
supplementary tax to 20p, we envisage that not these will save money and so it is true that the
rising during the course of the Parliament, so that is £25,000 disregard will cost money, but it is also true
the stability we are oVering the oil industry. In that the other changes we made to streamline the
addition, if I may say so, there are greater incentives system will save money.now available because of the decision we made on
exploration incentives to develop the smaller oil
fields in the North Sea, and we hope that that will Q326 Susan Kramer: But do you understand why we
happen. We are also looking, and the oil companies are doubtful about the scale of this? I notice that in
are interested in this, at the possibilities of carbon 2003–04 the Treasury spent £800 million financing a
capture, which would also help production in the disregard of only the first £2,500. Now you are going
North Sea in the long run, but would also be a form to £25,000 with the size of the disregard. Surely the
of environmental policy. We now have a working people who are failing to, as it were, pick up the
party with the Norwegian Government to look at phone and call you and who are now going to be
that as well, so we are prepared to put incentives into faced with very high penalties are people in serious
the exercise of carbon capture as well. need?Have you considered that we are going to have

coming back now into our surgeries people in very
diYcult circumstances facing penalties because ofQ324 Susan Kramer: But this is not a symmetrical
very tight reporting deadlines, not dishonesty, andpolicy.
indeed to claim tax credit you now have to report byMr Brown: I think the oil taxation change is on the
the end of August? Anybody who has two or threebasis that we expect oil prices to remain higher than
small children and happens to be working at a part-what has been the previous range. The previous

rangewas $22 to $28 a barrel and, even if the oil price time job has to understand that to provide
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information in August is a completely lost cause the Government and the country accepting that we
when you are trying to deal with the school holidays. have some obligation to help families with the costs
This is a completely impractical programme. of bringing up their children and that we want to
Mr Brown:There are twoways we can deal with this. help them balance work and family life through the
The first is to return to a system where you base the implementation of the child tax credit. For the very
tax credit awards, like family credit or like other vast majority of people on child tax credits this has
systems, on last year’s income, and so, simply been a very successful system.
speaking, if you would get a tax credit based on the
income you had last year in the coming year, that—

Q329 Susan Kramer: If I could just take on the issue
of competence of the Treasury, that is the issue of

Q327 Susan Kramer: That is almost what you have SIPPS and this decision that you announced on
done, is it not, with the disregard? Monday not to permit people to put second homes,
Mr Brown: No, that is not correct. The second way personal property, fine wines, etc, into their SIPPS.
is to try to respond flexibly to people’s changing It is obviously something that I have been
circumstances, in which case we have raised the campaigning for along with my colleagues for
disregard and we are still trying to base the tax months, during which we have been told that wecredits on the income ahead over the course of the simply did not understand the system, and I amyear. If this does not work and it is not going to be

delighted that you made that decision, but why soseen to be working, then we will have to look at
late?going back to last year’s system, and I certainly in
Mr Brown: I do not think I ever said that.my report to the House on Monday said that it

would be better for the economy, and I think
everybody round this table irrespective of political Q330 Susan Kramer: I went through a Finance Bill,
persuasion would agree, if the child tax credit was so I know what was said. Can I please ask why the
based on your actual income over the course of the decisionwasmade so late in the day and how are you
year, at least at the start of the year, than on last going to assist people who have already gone ahead,
year’s income, and that is what we are trying to for example, and made a down-payment on an oV-
achieve. The changes that have been made so that plan property with the expectation that it is going to
people’s statement of income is more up to date. It go into their SIPP in April? There are a number of
is a genuine attempt to show that in a flexible people who have been caught up in the expectations.
economy we want to respond as quickly as possible Mr Brown: We have done what we thought was
to the changes that are taking place in people’s right, looking at all the evidence. It was actually
incomes, and if we cannot respond quickly then we what many people were asking us to do and I think
will have a higher disregard. it is the right decision. People are not prevented from

putting assets into their scheme. What they are
Q328 Susan Kramer: Do you understand that prevented from getting is the benefits of the full tax
concern is coming from people who just cannot see relief that was available before.
how in practice this is going to be successful and that
we are going out of the fire of the clawback system

Q331 Mr Mudie: Just on tax credits, Chancellor,into the flame of a very tight and diYcult reporting
whilst accepting, and very much withoutsystem? It is from a practical perspective.Would you
reservation, the benefits of tax credits, andbe willing to commit to having at least some of your
welcoming the moves you have made in the Pre-people go back and talk to the kinds of mums who
Budget Report, I am still not losing sight of the factmake these claims and understand the practicalities
that the Ombudsman has made someof their lives and how it comes that they have to
recommendations which you are considering. Ihandle reporting and feeding information into the
presume the Pre-Budget Report was not an answersystem, because this looks impossible?
to those or a final decision on those, but I hope—andMr Brown: We do all the time. We listen to what
I would like you to confirm it—that those are stillpeople say. One of the reasons why the disregard has

changed, as you acknowledged at the start of your being considered somewhere in the Treasury.
question, is that as people thought that was the right Mr Brown: Just as we will look in detail at the
thing to do, to have amore flexible disregard system, recommendations from the National Audit OYce,
other people have suggested to us that we should as I was indicating to Mr RuZey, we will look in
return to last year’s income, and we will continue to detail at the recommendations from the
look at that, and if that becomes necessary to do we Ombudsman. We do this all the time, but to get the
will do it. I think it is in everybody’s interests to have decisions on these things right you have to look at
a tax credit system that responds as flexibly as them in some detail.
possible. Let us remember that there are six million
families enjoying tax credits, that tax credits have

Q332 Mr Mudie: I am not arguing. It is simply thatdone more to take children out of poverty than any
you are confirming that they are still being looked at,other single measure of this or of previous
and this is not the response in the Budget. Good asgovernments in living memory. Equally, at the same
these moves are, they will not deal with the majortime, the spread of tax credits is to middle as well as

lower income families in the country in a way that is items raised in the Ombudsman’s report.
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Mr Brown: By the way, so that there is no doubt, I Mr Brown: £125–£175, depending on the local
schemes operated by the energy companies. That is amake it absolutely clear that we look at all the

recommendations that aremade but I amnot here to considerable improvement on the existing position.
There is no income test involved in this at all.announce decisions today. These are things that we

look at in detail.

Q336MrMudie:One of theworries I have is how are
you going to ensure that the owner occupier, forQ333 Mr Mudie: That is a shame. Turning to
example, gets a fair share? As I see it, the Warmdomestic energy prices, the moves you made were
Front people have a working relationship with thevery welcome in terms of the additional money for
councils in the main and they have programmes andWarm Front. That is going to be divided between
the programmes are set out for them by councils.Warm Front, which has been aimed at pensioner
That is now geared in a pretty familiar way. How docredit individuals, whereas you have extended this
the owner occupiers get in and prevent all the money£300 discount to people who are not on pensioner
being spent by pensioner credit people with the helpcredit. How many households do you reckon will
of local authorities?benefit as a result of this additional money?
Mr Brown: I have looked at the website of WarmMr Brown: I gave the figures of the number of
Front and they are advertising this service tohouseholds that do not have insulation at the
everybody who is entitled to get it. The more there ismoment and do not have central heating. I think it
publicity locally and nationally that this is anis something in the order of two million without
available scheme, and I hope individual MPs will beinsulation and half amillionwithout central heating,
able to tell their constituents that this is somethingbut I stand to be corrected on that and someone will
that is now available, the more we can see a take-upgive me a note saying what the exact figures are. The
from the people on pension credit but also allissue is, can we do more to help these people get the
pensioners for something that must be to the benefitinsulation and the central heating they need? Some
of the pensioner but also to the benefit of the countryare on pension credit, some are not, so we wanted a
because it will mean more eYcient use of energy insystem that extended to all pensioners. On average
the years to come.the saving from a fuel bill if you have insulation and

central heating where you do not have it at the
moment is something in the order of £300 a year, Q337 Mr Mudie: Ofgem reckoned that fuel poverty
which is six pounds a week, which is a considerable had dropped from 6.5 million to two million, which
saving for a family. The cost, however, of central is a considerable achievement. However, the DTI
heating can be in the order of about £3,000 for the reckons that that two million has been increased by
installation. The costs of insulation can run into 400,000 this year because of the eVect of fuel prices.
hundreds of pounds, so what we did was to talk to With the two million that you see coming from the
the energy companies and, to their credit, they have oil companies, what is to prevent the oil companies
come up with a refinement of their existing schemes. just passing that on to the consumers at the higher
Anybody on pension credit will get free insulation. prices and pushing further people into debt poverty?
We will provide free central heating for anybody on Mr Brown: The oil price is set more generally by the
pension credit. For those who are not on pension market price and it is about $55. This has an eVect
credit there will be £127–£175 for help with on gas and electricity prices and announcements will
insulation and there will be £300 to help with central be made. As far as pensioner households are
heating. This is the best set of incentives that have concerned the winter allowance that I was able to
been made available for these installations to take confirm at £200 for the whole of the Parliament and
place and I hope anybody who finds out about these £300 for the over-eighties, as well as these other
incentives fromWarm Front—and we will publicise measures on insulation and central heating, mean
these incentives—will take them up as soon as that it is possible to envisage a situation where
possible so that even in this winter some people will pensioners, instead of not being able to pay their fuel
have the chance of having insulated homes where bills and not turning up the heating over the winter
they do not have them at the moment and central months, can feel confident that they have the
heating. resources to be able to turn up their heating when it

becomes necessary, particularly in the coldest
periods.Q334MrMudie: I hope that note is not saying what

I fear it might, because that is very interesting.
Mr Brown: For those with no central heating it is Q338MrTodd:Chancellor, the level of public sector
around 300,000 and pension credit around 150,000. investment—scarcely a month goes by when in my
It is about half a million, as I said. constituency a major public building is not either

finished or started.
Mr Brown: I hope you are at the opening of all ofQ335 Mr Mudie: That was very interesting though
them.because you have actually made it a better package

if that statement is accurate. I am not suggesting it is
not; it is good news if it is because that suggests that Q339 Mr Todd: I cannot make every single

opportunity, I am afraid. One of my concerns is thean owner occupier pensioner can get £300 towards
central heating and £175 towards insulation. future projection of expenditure of that kind. I was
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slightly discomfited, I must say, by your pooh- billion is a very considerable achievement. We are
raising the level of investment in the next two yearspoohing of the forecasts in the latter part of the

spending period that we are discussing. If one looks as well. There will obviously be further
announcements at a later date.at the comments of the OECD and other

commentators, it is still the case, even with the level
of investment that we are achieving, that we are Q342MrTodd:Doyou believe that, bearing inmind
probably at the bottom end of the scale of spending the tighter forecasts on public spending which you
on our public sector assets. What steps are you have indicated in the latter part of the planned
taking to analyse that gap and decide how we can period, we will be able to sustain this level of
make up ground further? investment at the projected level because it certainly
Mr Brown: I said to the House of Commons on suggests an increase in provision substantially above
Monday that, whereas wewere spending around one the norm within that period of spending as a whole?
billion on hospitals and less than that on schools in Mr Brown: I think the committee should be clear
1997, we are spending between five and six billion a that public investment will continue to rise right
year now on hospitals and schools, but you do not throughout the course of this Parliament. The net
build the same hospitals and schools twice in the public investment will be over 2% of GDP.When we
same decade unless something is really very far came into power it was 0.6% and, of course, if it is
wrong, so once you have completed that programme more than 2% of GDP it is likely in numerical terms
of investment— to rise over the course of the next few years. That is

to build for our transport needs, for infrastructure
around new housing developments, for theQ340 Mr Todd: Sadly, a school burnt down in my
Olympics and for the sports developments that areconstituency only a week ago, so we are going to
going to take place in our country as well as forhave to do that.
hospitals and schools.We are committed to buildingMr Brown: You will have to go to another opening
a modern infrastructure for our country and tosoon when it has been built. The issue is that we have
renewing the social and economic fabric in areasa programme for 20,000 schools in England.
where it needs to be renewed and we need to makeEqually, we have a programme that will complete
the new investment for the future.the building of about 120 hospitals and hospital

developments round our country, and that is a very
considerable programme of capital investment. If I Q343MrTodd: Just to clarify that, is that even to the

point of squeezing current expenditure below thegive you the figures that we anticipate, in 1997 total
net public sector investment was five billion. It has growth projected in this period, which you have

already qualified as being “ourworking figures at therisen this year to £26 billion, so it is five times what
it was. It will rise next year to £29 billion and then in moment but we may change them”?

Mr Brown:What I said on Monday in the House of2008 to £31 billion. That is very considerable public
investment in our economy and that allows us not Commons was that to meet our second fiscal rule—

and this is all investment we are talking about—only to more than quadruple the investment on
schools and hospitals; it is also allowing us to invest which is to keep debt within 40% we could sustain

increased public investment over the course of thein transport, in infrastructure, roads and so on,
particularly around new housing developments, but years to 2010. I do not think anybody should be

under the impression that we will not continue withalso, of course, in the Olympics and sport, so there
is very considerable capital investment planned for the programme that is absolutely essential to renew

the social and economic infrastructure of thisthe next few years. I would not like you to get the
impression that there is not going to be considerable country and build the fabric, and I did give figures in

the House of Commons which show that net publiccapital investment. This is a step change from the
situation we inherited but we do not need to build investment will rise above £30 billion a year.
the hospitals and schools twice.

Q344 Mr Todd: That is excellent. In the near term
you indicated that you were putting £305 million inQ341 Mr Todd: And I think all round this table in
2006–07 and £508 million in 2007–08 into the localthis consensual world applaudwhat has been done. I
government finance settlement funded from existingdraw your attention to the OECD’s comments, that
central programmes. Where has that come from?nevertheless the level of investment remains modest
Mr Brown: That comes from general governmentcompared with many OECD countries and may be
expenditures where diVerent departments that areinadequate to correct years of neglect. Would you
involved in local services have made money for thedissent from that?
council tax to be kept low.Mr Brown: I think there has been a considerable

neglect of infrastructure over a long period of time
that left us with dilapidated schools, dilapidated Q345 Mr Todd: Can you be more specific in saying

where exactly these hands have gone up in sayinghospitals, huge amounts of road investment that
needed to be made, a rail network that needed huge that they are volunteering this?

Mr Brown:We did exactly what we did last year andamounts ofmoney invested in it, and then sports and
what we have to do for the Olympics follows from we have done it this time for two years, and it does

mean that council tax bills need go no higher thanthe neglect of sport over the years, but to have
increased net investment from five billion to £26 5%. It could be lower than that in many areas.
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Q346 Mr Todd: I wonder whether we could have a Mr Brown: I think we should see this in its context.
Perhaps I can say to the committee that in 1997whennote which summarises the source of the
we came in business investment was about £87expenditure, because you have indicated that it
billion a year. It is now over £110 billion a year andcomes from a variety of diVerent places.
so business investment in cash terms has risenMr Brown: We will do what we can to help the
substantially over the last few years. It was expectedCommittee.1 I can assure you that the departments
to rise faster this year but it has risen and it willthat are involved in contribution are the
continue to rise next year. I was at a meeting of thedepartments that contribute for local government
G7, of all the finance ministers round the world, onservices anyway.
Saturday and the Americans, the Japanese, the
French and the Germans were all talking about this

Q347 Mr Todd: Finally, the IMF commented in issue. After this huge spurt of business investment in
September, so this was before the report, that they the late 1990s, particularly investment in IT, when
foresaw a need for fiscal consolidation if the golden there was an IT bubble as people now define it, there
rule was to be met over the next cycle. Do you have was a huge amount of additional business
any comment on whether you feel that you have met investment taking place and there has been a slower
their expectations, or indeed whether their rate of growth of business investment in recent years,
expectations were wrong in the first place? partly because a lot of these technological
Mr Brown: I set out the cyclically adjusted figures for investments were made earlier on. I just say that
the years right through to 2010–11, which I think business investment continues to rise.
shows that our borrowing as a proportion of GDP
goes down to 1.5%. That is the first fiscal rule That Q350 Kerry McCarthy: That is the main
is cyclically adjusted net borrowing but our current explanation, is it, the fact that the IT bubble has
surplus is here in a note and that rises to £13 billion now burst?
in 2010–11, so you can see us coming through this Mr Brown: If you have hit a recession, like America
cycle which, for obvious reasons, if the growth is did, America went into recession, then usually the
lower this year, the cycle will take longer to end but rates of growth as well as the rates of investment out
you go through the cycle and then in the next cycle of that recession are faster, but Britain never went
it is likely that we will have substantial surpluses. into recession and therefore Britain continued to see

investment grow, albeit at a slower level than the
American rates, so we did not have a recession andQ348 Mr Todd: So you are pretty confident that the
we did not therefore have the more dramatic rates ofIMF in their next outlook will say—
growth out of a recession. Equally, at the same timeMr Brown:There is a disagreement between the IMF
all round the world, I think as a result of the bigand the British Government, actually, and I think
investments in IT in the late 1990s, people have beenthat gradually we are winning this argument. The
more resistant to big investments in the first years ofIMF traditionally has believed in just a straight the 21st century.balanced budget and you do not make any

allowances for borrowing for investment. This used
Q351 Kerry McCarthy: So what implications wouldto be the policy of the Stability Pact as well and they
you say the slow growth in business investment hashave started to change the policy. We have always
for the growth of productivity and supply potential?held to the view, and this is particularly relevant to
Mr Brown: Again, we have to look at what isyour first set of questions, that if you borrow for
happening in the British economy. Rates ofinvestment in transport or infrastructure or the
manufacturing productivity growth have been quiteeconomic and social fabric of your country you are
good as a result of the competitive pressures thatmaking the right decisions for the long term of your
have been exercised on manufacturing investment.country and therefore there should be two fiscal
Our productivity in relation to Germany and Japanrules: your current expenditure should be in balance
has moved ahead in recent years. We have beenover the cycle but it is possible to have borrowing for
catching up with France, but clearly we have got ainvestment, as long as you have a sustainable debt
long way to go to catch up with America. That isratio, and the debt ratio in our country has gone why our measures for enterprise have been verydown from 44% and is now in themid-thirties. It will important to what we are planning to do for the

rise, of course, because we are borrowing more for future.
the investments I just quoted but it is well within the
sustainability rule that we have set.

Q352 KerryMcCarthy:Could you elaborate on that
in terms of the Pre-Budget Report helping to move

Q349 Kerry McCarthy: If we can turn from public this situation along and stimulate business?
investment to business investment, why do you think Mr Brown: I was able to announce last Friday when
we are in a situation where corporate profitability is we did our Enterprise Conference a major step

forward in investment in science in this countryquite high but needs strengthening, where the cost of
which will add to the productivity of the economy.corporate finance has gone down but yet business
An agreement has been signed between theinvestment is growing very slowly?
pharmaceutical companies, the National Health
Service and our universities, including the Medical1 See supplementary memorandum dated 12 January 2006.



Treasury Committee: Evidence Ev 53

8 December 2005 Rt Hon Gordon Brown MP, Mr Jon Cunliffe, Mr Michael Ellam, Mr Dave Ramsden,
Mr Tony Orhnial and Ms Mridul Brivati

ResearchCouncil, to invest substantiallymore in the aVected, from our country and our exports are
reduced. I have seen the figures that show that therepharmaceutical industries and therefore in the

research base of pharmaceutical industries in this has been a reduction in the growth rates of British
exports to Europe and therefore they are below ourcountry. As a result of that deal we anticipate half a

billion new investment followed by another half projections. I have also seen figures that show that
consumer demand was zero in Italy, grew by onlybillion later, and that is a major commitment to this

country in a high productivity industry, the medical 0.6% in Germany this year, and was zero also in the
Netherlands, as I understand it, and that if three ofand biomedical industry, that has been made by

some of the biggest companies in the world. Britain our biggest export areas are not growing at all in
terms of their domestic demand then they are notis becoming one of the premier locations for medical

research for the future, particularly the testing of accepting imports to the same degree as before and
therefore our exports are bound to be aVected.new drugs, and at the same time, of course, we are

making big headway with more investment, public Exports are lower than expected and exports are also
lower than expected to the United States.and private, in stem cell research. That is an example

of areas in high productivity sectors where new
investment is coming to this country and where we Q356 Kerry McCarthy:Would you say the strength
hope to be world leaders in the years to come. of sterling was a factor?

Mr Brown: I do not think that that is such a major
factor as it may have been in previous years. If I canQ353 Kerry McCarthy: Do you think the need to
just give you the figure, we had thought that thefund pension fund deficits is a possible factor? Is that
share of that growth of our exports would be 2.1%inhibiting business?
to the euro area.Mr Brown: The general evidence is that while firms

did not invest suYciently in their pension funds in
the late nineties funds are being put into pension Q357 Kerry McCarthy: Do you accept that sterling

is still over-valued?funds now but it has not been a major inhibitor of
investment. Mr Brown: Sterling is always a factor but I have

never commented on the value of the exchange rate
and I do not think people would expect me to do soQ354 Kerry McCarthy:What sort of assessment has
on a day-to-day basis.been done to enable you to make that judgment?

Mr Brown: All the evidence is that firms recognise
Q358 Mr Fallon: Chancellor, can we turn to thethat they have responsibilities to build up their
public finances?When we took evidence on the PBRpension funds. If anything, what happened in the
in November 2000 your then Chief Economiclate nineties was that in a period of rising growth
Adviser said to us, “Our policy is to have centralwhen pension funds looked suYciently funded big
forecasts based upon cautious assumptions. Ourfirms did not invest and then the fall in the stock
assumptions are cautious so that should alwaysmarkets round the world meant that pension funds
mean that the outturns are better than ourwere worth less than they expected. However, there
projections”. In each of the five subsequent budgetsis no huge amount of evidence suggesting that
on both current receipts and surplus on currentbusiness investment has been aVected by the pension
budget, in fact, your outturns have been worse thanfund deficits. There is a chapter in the Pre-Budget
your projections. Why are you so bad at forecastingReport, Annex A, paragraph A-92, which says that
public finances?despite evidence that companies have continued to
Mr Brown: I think on average since 1997 we havedevote resources to funding pension deficits there
been in surplus on our forecasting.are no clear grounds for supposing that this has

exercised much material constraint on investment. I
am just making the point that I think we agreed on, Q359Mr Fallon:Your first three years were fine, but

you have been wrong in each of the last five yearsthat round the world the increase in business
investment has not been as fast as people expected, after telling us that the assumptions are cautious.

Mr Brown: I think, Mr Fallon, that overall we comepartly because the investment made in IT in the late
nineties was very substantial indeed. out as being more cautious rather than less cautious.

If you look at what happened in previous cycles,
under your Government you were 6% out in oneQ355 KerryMcCarthy:Can I move on to talk about
year.exports? There has been an expansion in world

trade, yet the UK export performance has been
Q360 Mr Fallon: I am asking you about yourdescribed by the Bank of England as somewhat
Government.disappointing in recent years.
Mr Brown: I just point out that to be 6% out is a veryMr Brown:What has happened this year is what we
big problem.talked about at the beginning when I had a number

of questions about the British growth rate. The
European area is our biggest export market. More Q361 Mr Fallon: Anybody can get it wrong in one

year, but why have you been over-optimistic for fivethan 50% of our exports go to that area. If growth in
these areas, particularly in Germany and the years running and why do you still describe your

over-optimistic projections as cautious if they areNetherlands, is lower then they are taking fewer
imports, particularly if it is domestic demand being wrong?
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Mr Brown: We have not been over-optimistic by Q366Mr Fallon: So is this agreement binding for the
rest of this Parliament or this year? How long is thisinclination. We have seen changes in the world

economy that we could not have anticipated at every agreement going to be for?
Mr Brown: I am justmaking the point to you that thetime we set our budgets.
negotiations on this are not completed. There are
sector-by-sector negotiations taking place probably

Q362 Mr Fallon: So it is somebody else’s fault, is it? even as we speak.
Mr Brown: Hold on, Mr Fallon. In 1999–2001 we
had an American recession, a stock market crash, an Q367Mr Fallon: I understand that, and they have to
IT bubble that burst. We, Britain, managed to come be signed oV by the Chief Secretary, I think, but the
through this without going into recession. America central principle established by this agreement, that
did, Japan did, France and Germany did. We did the pension provision of existing scheme members
not; we managed to grow in a way that was stable will be protected, is not going to be reopened, is it?
and keep inflation low, but, of course, because of Mr Brown:What has actually happened—
what happened in these years there was an eVect on
our public finances. Equally, this year, because the

Q368 Mr Fallon: Yes or no? Is it going to beoil price has gone up, because of what has happened
reopened?to European demand, because of the desire to slow
Mr Brown: What has actually happened in thisdown the housingmarket and the interest rate eVect,
agreement is that the Treasury set out to save £13that has an eVect on your public finances. However,
billion. We have saved £13 billion. There are nowI would say that over the course of the last eight
sector-by-sector negotiations around a frameworkyears not only have we come out in surplus because
agreement that was signed by the negotiators. Theseof our caution; equally, compared with previous
sector-by-sector negotiations are not yet completegovernments, where the borrowing forecast on one
and I think you might be well advised to wait untilyear, if I may say so, was out by 6%, which is the
these are complete.equivalent of nearly £100 billion, we have been in a

far better position and will continue to be so. The
Q369 Mr Fallon: But can the agreement that thereason we will be in a better position is that we make
pension provision of existing scheme members becautious assumptions. Your Government did not
protected be reopened in the sector negotiations?include unemployment as an assumption, your
Yes or no?Government did not include assumptions about
Mr Brown: I think it is possible that all things will beprivatisation proceeds that were actually accurate,
looked at in the sector-by-sector negotiations.your Government did not include assumptions

about oil prices in the way that we independently
Q370 Mr Fallon: You understand the principle ofaudit all these things, or about capital, or about
equity here, that if you eventually decide on Turnershare prices. All these things are now independently
to increase the retirement age it would seem perverseaudited and they form part of our figures and we
to protect that for public service workers at 60 forcannot aVect them and that is why we are in a
existing members?better position.
Mr Brown:Remember that Turner is a debate about
the state pension age. The retirement age is not

Q363 Mr Fallon: It is not logical to say that exactly the same as the state pension age. The fact of
assumption is cautious and it is over-optimistic. It thematter is that the local authorities have agreed on
has to be one or the other. 65 years in the last few days, and I think that should
Mr Brown: I think you were implying that we were be noted; there was an agreement that the Trade and
deliberately over-optimistic. We were not Industry Secretary had with the Civil Service and
deliberately over-optimistic. respectively education and health and that is now

subject to sector-by-sector negotiations that are
taking place.Q364 Mr Fallon: You have been wrong for the last

five years. I want to move on to something else now,
Q371Mr Fallon: So nobody who is at the moment awhich is the public sector pension agreement on 18
teacher or a worker in the Health Service or in theOctober reached by the Secretary of State for Trade
Civil Service should accept the Secretary of State forand Industry on the future of public sector pensions,
Industry’s word that their existing entitlement willin particular the protection of those who have
be protected because it could now be reopened?existing pensions.Were you party to this agreement?
Mr Brown: Hold on. That was the frameworkMr Brown: The Government is party to this
agreement but the framework agreement is now partagreement.
of sector-by-sector negotiations, and I was advising
you to wait till all these negotiations came to an end.
Mr Fallon: I think you have just confirmed that allQ365Mr Fallon: Is it subject to decisions to be taken
this can now be reopened. Thank you.on Turner?

Mr Brown: There are decisions that have to be made
within this agreement that have not yet been Q372Mr Love:Can I take you back to the economic
reached. There are separate sector-by-sector cycle again and I will try very hard not to raise my

voice during questions? At the time of the Budgetnegotiations that are still taking place.
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you were expecting the current economic cycle to Mr Brown: I do not believe so. I believe you have got
to do the right thing. I have just passed the evidenceend around the end of 2005 and you subsequently
to the committee about the starting date of the cycle.revised that to the end of 2008–09, you mentioned
I do not think any serious commentator, looking atearlier on, in answer to a question that was partly to
the evidence I have given to the committee about thedo with slowing growth figures. Are there other
growth rates in 1997, 1998 and 1999 would be in anyreasons why you have revised those figures?
doubt that it is reasonable to say, as the NationalMr Brown:Yes. If I could finishmy previous answer,
Audit OYce says, that the cycle started in 1997. Wethe framework agreement that Mr Fallon talked
go by the evidence that is available to us, and it isabout, so that he is under no illusions, is an
clear also that if growth is lower this year the endagreement made by the Government with the
date of the cycle is likely to be longer away. Again,respective organisations. It is now subject to sector-
the idea that this is somehow anything other than anby-sector negotiations. That is what I said. Mr
examination of the objective data seems to me toFallon can interpret it in the wrong way. I am saying
be perverse.that the framework agreement is what is agreed

between the Government and the diVerent
organisations which is now subject to sector-by- Q376Mr Love:Can I take you on to skills? The Pre-
sector negotiations within that framework Budget Report confirms that the UK does not have
agreement— a world-class skills base. I am not sure that is news

to anyone. Both the Leitch Review and economic
experts when we interviewed them put the skills gapQ373 Mr Fallon: You are just wriggling now.
as the major hurdle to improved productivityMr Brown: —and he must not misrepresent what I
growth. In the light of the Adult Learningam saying. I come to the issue of the cycle from 2005
Inspectorate’s report yesterday on skills for life andonwards. What has happened as a result of the the Leitch Review, how critical is a major stepslower growth this year is that the cycle is going to forward in skills to the future of the economy?be longer. Mr Brown:The figures published in the Leitch report
on Monday showed that 84% of adults had some
skills, but of course, these are essentially basic skills.Q374 Mr Love: Earlier on this year at a press
16% of adults have no basic skills. That is somethingconference in August the Governor said, “I am not
that we must do something about, and that is whyeven sure whether it makes sense to think about a
the National Employer Training Programme iscycle as if it is a well-defined phenomenon”. He
designed to get employees up to NVQ2, but equally,suggested further on in the press conference that we
people are going to need higher level skills, andought to be looking forward to the current account
therefore all our measures that we are looking at forbalance as a better way of measuring things. Have
the future of employee training and for colleges,you considered any alternatives that might improve
universities and higher education, are measures thatthe fiscal policy framework?
I think people will want to fund properly so thatMr Brown:We have given the National Audit OYce
either our colleges of education or employer trainingthe power to assess retrospectively the start date and
of the workforce are designed for the 21st centuryend date of the cycle. We continue to look at the
skills needs of this country.independent auditing fiscal assumptions. These are

things that we continue to review. As you know, we
have just made the OYce of National Statistics Q377 Mr Love: As you indicate, the Leitch review

talks both abut the higher end and the bottom end.independent and will have legislation before the
Would you agree with me that the real need and theHouse of commons to that eVect so that from all
focus of any skills review has to primarily be at thepoints we are looking at improvements where they
bottom end of the market rather than the top end?can be made in our fiscal and monetary framework,
Mr Brown: I think the public support for acquiringbut I do say to this committee that we are the
the basic skills has got to be a priority because ifGovernment that was the first to have independent
people have no skills whatsoever, they are unlikelyauditing of any fiscal assumptions. We were the
to get jobs, or if they get jobs, they are unlikely to beGovernment that had the independent monetary
able to sustain them. If they cannot get new skills,framework that is agreed with the Bank of England,
they are unlikely to be able to be continuouslyand we are the first Government to have the
employable in a very fast-changing economy. I saidindependent auditing at the beginning and end of the
onMonday that people went through their life thesecycle, as we are doing now.
days and had seven diVerent jobs on average. Many
people have many more jobs than that, but what is

Q375 Mr Love: One of our advisers at a meeting true is that, as you move from one job to another,
yesterday contrasted the technical merits against the you often need to acquire new skills. We have got to
political eVects of changes in length of the cycle. Are be there as a Government, helping people acquire
you in any way worried that there might be some these skills. To help people acquire these skillsmeans
damage done to credibility, knowing howmuch you investment. That is why the New Deal is so
place on credibility as an important virtue? Are you important, that is why the National Employer
worried at all that changes in the economic cycle Training Programme is so important, and that is

why we put more money behind the Nationalmight cast doubt on the credibility?
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Employer Training Programme onMonday, so that Q380 Peter Viggers: You have taken something like
£40 billion out of the pensions industry, of course.people get these skills. This is a challenge that every
Mr Brown: I do not accept that figure at all. I do notcountry faces round the world, to get those least
think you have any evidence for that figure.skilled workers into jobs where often they will need

higher skills, and employers themselves, partly
because of the free rider problem, because they Q381 Peter Viggers: You are not proposing to take
might train people who would then move to other to take some £6.5 billion from the oil industry?
firms, they need a partnership between themselves, Mr Brown: This is a completely diVerent figure, if I
theGovernment and the employee to be able to do it. may say so. The Dividend Tax Credit that you are

referring to had a bias against investment. Your
Government reduced the Dividend Tax Credit rightQ378 Mr Love: Earlier on this year the OECD
down to, I think, 10% and we reduced it from 10%commented on trying to incentivise people to
to zero. We actually provided compensation forundertake skills training, and while they recognised
both companies and for all the organisations thatthat people with intermediate skills could earn
were aVected by the change, and we reducedsignificantly more, they were somewhat worried
Corporation Tax from 33 pence to 30 pence as aabout the impact of the taxation system, and result of the change wemade. So companies actuallyparticularly tax credits, on that incentive structure. had higher profits after tax as a result of the change

Do you think that the taxation system acts in any we made, in which case they were able to fund their
way to disincentivise people from undertaking skills pension schemes.
training and have you done any research in this area?
Mr Brown: If there were any evidence that it did, we

Q382 Peter Viggers: It worries me that it seems,would look at the tax credit system but I think the
certainly from questions yesterday, that thegreater evidence that is available is that, for example,
Treasury may think that the £6.5 billion to be takenthere are 250,000 single parents now who have
from the oil industry is a kind of free shot. Do youreturned to work. Many of them have needed to get
think there is any relationship between taxation ontraining to get the skills that are necessary. They
the one hand and petrol prices and investment on thecould not have returned to work without the help
other hand?that is available through the tax credit system and
Mr Brown: I am sorry if the Conservative party arethe childcare help and often the training help that is
going to oppose this change. If you look at what hasalso available for many of them. So, far from the tax
happened to the oil price, and any sensible personcredit system discouraging people from work or must look at the changes that have taken place overfrom getting the skills for work, it is actually helping the last few years, when we had the change in the

many of these people get back to work. Britain had regime in the last Parliament, the oil price was
45% single parent employment in 1997. It now has expected by OPEC to be between $22 and $28 a
55–56% single parent employment. Our target is barrel. It had actually risen a bit higher than that.
70%, and that is not an unreasonable target given Since then we have had a dramatic change in the oil
what is happening in other countries like France or price, and the oil price has gone up to $70, then to
Scandinavia or America, where single parent $60, and it is around $55 at the moment. Our
employment is between 70–80%. So the tax credit assumption next year is in the order of $55. That is
system can actually help people get both skills and in the line of almost all independent forecasters, that
into work. the price is going to remain substantially higher. To

some extent it is double what the OPEC range was
for most of the years of the 1990s and early 21stQ379 Peter Viggers: The Turner Commission of
century. In these situations you have to ask yourselfcourse was set up to point out solutions to a problem
what is the right balance betweenwhat is owed to thethat you helped to create. How would you compare consumer and what is owed to the producer? If thethe expectation of pensions of 30- and 40-year-olds oil companies have seen a transfer of resources to

with the present condition of today’s pensioners?Do them in the last three years of something in the
you think the 30- and 40-year-olds can look forward order—and this is the OPEC countries and the oil
to the same level of retirement pension income that companies—of $1.2 trillion, which is money that
present ones can? consumers used to have that they are now paying in
Mr Brown: Most people are looking forward to addition to the producers, then you have to ask
higher income. The debate about the Turner report yourself what is the right balance between
is actually the debate about that, about what level of consumption and production? Then you have to
retirement income people can expect, whether they look, as you do that, at what is likely to happen, as
are in their 20s, 30s, 40s or 50s, and what level of you rightly say, to investment. We put in new
income they desire to have when they retire. But that exploration incentives for the development of the
is a debate that has got to continue as a result of the smaller oil fields in the North Sea, just as we did
publication of the Turner report and I hope that all when we made the change previously. We increased
MPs will join this debate. I know the Pensions the incentives for new investment in the North Sea
Secretary wishes to see a widespread consultation tomake the fields thatwe are talking about, the fields
nationwide on these issues, but I think it would be a that we want to see developed, more attractive for

the oil companies to do so.debate that should now happen.
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Q383PeterViggers:Reading thePre-BudgetReport, the country that come first that we actually made the
Bank of England independent andmade all the othera great deal is made out of the importance of

productivity. In the departmental annual report in changes, including in competition policy, and now in
statistics policy. All the changes we have made wereJuly2005 therewas a claim that theUKhas risen four

places to 11 in theWorld Economic Forum’s Global changes that could have been made by Mr RuZey
when he was in the Treasury in the last ConservativeCompetitiveness Report. In fact, if you read the

World Economic Forum’s Global Competitiveness Government. None of these changes were made.
They resisted Bank of England independence,Report, productivity competitiveness has actually

declined from7th ranking in 1997 to 13th in 2005.Do indeed, voted against it in the House of Commons.
There was no independent auditing of assumptions,youthink that theGovernment’sburdensonbusiness

has had anything to do with that decline in and that is one of the reasons why fiscal policy went
so wrong in the early 1990s, but I am not preparedproductivity?

Mr Brown: There are a lot of figures, if I may say so, for a situation which I think would be damaging to
the country where somehow you handed overabout productivity. I think during one period of

your Government we were something like 26th. The control of fiscal policy, just like we were asked to do
with the European Stability Pact, to somefact of the matter is that we have passed Japan, and

we have now passed Germany in terms of our independent body that is not responsible directly to
Parliament. It is the Government that is responsibleproductivity, we are catching up with France, and

therefore I do not accept the premise of your to Parliament for fiscal policy. That, I believe, is the
test that we have got to meet in relation to budgetsquestion. We are Becoming a more productive

economy. There is no year of this government in and to public expenditure, where we answer to the
House of Commons, and I do not see much sense inwhich productivity has been negative. That was

what happened under the previous Conservative passing over the major decisions about fiscal policy
to some other body when the MPs are expected,Government. Under the Labour Government

productivity has been rising every year. The latest through the Government’s recommendation, to
make these decisions on behalf of the country. It isestimate for productivity is that in this present cycle

it is higher than in the previous cycle. one of the great principles of our parliamentary
democracy that the House of Lords cannot impose
taxation on the people, only the House ofQ384 Peter Viggers: It baZes me that in these
Commons, and that is why fiscal decisions, whichdiVerent areas you seem not to realise the
are essentially about tax and spending, have got toconsequence of Treasury activity. I have been
be made by Governments responsible to the Housepondering this. I think the condition is financial
of Commons.autism, and I fear it is irremediable.

Mr Brown: I think that is a bit oVensive as a term to
use to people with the condition of autism, and I Q386 Angela Eagle:Would you say a bit about your
would be very careful, if I were you, of using that new policies on deregulation which you announced,
term. probably at the CBI conference, but which feature

quite heavily in the announcement you made on
Monday, and how you see those as contributing toQ385 Angela Eagle: I was listening to the tenor of
future eYciency gains?Mr RuZey’s questions about independence and not
Mr Brown:Whenever I go to America, the issue forbeing able to trust the Treasury to do anything
American businessmen is regulation. If you go toearlier, and I wondered; it struck me that he seemed
Europe, the issue of European businesses is aboutto have a view of the world in which the Treasury are
regulation, and in Britain it is clearly an issue that weall in a conspiracy to mislead the public and deceive
have got to deal with properly. That is why we haveParliament. You have been one of the longest-
moved to this idea of risk-based regulation. In theserving Chancellors this country has been lucky
past, the theory was that you would inspect everyenough to have. Has it been your experience that
premise or inspect every procedure or requireyour Treasury colleagues are these venal sorts of
information and filling in of forms and inspection ofpersons?
every process. That is something that we can easilyMr Brown: I think people will at some point
move away from. With a risk-based approach whathistorically—even the Conservative party—
you do is you look at where there is a risk, whererecognise that we made the Bank of England
there is evidence of a risk, and only in theseindependent and therefore devolved control of
circumstances do you require the full level ofmonetary policy from the Treasury. We have led the
information or the full level of form filling or the fullway in making competition policy independent of
level of inspection. That, I think, allows us to have aGovernment. I have now announced that the OYce
diVerent approach to regulation for future years, butof National Statistics will be independent of
I think this is a breakthrough that will influenceGovernment and we will legislate to that eVect.
Europe and America as much as it will influenceThere are many areas of industrial policy we have
Britain, and I think we are in the lead on risk-basedmade independent of Government. I believe that the
regulation. I pay tribute to Sir David Arculus andmistake that was made previously was that
Philip Hampton, who have produced reports onpoliticians put the short-term interests of themselves
how we can make changes both in reducing thebefore the long-term interests of the country. It is

because we believe that it is the long-term interests of numbers of regulations and at the same time in
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applying the risk-based approach, and I think decided to start, has been very successful. Sometimes
even the best of us when looking at entrepreneurshipBritain is entering a period when we can actually

make some major changes in the regulatory system, are not giving the best advice to dynamic young
female business people who can actually make awith, I hope, a consensus on this.
huge diVerence.

Q387 Angela Eagle: Chancellor, you are quoted as
Q388 Angela Eagle: Chancellor, I could not agreesaying a key factor in raising business start-up rates
more, and in fact, the impressive figures in theNorthin the UK is getting women to start their own
West have partially been delivered by anbusinesses, and in fact on page 55 of the Pre-Budget
infrastructure that I think is currently under threatReport, paragraph 371, there is a section on women
because of the North West Development Agency’sand enterprise, which talks about ensuring that all
lack of understanding about the specialist nature ofregional development agencies have a strategy for
this support. I wonder whether you would considerincorporating women-friendly business support into
whether we actually still need a national women’smainstream provision.Would you have a look at the
enterprise programme which can ensure that in thisfact that most RDAs are not geared up to
specialist but vital area we do not have to gounderstandwhatwomen-friendly business provision
backwards before we can go forwards again.is, that women generally pay 1%more on average for
Mr Brown: I am very happy to look at what you areaccess to finance than businesses that are not owned
suggesting. My notes here say, when I asked aboutby women? They have very many particular
this, that the rate of female entrepreneurship hasrequirements when they are entering into
doubled in the NorthWest in the last two years, andentrepreneurship training and support, including
that is a great success, but it builds on the success inchildcare. In my own region, the North West
the North East, where female entrepreneurshipDevelopment Agency is reducing the amount of
doubled in the previous two years. So in both thesemoney available for specialist women’s provision
regions things are moving, and therefore anythingfrom £400,000 down to £100,000 a year, which risks
that we can do to help that forward rather thanthe specialist infrastructure which already exists.
impede it is something that I would like to look at.Could you have a look at the fact that, although we
If you would like to ether have a meeting with me orhave a very progressive national approach to this,
with Alan Johnson, the Trade & Industry secretary,the way it is actually working out regionally because
we can talk about these things.of these biases that exist is actually putting at risk the
Angela Eagle: Thank you very much.progress we have made so far?

Mr Brown: I think the numbers of women and the
Q389 Ms Keeble: Chancellor, the PBR projectionsproportions of new businesses started by women is a
assume that current public spending will grow athuge issue that we want to give some priority to.
1.9% a year from 2008–11. Is it reasonable to assumeAgain, if you look at America, which has a far faster
that that is the overall envelope that will underpinrate of business creation than almost any other
the forthcoming Comprehensive Spending Review?advanced industrial economy, the numbers of
Mr Brown: I think when you see the first report onwomen, the proportion of women starting
the Public Expenditure Review we will bring outbusinesses is in the order of 50%, not 10%, 20% or
next year and when you see the final report of the30%, as it is in some other countries. Whenever I
Public Spending Review the full figures will behave been at a business conference to look at
announced. These have been our workingbusiness creation in the States, the large numbers of
assumptions for a number of years, but these are notwomen who are there is something that is striking in
necessarily the final figures.comparison with business conferences in other

countries. In Britain we have this Women’s
Enterprise Task Force, which is looking for the next Q390 Ms Keeble: Looking within that, the IFS
three years at how we can increase the rates of estimates are that, given its commitments on aid,
business creation amongst women in the economy. NHS and education, that public spending outside
There are key enterprise developments in the North those areas would have to go up no more than 0.8%.
West, which you are referring to, where female In fact, your own figures are more robust than that
entrepreneurship rates have actually doubled in the because they show that if you take health-related
last two years. So things are moving, but there is a spending and education, between now and 2011
lot more to be done. I remember being at one of the other areas of spending actually reduce slightly as a
business conferences and one of the young, percentage of GDP. How do you manage to sustain
successful businesswomen who were there said that public services and what sort of choices will you be
before she started her business, she had been making within that very tight framework?
uncertain about whether to join an accountancy firm Mr Brown: We have initially a review on the
or start her own business, and she had asked one of eYciency and value for money issues that can be
the leading entrepreneurs in Britain, who I will not addressed in the Comprehensive Spending Review.
name, whether she should go to the accountancy That review includes a zero-based review of our asset
firm or start her own business. He had advised her to base, what the Government owns and what the
go to the accountancy firm and not start a business. Government may decide to sell oV. We have a target
The accountancy firm went bankrupt and her of £30 billion of asset sales by 2010. That is

something that we will be looking at as to whetherbusiness, which she had actually then already
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we can increase that. So there are a lot of decisions economy, because it is absolutely necessary for the
still to be made on the road to the final decisions health of constituencies and regions in this country
about the Spending Review and I would not that we do notmake themistake of past years, which
presume the figures that you are suggesting. is to neglect investment in the long-term

infrastructure and services of this country for the
future.Q391 Ms Keeble: But the zero-based approach, if

you assume big blocks of spending, which are in a
sense demand-led, certainly pensions would be and
that is one of the biggest areas, and also age-related Q393 Ms Keeble: Given that it is likely to be a tight
health spending, that leaves you with quite tight spending round, and I think all the figures have set
areas for looking at your zero-based budgeting. I that out very clearly, what then happens to public
would ask again, what kind of priorities are you services which people have obviously grown
going to be looking at? accustomed to if you have some external pressure,
Mr Brown: I think you are presuming the for example, a slowdown in growth or some policy
conclusions of the first part of our review, which is commitment that would require the proceeds of
the studywe are doing about both government assets growth to be shared with tax cuts as well as with
and the zero-based review to see things that public spending?
Government might do less of in the future. So the Mr Brown: Let me put it this way: we plan to
first stage of the review will be published next renovate 12,000 more primary and secondary
summer, and I think you might be in a better schools. That is a programme that we have set in
position to look at what resources may be available motion. That is a programme that will continue andto be allocated to the other services then. I do not that is possible within the strict fiscal discipline thatthink you would expect me to come along to the

I have set.Wewill be prudent andwewill be cautiousCommittee today and announce our spending plans
and we will maintain that fiscal discipline that hasfor 2008. After all, we have a review that is taking
been a hallmark of thisGovernment over the last fewplace in 2006–07 and then a set of decisions to make
years. We have met our fiscal rules and continue tobetween 2007 and 2008, and then we will make our
meet our fiscal rules. It is because our second rule isfinal decisions.
designed to borrow for investment as long as you
have a sustainable debt ratio that we are able to

Q392 Ms Keeble: You have talked today also about increase public investment in the economy in future
capital spending, and obviously the very substantial years. The decisions about the level of spending for
capital spending on schools and hospitals is very services, in other words, the current expenditure on
welcome. However, there are two areas, one which services, are decisions that we will make in the
the OECD says we have under-performed on, which Spending Review, and we will make themwithin our
is transport, and the other, which the Barker review fiscal rules, and we will make them by exercising the
picks up on, which is housing. Both of those are tough fiscal discipline that I am determined to
potentially enormous areas for capital spending. continue for this economy, but that has not
How, again, do you fit that into a very tight precluded us increasing our investment in our
spending round? infrastructure and social and economic fabric, and
Mr Brown:Make no mistake about it, and I think it that investment will continue. The disagreement will
should be clear to the Committee, public investment be over the next few years between those of us who
is going to increase. We are committed to the have two fiscal rules, where we wish to achieve aincrease of public investment. Our second fiscal rule balance of current expenditure and have acan be met continuously with an increase in public

sustainable debt level, and those who want to add ainvestment. I have given you figures showing that
third fiscal rule, which would be an annualpublic investment, which was £5 billion in 1997, and
requirement, as I understand it, that growth in thewas £18 billion in 2004–05, £26 billion in 2005–06,
economy has to be higher than the growth rate ofwill rise about £30 billion in future years, and that is
public expenditure. I was just pointing out ona major increase in public investment that is still to
Monday that if that rule were applied this year, thattake place in this country. The reason we want to
would mean a £12 billion cut in public expenditure,make that investment, as I think right across the
and it would require next year a £17 billion cut incountry, in constituency after constituency, people
public expenditure, and that would mean that werecognise, is that there is a great deal of work to be
would not be able to aVord the investment in publicdone in transport and infrastructure: we have work
services that is taking place. Whatever you call it,to be done for the Olympics and for sport, we have
sharing the proceeds of growth or whatever you calleconomic regeneration that we wish to take place in
it, in terms of the fiscal rule, an annual rule, whichareaswhere change is itself taking place, andwe have
is very similar to the European Stability Pact, by theto complete our programme of investment in
way, that prevents you actually being able to investhospitals and schools. So we are in a position fiscally
in your public services, particularly in a year likeand in a position because this is the right thing to do
this, is, in my view, damaging for our infrastructureto increase the levels of public investment in the
but it is also damaging for the quality of publiceconomy. Iwould not like theCommittee to go away
services in the economy and can be damaging for thewith the misunderstanding that we are not doing

that. We are increasing public investment in the economy itself.
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Q394MsKeeble:Turning to the Turner report, your and I thinkwe have to look at all these proposals and
see whether (a) this is the right way forward and (b)Pre-Budget Report noted that the proposals cost

about £14 billion in 2020 compared with your own whether they are aVordable.
plans. I want to ask you specifically about the
citizen’s pension proposals. Can you say, given the Q396 Ms Keeble: I would certainly accept the shift
pressures already on age-related spending and from wallet to purse, which has been very welcome,
around pension spending, what is your view particularly through the operations of the various
specifically around the proposals for the citizen’s Tax Credits, Pension Credits the various other tax
pension and the aVordability of that? credits.Would you accept however, Chancellor, that
Mr Brown: That is an issue that we have not got to the improvement in women’s income has been
discuss as a result of the recommendations of the achieved primarily through means testing and that
Turner report, and I am not going to do anything there are issues there aboutwomen having to comply
other than encourage that discussion on the citizen’s with some quite rigid reporting requirements which
pension and on women’s pensions in particular to have perhaps not always been universally
continue. I know and I understand that for many welcomed?
years women have had a diYcult time where they Mr Brown: I have to say that we have tried to enable
have not been able to build up contributions or they people to make their applications by telephone
have had interrupted periods of earnings. It has rather than having to fill in forms themselves. We
deprived them of getting the full pension that large have tried to limit the amount of information that
numbers ofwomen, as you know—and the figure are people have to give. We have tried to find a better
very big indeed—do not have, but obviously, every system of taking into account people’s savings, so
proposal has to be looked at in terms of its that while it is an income test, it is not a test that
aVordability, and I think I would be failing in my covers everything that people have as assets. We
duty as the Chancellor if I did not point out that have also tried, in a situation where we calculate that
there are financial implications of that, implications pension credit for a year, to calculate that for more
for our fiscal position of the costs of some of the than a year, for a period of years, so that people do
measures that are included in the report. not have to fill in information each year. So we have

tried to change the system but, at the end of the day,
what we have been trying to do is to help thatQ395 Ms Keeble: Can I just say that in addition the
generation of pensioners who should have beenissue of pensioner poverty, particularly for women
better provided for, who do not have occupationalpensioners, as a result of the way the State Pension
pensions of their own, whose husbands or partnersoperates currently, there is also the issue of financial
did not accumulate large amounts of savings orindependence for women pensioners, so that, as I
occupational pension, and we have been able tounderstand it, with the citizen’s pension, both
focus support on widows in a way that has not beenpartners in a married couple would have a pension
done before becausewe have had the PensionCredit.entitlement. Would you accept that that is an
In this debate that goes ahead, I think people shouldimportant part of the proposal?
acknowledge that there are hundreds of thousandsMr Brown: The proposal, if I remember it correctly,
of widows who have benefited from the system, andis for a women’s pension after the age of 75, and
it is precisely because we have been able to focustherefore it is not strictly the equality that some
resources to these widows that we have been able topeople have said is the issue. We have approached
take that large number of people out of poverty.this as a Government in the last few years as an issue

of removing the poverty that many widows in
particular have had to endure, and where there has Q397 Mr Mudie: Going back to the Turner report,
been no proper provision for their own pension and one of the five principles, indeed, the first principle
where their husband or their partner has not built up you put down, is that it must promote personal
suYcient industrial and private pension entitlements responsibility. The main proposals for the 21st
and where they have very few savings, that very big century are to continue with State Pension as one of
group of women and widows in particular have been the pillars. The second pillar is a government
forced into poverty as a result of there being no other stakeholder scheme, low-cost investments, with an
provision. We have tried to solve this problem for 8% investment. The principle of both from Turner
this generation of pensioners. Two-thirds of the seems to be to leave it to Government. “We will give
people who get the pension credit are women. I think you a State Pension and secondly, pay 8% and that
it has taken a large number of women pensioners will finish your involvement.” How does that
who might otherwise have been in poverty out of promote personal responsibility?
poverty and I believe it has helped reward the small Mr Brown: I think the main recommendation of
savings that large numbers of these women have by Turner is actually the encouragement of private
maximising their income as a result of taking into savings. He has this proposal about auto-enrolment.
account their savings as well. So for this generation Over the next few years people need more
of women pensioners, particularly widows in their information, they need more encouragement to
70s and their 80s, the Pension Credit has been a enable them to build up their own savings for
means by which they have got additional income. retirement, and of course, people have a range of
What the Turner report is about is a debate about diVerent savings that they prepare for their

retirement. The main one will of course be their ownthe next generation and the generation after that,
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pension. What I would like to do is to look in detail Mr Brown: We have a number of pilots looking at
how people can save more in which we are giving inat the Turner proposals that encourage both

employees and employers to make provision for some cases £1 for £1, in other cases 50 pence for £1.
This is in low-income communities where saving hastheir pensions and look at what diVerent decades

have put aside for their pensions so that they are been diYcult, and we are trying to make it
worthwhile for people to save more, or to save at all,satisfied that by the time they do retire they have

proper provision. Most people will make their own which is something that has not been happening.We
are hampered by having large numbers of peopledecision about what proportion of their pre-

retirement income they will need in retirement, and who do not even have bank accounts still in this
country, but the experiments or the pilots that we arethey will take into account whether they own their

house in full or still have a mortgage, they will take doing have been relatively successful in encouraging
more people to save.into account the other savings, sometimes shares,

that they have, as well as taking into account what
savings they have. The main recommendation of

Q400 MrMudie: Chancellor, I am thinking more ofTurner is actually to encourage that individual
the incentives that help PEPs and ISAs be verysaving, and I want to help him implement
attractive and have a very great take-up. Those arerecommendations that would help people save more
the sort of financial incentives that were put on thethemselves during the course of their working lives.
table which succeeded.But the state and governments will always have
Mr Brown: If my figure is right, about 15 millionresponsibility to ensure that there is a proper
have taken up the new savings schemes. They areframework for pensions savings, and we have to
very popular.look at his recommendations, including the cost of

them, before there is a final decision, but that is a
debate that is going to continue in the country. Q401 Mr Mudie: Can I just move you, without, I

hope, opening any controversy over public sector
pensions, to a less controversial aspect? Do youQ398 Mr Mudie: I accept that, but Turner actually
think it is equitable for a Permanent Secretary to beseems to feel he has satisfied the debate and the
paying 1.5% towards their pension scheme and aproblem by saying to people, as you have just
nurse paying 6%? Why in these discussions has theconfirmed, there will be a State Pension plus 8% and
matter of the inequity of contributions from a well-that will be suYcient. What you are talking about is
paid civil servant not been an issue? Do you knowmaking people more responsible and willing to
how much moving the 1.5% that they pay to theactually participate in their portfolio. But that is not
average 6% that a local government worker payswhat Turner is suggesting. Turner is suggesting a would bring in the Treasury?stakeholder pension which will be either run by the
Mr Brown: The local government agreement, theGovernment or an agreed stakeholder provider,
regulation, was put to the House of Common lastwith no input from the individual either in terms of Friday by the Deputy Prime Minister. As I say, thechoosing their investments or choosing the level of civil servants issue is part of a framework agreement,

their investments. which is now subject to sector by sector negotiations,
Mr Brown: To be fair to Lord Turner, his national which includes the civil service bloc, the health bloc
savings scheme is designed to encourage more and the education bloc, and I think that was the
individual saving by people preparing for their point I made to Mr Fallon. There is a framework
retirement, to encourage people to start saving at a agreement, but within that framework agreement
far earlier age to give people the incentives to do so, there are sector by sector negotiations that are
and create a framework within which that can taking place.
happen. One of the issues is that people have proper
information about what their pension entitlements

Q402 Mr Mudie: Has anyone passed you a piece ofare going to be, and one of the problems, I think, for
paper saying how much money you would raise if itpeople in their 20s, 30s and 40s is that they feel at the
went up to 6%?moment they do not have the full information on
Mr Brown: It would be very unfair of me to pass thewhich they can base their decisions, and we need to
question to my colleagues. I am not prepared to dodisseminate more information, either through the
so. Of course, if you put a parliamentary questionpension provider or through better systems of doing
down, we will do our best to answer it. But the civilso, so that people can then make a decision about
service negotiations are within the frameworkhow they save more toward their retirement. I think
agreement.Lord Turner’s report is an encouragement which I

welcome for people to look atwhat individual saving
they are doing themselves.

Q403MrMudie: But can you defend the inequity of
a nurse paying 6% and a Permanent Secretary
paying 1.5%?Q399 Mr Mudie: Is the Treasury giving any

consideration to incentives that would match Mr Brown: I think you will find that in the
negotiations that are taking place in relation topeople’s increased contributions to a private pension

scheme à la Turner? nurses there is still a lot of work to be done.
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Q404 Chairman: Chancellor, on the Turner report, progress on locally flexible pay will limit the
eYciency gains from dispersal and could undermineit is something that we as a Committee will maybe

turn our attention to briefly because what Turner is the economic benefits from receiving locations.”
When I asked Mr CunliVe yesterday for somesuggesting, from what I can see, is a stakeholder

product and it is a simplified product with little examples of local pay he could not think of any.
Can you?advice at all. That really should have been what a

stakeholder product was about at the beginning. Mr Brown: There are a number of pay agreements
Certainly, from my questioning of the FSA, it that have been signed actually, and some of them
looked as if they were hesitant in that particular have given greater priority to higher wage rates or
area, and it does provide a challenge for private higher percentage settlements in the South East and
providers, because it is costs and management fees the group of counties just outside the South East,
that we have got to get down here. It is something recognising the costs of living in London and the
worth looking at. South East. So I do not think it is true to say that
Mr Brown: Can I just say on this issue of there is not greater flexibility in pay arrangements
information, we are workingwith the employers and between, if you like, the South East and the regions.
the pension industry at the moment so that people There is, but this is an issue that is a continuing
get timely, accurate and tailored information to source of discussion. If I am right, there have been a
make informed choices about retirement provision. number of agreements that have reflected diVerences
I am told that over 4.5million pension forecasts were in rates of growth of pay in the South East and in the
issued in 2004–05 and I am also told that from 2006 wider perimeter as against the regions.
the web-based retirement planner will be available
so that people can use a web-based system to check

Q408 Mr Fallon: How many Civil Servicethe value of their pension and therefore make
departments now have flexible local pay scales?informed choices about what they should do in
Mr Brown: I would have to write to the Committeefuture. There is a move to far greater information in
on that2 but I think it is true to say that thethis field and a greater degree of transparency which
Government’s policy is to encourage greaterI think will benefit the individual saver making their
flexibility in regional and local pay arrangements. Itdecision. It may be something you want to
is also true to say that there are some agreementsinvestigate.
that I know about, but I could not give you the
quantity of the agreements, that actually have

Q405 Chairman: Taking George’s point, there is a moved into a changed relationship between the
case for the Treasury looking at it here, because the South East and the rest of the country.
overwhelming conclusion from our reportRestoring
Confidence in Long Term Savings was that the
savings industry you could largely describe as a Q409 Mr Fallon: You announced this in budget
middle class industry. There are a lot of people we 2003. You said, “Measures will be implemented to
are not getting to, and I think that is a big political ensure that public sector pay systems include a
and economic issue. stronger regional and local dimension.”
Mr Brown: Maybe I should answer this point by Mr Brown: I am just saying that that is what—
saying that I have just got information from my
colleagues, not about the civil service percentage but

Q410 Mr Fallon: Has anything happened?about the savings gateway. 22,000 accounts have
Mr Brown: Yes, of course. That is what has beenbeen opened in pilot areas, which is exactly the point
done. I am referring to South East and wider Souththat you are making, Chairman, that there is a large
East agreements that reflect a higher rate of paynumber of people who have no tradition of saving.
recognising the cost of living in the South East.Maybe better incentives are needed for them to do
Lyons, of course, has proposed that we relocate overso. The incentives would include the matching
20,000 civil service jobs outside London. I was ableschemes that we have been trying to develop for
to inform theCommittee onMonday thatmore thanpeople who are, for example, on Working Tax
2,000 in this period since the last budget had beenCredit so that they can see that they are getting
announced. Wales is one area, Taunton and theproper value for money for their savings, and the
South West is another, Yorkshire is another and22,000 accounts will give us a good indication of
Scotland is another. So I think there are areas wherewhether these schemes could work with more
the Lyons proposals are moving forward quiteincentives.
quickly.

Q406 Mr Fallon: Chancellor, have you read the
Lyons review? Q411 Kerry McCarthy: We have touched very
Mr Brown: I have read the Lyons review, yes. briefly on investment in transport infrastructure. Do

you accept that so far it has not been a particularly
Q407 Mr Fallon: Do you recall in his executive high priority as opposed to investing in schools and
summary he said departments should implement hospitals? Do you think that has held back Britain’s
their relocation plans alongside eVorts to align their economic performance and is it continuing to do so?
pay with local labour market conditions? “My
review has demonstrated that failure to make 2 See supplementary memorandum dated 16 January 2006.
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Mr Brown: Transport investment is doubling. It is Mr Brown: The air ticket levy, if I may tell the
only possible to double investment in transport, as Committee, is something we have already got. It is
to improve your investment in hospitals and schools, the passenger tax that is paid on airline tickets. We
if you are prepared to put the resources into doing it. have no proposals to change that. What other
We have made some quite diYcult decisions, like the countries are considering doing is introducing that,
National Insurance rise to pay for the National directly contributing from that to the overseas
Health Service increases in both capital and current development budget. We would agree to make a
investment, and governments have to bear in mind contribution directly from the existing air passenger
that they have got to get the right balance. We will duty, and therefore other countries would be doing
continue to increase public investment consistent as we do, and that is to make some contribution
with our sustainable investment rule. I think that is from what we raise from that to international
what the country would like us to do. Transport development. But we would do it from the existing
investment is doubling. Of course we want to do amount that we do raise. I think that, as far as fuel
more and of course there are major road projects, as duty is concerned, we have the right policy now. We
well as rail projects, on the stock that we have to inherited an escalator, we dropped the escalator and
look at. we have the right policy to look at these decisions

year to year.

Q412 Kerry McCarthy: On the question of demand
management in terms of transport, obviously, there Q415 Peter Viggers: The thinking behind my
is only so much you can do in terms of investing in allegedly oVensive remark earlier is that I really do
the infrastructure, as you say, because there are believe that there is a disconnect between the
other priorities. In terms of using fiscal measures to intellectually satisfying world of the Treasury and
manage demand, how far are you prepared to go the real commercial world of businessmen working
along that? late into the evening to complete their VAT and tax
Mr Brown:When you talk about the old Keynesian returns. Have small businesses gained anything from
demand management, I think we have moved a long your continual adjustments for the last three years to
way beyond that. Our fiscal rules are designed to— the tax breaks available to small business?

Mr Brown: You talked about VAT. The VAT
simplification scheme that we have put forward is toQ413 Kerry McCarthy: Sorry. I meant demand
the benefit of particularly small businesses because,management in the context of transport.
instead of having to submit calculations for eachMr Brown: Our general policy is to promote the
item where VAT is charged, you can have a flat ratestability of the economy, which is the essential
overall VAT allocation based on a proportion ofelement for increasing jobs and improving public
your revenue, and that avoids all the diYcult formservices. On transport, I think the Secretary of State
filling. I think a lot of accountancy firms have notfor Transport will be able to tell you of the large
found it terribly attractive to them because part ofnumber of road projects that have been possible
their work is to do this for small businesses, but if Ibecause of the 10-year Transport Plan, but equally
was a small business, I would see huge advantages inof course, because of the rising population in this
avoiding the amount of form filling that is necessary.country, because of the particular pressures in some
If I may say so, about the Pre-Budget Report, theareas as a result of increased economic development,
Federation of Small Businesses have kindly said theyin a sense, because of the problems of success, we
welcome the small business measures—this is afterhave had higher growth in the economy than many
the PBR—and the simplification that they will oVer,people would have expected over all since 1977 and
especially the corresponding increase in the level ofbecause we have a rising population and more jobs
capital allowances that can be claimed by smallin the economy, these pressures on infrastructure
businesses. The Institute of Directors has welcomedwill grow. That is one of the reasons we have put
our proposals as well. I understand we sometimesforward this proposal for the Planning Gain
have to take diYcult decisions but the VAT annualSupplement, which is something that has to be
accounting scheme on top of the VAT simplificationdiscussed in the consultation period, so that
scheme is an attempt to help small businesses dealdevelopers are contributing at least something more
with that necessary return on VAT, without themto the infrastructure needs of the local authority
having to fill in additional paper work.areas which are developing new housing projects.

Most people round the country would say that it
would be fair for that contribution to be increased. Q416 Peter Viggers: Three years ago, you

introduced a zero rate of Corporation Tax for small
business. You were warned at the time this causeQ414 Kerry McCarthy: There is talk at the G8 of an
diYculty. You have now scrapped it, and the capitalair ticket levy, for example, and things like the fuel
allowances you just referred to will result in a benefitduty escalator as well.What role do you see for those
to small businesses of £45 million over three years.sorts of fiscal measures? My perception of the air
Mr Brown: If I may say so, the Institute of Directorsticket levy is that it is designed primarily to raise
has just issued a statement saying the replacement offunds for international aid rather than being

anything to do with managing demand. the zero rate by increased capital allowances for
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small businesses was welcome and this will reduce agreements within sector-specific negotiations are
reached which allow changes to those provisions”,diVerences in the taxation of small businesses and

how they are organised. mean that there could be a sector-specific agreement
that forces public sector workers towork beyond 60?
Mr Brown: It means what it says. Just read out whatQ417Peter Viggers:Cancelling the introduction you
it says, and what it says is what it means, and theremade three years ago of the zero rate Corporation
are now sector by sector discussions on this veryTax will cost small businesses £885 million. It is
point. You have actually just made my point for me.actually £930 million over three years.

Mr Brown: I do not accept that.We have cut the rate
Q421 Mr RuZey: No, I am seeking clarification.of small business taxation from 23 pence to 19 pence
Does it mean that some public sector workers couldsince we have been in government. Even with your
in principle, as a result of the wording you have justcriticisms of some of our other policies, you should
agreed to and acknowledged, have to work over 60?give us some recognition for the fact that we have
Mr Brown: It means what it says.actually cut the rate of taxation for small businesses

from 23 pence to 19 pence, by 4 pence. Actually,
when we came into government it was 24 pence, and Q422 Mr RuZey: Is that a yes or a no?
it was just an announcement that we cut to 23 pence, Mr Brown: Itmeanswhat it says, that the framework
so in a sense we have cut it by 5 pence. agreement is now leading on to sector by sector

negotiations and, if I may say so, Chairman, if Mr
RuZey had been kind enough to read out theQ418PeterViggers: In the Pre-BudgetReport it says
agreement, that is exactly what I was saying to the“Tackling tax motivated incorporation!10,!390
Committee. There is no change in position. It is!530 million over three years”. Why should not
exactly the terms of the agreement that there are nowsmall businesses regard this as an increase in
sector by sector negotiations. That is actually whattaxation?
is happening.Mr Brown: Most small businesses will understand

that where there is tax avoidance, people have been
artificially creating a small business simply for the Q423 Mr RuZey: You will not answer it, will you?

Mr Brown: I thinkMrRuZey helped the Committeepurposes of avoiding tax, it is our duty to take action
in that regard, and I think, even with your other by reading out the agreement, because that is exactly

what I was saying, that the agreement is there andcriticisms of government policy on this issue, you
would support us for taking action. But in the end, there are now sector by sector discussions.
what we have done is increase the capital allowances
for small businesses. We have introduced at some Q424 Susan Kramer: I think most of us would see
cost also the VAT annual accounting scheme. That now that the Golden Rule is somewhat tarnished.
cost £55 million in 2007–08, so in addition the 4p cut Mr Brown: It is not at all.
in Corporation Tax, we have the VAT annual
accounting scheme and we have the capital Q425 Susan Kramer: Whether rightly or not,
allowances improved. whether or not Treasury has measured the cycle

correctly, the fact that it is not measured by an
Q419 Mr RuZey: Just a quick point of clarification, independent body—
Chancellor. I am quoting from aDTI supplement to Mr Brown:This is completely untrue, if I may say so.
a DTI press release known as P/205/321 18 October, The cycle is measured by the National Audit OYce.
and it is quite important, if I may just— When the cycle was to begin, 1997, is what the
Mr Brown: It sounds like a question for the Trade National Audit OYce have just prepared a report
and Industry Committee, if I may say so. on, and they have said it is reasonable to assume that

the cycle began in 1997, so your question is based on
a misunderstanding.Q420 Mr RuZey: No. It relates to the question that

my colleague Mr Fallon asked about the deal that
Alan Johnson struck on public sector pay. If I may, Q426 Susan Kramer: I am not going to re-dig the

ground. There have certainly been suYcientI just want a very simple clarification, and I am just
going to read out the relevant sentence. “The comments with words like “uncertainty” in them to

create a sense that there is no absolute agreementprinciple underlying this agreement”—ie the
February agreement which you have referred to over the cycle.

Mr Brown: I am sorry, Mr Chairman. This is abefore—“is that existing scheme members will have
the right to suVer no detriment in terms of their complete misunderstanding of the point by the

Member, because what we have said is we believe—normal pension age and will retain their existing
pension provision.” If I can just stop there, that is and I submitted the evidence round the

Committee—that because growth was over 3% inwidely interpreted as saying that 60 will stay as the
retirement age for public sector workers. The next 1997–98–99, it is not possible to argue that there was

a separate cycle from 1997–99. The National Auditsentence is the one I want clarification on. “Unless
individual or collective agreements within sector- OYce was actually asked to give us an independent

assessment as to whether the beginning of the cyclespecific negotiations are reached which allow
changes to those provisions.” The question is this: was 1997 or 1999, as had previously been thought.

The National Audit OYce have said in each of thesedoes that wording, “Unless individual or collective
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paragraphs this is the reasonable assumption that more detailed information. Actually, I am told,
because this is a departmental matter, theshould be made, and therefore there has been an

independent assessment made about the starting breakdown will be reported in departmental annual
reports that are due shortly. Maybe you could finddate of the cycle. It is wrong for you to say there is

not. that information then.

Q430 Damian Green: Given that the £4.7 billionQ427 Susan Kramer: Can I just say that an area
must come from a disaggregated figure, not to havewhere there is much less contention is your other
the disaggregated figures now might incline one torule, the sustainable investment rule, where we are
suspicion as to how real that figure is. Youlooking at net debt exceeding 40% of GDP. Do you
mentioned the Department of Health. Let me movesee any prospect of breaking the sustainable
on to that specifically. We have got their annualinvestment rule?
performance report, and under the GershonMr Brown:You have the figures. I published them in
eYciency targets section the central budgets is one ofthe Pre-Budget Report and you have them before
the six things they are trying to save money on:you.
reducing or eliminating centrally managed budgets
where they do not provide value for money,Q428 Susan Kramer: Do you think however that
releasing to front-line NHS organisations.that rule should be looked at again and adapted to
Admirable! You look at the table and in 2004–05include other kinds of liabilities which in a sense are
under the line “central budgets” they succeeded inmuch more recent types of liability? I know there is
saving nothing, and in 2005–06 they are planning toa PFI liability and certainly public sector pension. I
save nothing again. Can I just confirm therefore thatamnot saying you should not adjust themeasure but
every penny spent by the Department of Health onthose have now become such major items that they
central budgets is being eYciently spent and couldought to be included in some way within a
not be released for front-line budgets?measure—
Mr Brown: I think the Department of Health willMr Brown:We are subject on what is the definition
publish in a report due shortly the eYciency gainsof what is on the balance sheet to decisions that are
that it has achieved.made by the OYce of National Statistics, so it is not,

in a sense, an independent judgment that we make; Q431 Damian Green: They just have.we are subject to decisions that they make. We Mr Brown: I am very happy to write to thepublish the figures. They are based on exactly the Committee on this but this is the information that Isame procedures that were adopted for PFI and have been given. I think the figures will be up toother public sector liabilities under the previous September 2005.3Government. There has been absolutely no change
in that position during this Government but we have Q432 Chairman:Chancellor, could I just refer to the
got to await the independent judgments that are 2003 Pre-Budget Report, and it is on SIPPS. My
made by the statistical authorities. So again, I think colleague, Mr Mudie, at question 380 made the
it is very unfair to suggest that somehow there has statement “‘It is hard to reconcile the Chancellor’s
been some change in the way the Government has stated ambition of controlling the housing market’s
had a policy towards this. We have set forward our disproportionate influence on the economy with a
policy but we rely on independent assessments made proposal that will allow billions of pounds of
by the statistical authorities. pension fund money to wash into the housing

market.’ The question arising from this is, does this
Q429 Damian Green: I would like to ask you about move not risk reigniting house price inflation?” to
Gershon. The PPR claims a flat figure of £4.7 billion which your reply, Chancellor, very firmly, was “I
of eYciency gains reported by the end of September think that is wrong actually.” Were you not slow to
of this year. It is pretty astonishing that in a two-foot realise in your Department the impact that the
high bundle of documents there is no table that gets measures had? I hear a “mea culpa” coming on.
you to £4.7 billion. That figure is not justified Mr Brown: What we said was we would look at it
Department by Department anywhere in the bundle and we have looked at it, and the nearest statement
of documents associated with this. that I have made to the House since all these matters
Mr Brown: Let me help you. The Department of have been raised is the statement I made in
Health has made £1.7 billion eYciency gains. The December, so we have acted.
Home OYce has made equivalents of £834 million. Chairman:Chancellor, thank you and your team for
The local authorities have delivered £750 million. coming along.
So that helps towards your figure. I am sure by the

3 See supplementary memorandum dated 16 January 2006.time we get to the Budget we will be able to give you
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Written evidence

Memorandum submitted by Association of British Insurers

Lack of Adequate Analysis or Consultation on Insurance Tax Changes

CHANGES TO LIFE TAXATION ANNOUNCED ON 29 SEPTEMBER 2005

Background

An announcement that the tax authorities proposed to make changes to the tax legislation aVecting life
companies life companies reserves was issued on 29 September 2005. The proposed changes were to take
aVect immediately in that they applied to all accounting periods ending on or after 29 September.

The measures were described as “anti avoidance” and were introduced without consultation. As
announced, however, they went far wider that any tax avoidance that HMRC believed existed. Not only
would the tax measure have taxed a number of non profit investment reserves held for perfectly legitimate
commercial and prudential purposes, the announced measures would have a significant impact onmembers
with investment reserves backing with-profit funds.

As companies analysed the impact of HMRC’s announcement, the scale of the potential impact became
clear. Legal & General suggested that HMRC’s announcement would cots it alone £500 million. Several
insurers suggested to the ABI that the tax moves could them several hundred million pounds. At the same,
it is relevant to note that some firms, eg Prudential and Friends Provident, were not hit because their reserves
had a diVerent technical structure.

The ABI lobbied hard, in a co-ordinated manner with member firms to point out the serious damage to
the industry that the HMRC proposals would cause. In the light of these HMRC eventually announced on
3 November 2005 changes which will restrict the impact of the proposals. However further work is needed
to ensure that the measure only targets areas where HMRC believe there is avoidance. Detailed discussions
between the industry and the tax authorities are now underway.We believe a viable and acceptable outcome
can be reached which will not, in any way, mean that HMRC has failed to address tax avoidance but which
also means that the insurance industry can continue to legitimately manage its reserves.

It was described by theABI as a “smash and grab raid on the savings industry”, not least because targeting
the prudential reserves of insurers was a very odd place to look for avoidance.

The Issues Raised

HMRC clearly have a duty to address tax avoidance, and cannot always do so on a consultative basis.
Nevertheless the manner of HMRC actions meant there was a widespread disruptive impact on the
insurance industry. Moreover this is not the first time the insurance industry has been subject to ill-thought
out “smash and grab” attempt by the tax authorities.

The 2004 Pre Budget Report saw the tax authorities attempting to introduce complex and wide-ranging
changes to the taxation of with policyholders funds in with profits funds by order rather than by primary
legislation. These changes were announced alongside a “consultation” period of less than a week. As with
the tax changes announced this autumn, the 2004 proposals were ultimately withdrawn as the potential scale
of their impact became clear. Nevertheless, the result was a period of significant disruption and uncertainty
for the life insurance industry.

These examples of rushed attempts at tax changes with little or no prior consultation with the industry
all have a potentially negative impact on reputation, financial valuations and solvency.While in recent cases
subsequent discussions with HMRC have led to the worst aspects of the proposals being removed, from a
public policy point of view it seems highly desirable to find alternative means of discussing these issues in a
way that avoids risking self-inflicted damage.

The insurance industry urges the need for particularly careful assessment of the impact and second order
eVects of actions by the tax authorities, prior to the issuing of new tax regulations with little or no notice
period. Such assessments seem to have been wholly lacking in recent tax announcements in the insurance
area.
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The industry acknowledges that life taxation is a specialist and somewhat arcane area. The industry also
acknowledges that there may well be a strong case for reform in some areas of insurance taxation. The
complexity of the issues nevertheless argues for particular consideration to be given to future insurance tax
announcements where they are issued without consultation with the industry. It is vital for a healthy,
confident insurance industry that we avoid the recent disruption caused by HMRC announcements
becoming an annual event in the calendar.

ABI

6 December 2005

Memorandum submitted by Mr Ben Broadbent, Goldman Sachs

UK PRE BUDGET REPORT 2005

Main Points

The Treasury has had a good track record in forecasting, but the downgrade to current-year projections
for GDP growth is much higher than the average forecast error. High oil prices are unlikely to be the main
explanation.

The Treasury says demand is close to 1.5% below potential this year (2005–06), in which case the public
sector current budget, on a cyclically adjusted basis, is almost in balance. But most estimates of the output
gap are significantly smaller. We think the cyclically-adjusted current balance is around"0.75% of GDP.

This is not a very big number and, looking into the medium term, there is no great problem with public
borrowing from an underlying economic point of view. But, after several years of very strong growth in
public spending, there is little room for manoeuvre if the fiscal rules are to be met.

1. Economic Growth

— As expected, the Chancellor has downgraded his economic growth forecasts for 2005 (Table 1).
Forecast errors are inevitable and, over the years, the Treasury has had a good track record. But
the latest downgrade is abnormally large (1.5%, compared with an average error of 0.5%). Nor can
higher oil prices be the only, or even the main, explanation. Oil prices are around $15 per barrel
higher than assumed at Budget time but, on standard estimates, an increase of this magnitude
reducesUKGDPby 0.5% over a two-year period, or 0.25%a year.Notably, the Treasury’s Budget
forecasts of economic growth in other countries have held up much better. Excluding the UK, the
Treasury predicted in the Budget that the other countries in theG7 would grow by just under 2.5%
this year; the out-turn is likely to be around 2.7%. This suggests weak growth in the UK has more
to do with UK-specific factors than with higher oil prices.

— The Treasury’s projections for the next two years are closer to those of other forecasters than at
the time of the Budget. For 2006, the Treasury forecasts GDP growth of 2%–2.5%, compared with
central projections of 2.5% from the MPC, 2.4% from Goldman Sachs, and an average of 2.2%
for all private-sector economists. Projected growth in 2007 is a little higher than our own forecasts
(3.0% versus 2.7%), but marginally lower than the MPC’s central projection in the latest Inflation
Report (3.2%).

— The Treasury’s estimates of the “output gap” may be more contentious. The Treasury has
maintained its estimates of both the start-point of the current economic cycle (1997–98) and the
rate of potential output growth since then. As a result, the dip in aggregate demand growth this
year has resulted in a sharp widening, on oYcial estimates, of the degree of spare capacity in the
economy. The Treasury says that, in 2005–06, aggregate demand is 1.4% below potential output,
compared with 0.5% last year and a projection in the Budget of just 0.1%. As a result, and given
another year of slightly below-trend growth in 2006–07, the Treasury now says the current
economic cycle will not end until 2008–09, three years later than projected in the Budget.

— The risk, however, is that the output gap has not widened by as much as the Treasury claims and,
therefore, that the medium-term prospects for growth are not as favourable. In common with the
MPC, we suspect (i) that recent demand growth may have been under-recorded in oYcial ONS
estimates, and (ii) that supply growth may have been aVected by rising energy prices. So although
we think the Treasury’s redating of the start of the economic cycle is reasonable, we also believe
potential output has not grown as strongly since. In particular, it is hard to see how potential
output can be that much higher than actual output when unemployment is already below 5%. Our
estimate of the current (2005–06) output gap is"0.5%, as is theOECD’s. In the PBR, the Treasury
concedes that “when the cyclical indicators used for the dating of on-trend points have previously
been around current levels, the output gap has typically been somewhat narrower than currently
estimated.”
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2. The Public Finances

— If oYcial estimates of GDP growth are to be believed, and especially if the output gap has widened
by as much as the Treasury claims, the public finances have held up remarkably well this year
(Table 2). Historically, a fall of 0.9% in the output gap would increase government borrowing by
around 0.4% of GDP, in the first year. In fact, the current deficit has fallen, by 0.8% of GDP. So,
on the Treasury’s estimates, the cyclically-adjusted deficit has declined by a total of 1.2% of GDP,
to just 0.1%. Part of this reflects a strong rise in household income taxes, something that has
probably contributed to the weakness of private consumption growth over the past year.

— We are less optimistic than the Treasury about the degree of slack in the economy, and no more
optimistic about demand growth over the next couple of years. So we do not expect the current
budget to improve as rapidly as in the PBR. The Treasury says the current budget will move into
balance in 2007–08 (from a deficit of 0.9% of GDP in the current year); on our central projections,
balance is reached only in 2008–09. This implies that, over the entire cycle (which now runs from
1997–98 to 2008–09) the fiscal rules are met with a margin to spare on the Treasury’s forecasts, but
narrowly missed on ours.

— But it is hard to describe the projected overshoot as being of great economic significance. On our
forecasts, current borrowing will have averaged only £1 billion a year over that period. Within an
economy worth £1,200 billion, and a global capital market worth much more, this is a very
small number.

Table 1

ECONOMIC GROWTH

%yoy 2005 2006 2007

HMT (Budget 2005) 3–3.5 2.5–3 3–3.5
HMT (PBR 2005) 1.75 2–2.5 2.75–3.25
GS1 1.7 2.4 2.7
MPS 1, 2 1.7 2.5 3.2
Consensus 1.7 2.2 —

1 Central forecast.
2 November Inflation Report, assuming unchaged interest rates

Table 2

SUMMARY OF PUBLIC SECTOR FINANCE

2005–06 2006–07 2007–08
£ billion GS HMT1 HMT2 GS HMT1 HMT2 GS HMT1 HMT2

Economic Assumptions
Real GDP (%) 2.5 3 1.75 2.75 2.5 2.25 3 2.25 3
Output Gap (%) "0.5 "0.1 "1.4 "0.4 0.0 "1.5 "0.3 0.0 "0.7
Surplus on Current Budget
£ billion "12.3 "6.0 "10.6 "8.1 1.0 "4.0 "2.5 4.0 0.0
% of GDP "1.0 "0.5 "0.9 "0.6 0.1 "0.3 "0.2 0.3 0.0
% of GDP (cyclically adj) "0.7 "0.3 "0.1 "0.3 0.1 0.7 0.0 0.3 0.7
Net Borrowing
Public Sector Net Borrowing
£ billion 37.5 31.9 37 36.5 29.0 34 32.6 27.0 31
% of GDP 3.1 2.6 3 2.8 2.2 2.6 2.4 1.9 2.3
% of GDP (cyclically adj) 2.8 2.4 2.2 2.5 2.2 1.6 2.2 2.0 1.6

1 Budget 2005
2 PBR 2005

6 December 2005
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Memorandum submitted by the Child Poverty Action Group

Following the Chancellor’s Pre-Budget Review (PBR) statement, we write to set out some comments
on yesterday’s announcements, to inform your evidence sessions with Treasury oYcial and with the
Chancellor. CPAG’s interest focuses on the oYcial pledge to eradicate child poverty by 2020, and to
halve it by 2010. We set out recommendations for PBR in a submission to the Chancellor which we
enclose with this commentary.

We welcome the emphasis within the companion Treasury/Department for Education and Skills
document Support for parents: the best start for children on children’s life chances. We welcome the
implementation and funding of the Russell Commission recommendations on youth volunteering.
However, eVorts should be made to ensure that the most disadvantaged young people—from black and
minority ethnic communities, disabled young people, and young people leaving care—are consulted with,
kept informed about, and benefit from opportunities to participate in volunteering initiatives both in this
country and abroad.

We note with disappointment the continued price linked uprating of both child benefit and income
support, which will continue to reduce their relative worth (as against average earnings). This eVect is
particularly acute for those families with no parent in work—perhaps because of disability—where pre-
existing poverty gaps (the gap between the level of financial support available through the benefits and
tax credit and the poverty line) will continue to grow. If the safety net pays many families less than the
poverty line, child poverty cannot be truly eradicated and we would like to see further action to combat
benefit inadequacy.

We await further detail about the proposals around training for teenagers (involving the piloting of
training wages), what will emerge from the Leitch review of skills and from the proposed further pilots
of the New Deal (including personal action plans and compulsory work focused interviews). There are
two separate policy drives:

— an improvement in skills—which is critical both to economic development and to ensuring that
wages are adequate to escape poverty; and

— the continued drive to raise the employment rate towards 80%.

CPAG is very supportive of policy which seeks to help individuals who are able into decent jobs. Many
face serious barriers to paid work yet want to be able to do so—the key for these groups is to overcome
the barriers. However we continue to be concerned about a “work-first” approach which encourages
parents into employment—irrespective of the quality of work. We are particularly concerned that utilising
benefit conditions to encourage people to access employment may simply encourage people into
unsuitable and unsustainable jobs, increasing the churn rate at the lower paid end of the labour market
and doing nothing to reduce child poverty. We would stress the need to provide support, not threats to
help people access employment. Key to that support is investing in education and training for all.

Turning to the primary focus of this submission, tax credits. Well-publicised problems with the tax
credit system have caused CPAG to argue for significant reform to current delivery (as outlined in “First
Steps to tax credit reform”—key points of which were reiterated with our pre-budget submission, both
of which are attached with this letter). We are also aware of the separate inquiry the Committee is holding
into the administration of tax credits and we reiterate here issues that are pertinent to that inquiry.

In “First Steps to tax credit reform” CPAG called for:

— An amnesty of overpayments that arose in 2003–04 and 2004–05.

— Introduction of a right of appeal against overpayment decisions.

— No automatic recovery.

— Fair recovery of overpayments.

— Improve communication and advice to claimants.

— Encourage take up of tax credits.

We strongly welcome the generality of changes announced by the Chancellor and Paymaster General
yesterday. Although these do not achieve all of what we have asked for yet, they go a considerable way
towards reaching our objectives. Briefly, the Chancellor announced (paraphrased from box 5.2 page 97
of the report):

— Increase from April 2006 in the disregard for increases in income between one tax year and the
next will rise from £2,500 to £25,000.

— Automatic limits on recovery of excess amounts (in year overpayments) paid where awards are
adjusted in-year following a reported change. These limits will be the same as the current limits
on cross-year overpayment recovery.

— Underpaid awards will be adjusted to the correct entitlement, but an outstanding lump sum
held over until the renewals point and then paid if still applicable.
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— Stricter rules of reporting changes of circumstances (shorter time period and more changes which
must be reported).

— Deadline for returns of end-of-year information will be brought forward from September to
August.

— From 2007, HMRC will contact key groups of tax credit recipients to collect up-to-date income
information before the start of the new tax year.

These changes signify a welcome desire to reduce the level of overpayments. The document estimates
these will reduce the extent of overpayment by value by a third). In general we are very supportive of
this aim. The clawback of overpayments causes families administrative problems and, potentially,
hardship. We are particularly supportive of the move to protect family incomes where an overpayment
is discovered in-year (a so-called “excess payment”). Previous policy placed many families in serious
hardship where an in-year overpayment had been discovered, and the computer is set to recover within
the financial year, irrespective of the amounts of lost award this means for the family. Placing limits on
recovery of in-year overpayments is very welcome.

Less welcome is the holding back of lump sums following an underpayment until year end. Though
we recognise the wish to count this against any possible overpayment, we also argue that, following falling
income and an underpayment, families may have a particular debt or urgent need which a lump sum
payment could assist with. We also seek clarification that such an end of year payment would be
disregarded as income for other benefits.

There remain several outstanding issues we would draw the committee’s attention to:

— Appeal rights: there is no statutory right of appeal against a decision to recover an overpayment.
We feel government should urgently address an issue which strikes against natural justice,
contrary to the Ombusman’s recommendation to consider appeal rights and practice elsewhere
in the benefits system.

— Recovery rates: We strongly welcome the proposed harmonisation, but also note that further
protection is necessary to avoid the current jump in rates from 10 to 25%. HMRC has discretion
to use lower recovery rates if these are causing hardship—a discretion it does not seem to use.

— A pause before recovery. In her statement the Paymaster General notes:

“I am still considering whether there is more that can be done to alert claimants about the
recovery of an overpayment before HMRC starts to collect it.”

A reasonable pause prior to recovery is vital. In order to allow claimants to understand what has been
done, to challenge where appropriate, and to adapt to a diVerent level of income. We are glad HMRC
is investigating this and strongly urge that this is put in place.

— Hardship payments.We recommend the Committee investigate the eVectiveness of this important
system, since take up rates for additional (hardship) payments appear low. We would also seek
clarification for what these changes mean for that system.

— Complexity and communication. We appreciate the work ongoing in HMRC to improve
communication with claimants, particularly around new award notices from April 2006. We
urge that this activity be stepped up to place claimants in the position where they are better
able to understand (and challenge if appropriate) the processes being applied to them. We are
particularly concerned about the extent and quality of information sent to claimants where they
have been overpaid and argue this should be much improved.

— Overpayments: Finally we also note that in making these changes the Chancellor has reduced
the probable extent of overpayments and thus the cost to the Treasury of these (beyond next
year). We hope to see this investment, together with the additional required to reach the halving
target, will be re-invested in Britain children—the opportunity to do this will be the forthcoming
spending review.

About CPAG

CPAG is the leading charity campaigning for the abolition of poverty among children and young
people in the UK and for the improvement of the lives of low income families. CPAG aims to: raise
awareness of the extent, nature and impact of poverty; bring about positive income policy changes for
families with children in poverty; and enable those eligible for benefits and tax credits to have access to
their full entitlement.

December 2005
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Memorandum submitted by the Confederation of British Industry

1. On balance, the CBI was disappointed with the Chancellor’s Autumn Statement. Instead of taking
a tighter grip on the growth of government spending in the near term, the Chancellor has allowed
borrowing once again to drift. And he has introduced further discretionary tax increases for the business
sector. Together with the borrowing overshoots and business tax rises already seen in the recent years,
the Government’s fiscal policies risk deterring the very investment that is required for long-term
improvements in the prosperity of the nation and its residents.

2. Some of the themes announced or reiterated in this year’s Report were welcome and—if the aims
come to fruition—could benefit the UK economy in the longer term. These include:

— Measures to enhance skills.

— Measures to support science, research and development.

— The public sector eYciency savings programme.

— Housing and planning system reforms.

— The proposed introduction of Real Estate Investment Trusts (REITs).

3. However, businesses have some major reservations:

— The £2® billion per annum hike in taxes on oil company profits, coming on top of the rise in
2002 and the change in the timing of payments in the 2005 Budget.

— The fact that measures introduced under the headings of “building a fairer society” and
“protecting revenues” aim to raise a further £11® billion per annum from the corporate sector
by 2008–09, with the proposed planning gain supplement likely to add still further to costs.

— Extra borrowing amounting to a cumulative £17 billion over the five year period 2005–06 to
2009–10, compared with the Treasury’s March forecast, despite a policy tightening bringing in
a net £7 billion or so over that timespan.

— The fact that even these projections once again depend on an optimistic-looking forecast, for
a strong bounceback in GDP growth in two years’ time.

4. The CBI also notes that government expenditure is pencilled in to grow a little more slowly than
GDP beyond 2007–08. This might just be suYcient to head oV the need for still further discretionary
tax rises, if wider economic developments unfold favourably, and so is a welcome move insofar as it
goes. But the CBI would have preferred this tighter grip at an earlier stage, to eliminate the prospect of
further tax rises altogether and instead pave the way for the total and business tax burdens to be rolled
back in due course. And the fact that these numbers have been pencilled in does not mean that the
Government is bound by them.

5. The remainder of this analysis is set out as follows:

— The revenue flow impact of confirmed new measures.

— Comments on specific areas of policy.

— An overview of the projections for the economy and public finances.

(A) The Revenue Flow Impact of Confirmed New Measures

6. Table 1 sets out the impact of the new policy announcements, in terms of revenue transfers between
the state and other parts of the economy. The tax increase for oil companies, and abolition for small
companies of the zero rate corporation tax band, build to £2.8 billion in 2008–09. This far outweighs
the financial “benefit” to business shown in the table—of £0.4 billion in that year—which is, in any case,
largely accounted for by the freeze in the main road fuel duties and will not improve businesses’ cashflow
compared with the position before the PBR.

7. Including these measures only, the net cost to business of the PBR measures in the final year would
therefore be £2.4 billion. But it would be £3.2 billion if the other assorted tax changes aVecting business
were included. In the event, the business tax burden could be pushed higher still as a result of the proposed
planning gain supplement. Other business costs could be influenced positively by success on the
deregulation front, but perhaps negatively by decisions concerning paternity and maternity rights.
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Table 1

PRE-BUDGET REPORT MEASURES WITH A SPECIFIC REVENUE IMPACT

Approximate £bn yield (!) or cost (") 2005–06 2006–07 2007–08 2008–09
to the Exchequer

Half share of road fuel duty freeze "0.19 "0.31 "0.31 "0.31
Measures benefiting SMEs1 — — "0.11 !0.01
Other measures benefiting business2 — "0.03 "0.06 "0.07

Measures benefiting business "0.19 "0.34 "0.48 "0.37

North Sea oil profits taxation — !2.00 !2.20 !2.30

Abolition of zero rate corporation tax3 — !0.01 !0.39 !0.53

Business tax rises — !2.01 !2.59 !2.83

Rules for: Corporate capital losses !0.02 !0.21 !0.30 !0.30
Life assurance companies !0.15 !0.11 !0.08 !0.08
Corporate intangible assets !0.01 !0.09 !0.12 !0.12
Sale of lessors !0.01 !0.04 !0.09 !0.16
Oil valuation — !0.04 !0.08 !0.08

Other business tax rule changes4 "0.01 !0.09 !0.05 !0.09
Other measures aVecting business !0.18 !0.58 !0.72 !0.83

Other “revenue protection” measures5 — !0.08 !0.20 !0.22

Measures benefiting households6 "0.21 "1.23 "0.92 "0.97

Spending: addition to special reserve "0.58 — — —

OVERALL TOTAL "0.80 !1.10 !2.11 !2.54

1 Rise in VAT thresholds, small company capital allowances. 2 Biofuel capital allowance; duties for
biofuels, road fuel gases and electricity generation; minor measures aVecting oil producers and stamp
duty on shares. 3 Described as “tackling tax motivated incorporation” in the Treasury report. 4 Film tax
incentives, gambling machine tax rules, rules on stock lending, duty on rebated oils. Film tax changes
portrayed as an incentive but raise revenues slightly. Rebated oil duties shown as small cost to government
in 2005–06, with no revenue impact thereafter, but only because the steep rises implemented were already
assumed and have been slightly delayed. 5 Capital gains tax rules, tobacco smuggling, income tax for
assets transferred abroad. 6 Winter fuel payments, half share of main road fuel duty freeze, pensioner
fuel poverty measures, tax credits rule change package, and minor measures aVecting housing benefit, self-
employed NICs and bank accounts. Note that the tax credit package costs the Government in 2006–07 but
raises revenue in the following two years.

8. Against the background of a further rise in the overall business tax burden, it is once again
disappointing that the Government did not signal any intention to adopt some minor business tax changes
put forward by the CBI, which would have benefited SMEs and entrepreneurs in particular at virtually
no cost to the exchequer. Issues reiterated by the CBI ahead of this and earlier fiscal policy announcements
include: the tax treatment of associated companies; the tax treatment of the incidental cost of raising
equity finance; and the tax treatment of investors in small quoted companies.

(B) Views on Specific Areas of Policy

Issues of concern or potential concern

North Sea oil companies

9. The CBI is extremely concerned about the damage that could be done by the doubling of the
supplementary oil revenue charge from 10% to 20%. At a time when there is so much business concern
about security of energy supplies, the UK should be seeking to get as much out of the North Sea as
possible. But to maximise its potential, a stable, supportive fiscal regime is crucial. By contrast, the
Chancellor’s move risks undermining North Sea investment and exploitation of our indigenous energy
reserves. It is an approach which makes little sense as part of an integrated energy policy.
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10. The Chancellor should have noted how the precipitous changes in the North Sea fiscal regime in
2001 resulted in a significant drop-oV in new entrants in 2002, and corresponding fall of exploration and
appraisal activity in 2002–03. Looking ahead, the CBI’s recent energy brief showed that if investment
were to be hit as a result of fiscal changes, the percentage of the UK’s gas needs supplied from the North
Sea could fall to as low as 10% by 2020—compared with 25% if current investment rates are maintained.

Planning gain supplement (PGS)

11. The CBI will be consulting members on the PGS and responding to the government. We note the
government has indicated that it will not implement the PGS before 2008. The government’s stated desire
to retain revenues locally and regionally, to scale back and streamline section 106 payments, and to not
charge business until development has started, are all steps in the right direction.

12. However, the CBI still has a number of major concerns: principally the PGS is not the right vehicle
as it is likely to deter development, it is a form of double taxation on development (as capital gains tax
can already apply) and similar taxes have failed in the past. The government has also yet to indicate
how much revenue it hopes to raise and what the local-regional-national breakdown will be.

13. Moreover, the decision to extend the Barker Report’s recommendation on PGS to non-residential
as well as residential development could add complexity when it comes to assessing the value of uplift
where development is for wider business objectives such as business expansion. Whilst further investment
in infrastructure at local and regional level is welcome, business will need reassurance that these
investments will be delivered.

14. We are also concerned that a tax along these lines could make development of more complex or
more risky sites, such as larger brownfield sites, less attractive to developers. And areas of low prosperity
most in need of renewal could be made less viable for development.

Tax changes for SMEs

15. The government has announced that it will replace the non-corporate rate and the zero per cent
rate of corporation tax with a single small companies’ rate of 19%. While the CBI supports simplification
of the corporation tax structure, this measure will mean that companies with profits of less than £50,000
per year could face a tax increase, depending on their current distribution policy. To compensate for this
the government will increase first year capital allowances to 50% for small businesses, whatever their
legal form, from April 2006. However, this enhancement will only last for one year.

Duty on heavy fuel oil (HFO)

16. The duty on HFO has increased significantly again. HFO is particularly important in Northern
Ireland, where it is used by major industrial companies, including those in key sectors such as food and
engineering. Many of these firms have no choice in their fuel usage due to lack of availability of natural
gas, and in fact Northern Ireland is eight times more dependent on HFO than the rest of the UK. The
oil is also used by the electricity generating sector. The duty rise will significantly aVect electricity prices
in the Province, due to contractual indexation on the price of HFO.

“Anti-avoidance” measures

17. The package of measures ostensibly aimed at tackling tax fraud and avoidance involves potentially
significant revenues (see table 1), even excluding the impact of the disclosure regime which comes into
eVect in April 2006. The CBI will need to examine the detail before commenting on the merits of each
individual proposal in the PBR. But we stand ready to lobby vigorously against any aspects which go
beyond straightforward countering of genuine “abuse”.

18. The UK is already slipping down the competitiveness league as the Chancellor raises the tax burden
on business. If he now comes to be seen as “declaring war” on previously accepted principles for tax
calculation, the impact will be uncertainty about the UK in the international business community. This
may well persuade some companies to move operations to other economies. If the Chancellor is
determined to push through this approach it is vital that business and government work together to
identify any genuine problems, and to ensure that consequent changes in law or practice do not penalise
longstanding, legitimate business arrangements.
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Aims supported by the CBI

Science, technology and innovation

19. The Chancellor re-announced measures from the previous week covering stem cell research, refining
the R&D tax credit and support for science and innovation. These measures are welcome.

20. However, the CBI would like to see further improvement in this area. Innovation through research
and development has historically been one of the UK’s strengths, but has been in danger of being left
behind in recent years. The existing tax credit scheme remains far too narrow in its remit for many
companies. Improving the delivery of the credit is a step in the right direction, but its coverage needs
to be widened to allow more development expenditure to qualify.

Skills and training

21. The CBI welcomes the rollout of the National Employer Training Programme—Train to Gain.
The pilot scheme was a success and a voluntary national programme for low skilled employees that
provides free, flexible training is a positive step. However, to help firms make the most of this training
it must not require staV to be absent from work for long periods on a one-size-fits-all basis. The training
has to be applied flexibly and must take into account the day-to-day needs of business, particularly
smaller firms.

The deregulation agenda

22. The CBI is very pleased with the government’s commitment to follow up the Hampton and Arculus
reports, though we will be monitoring progress closely as previous deregulatory drives have not always
borne fruit. We specifically support the decision not to proceed with OFR amongst other things (although
it is true that a good deal of preparatory work could have been saved had the decision not to proceed
been made earlier).

Real Estate Investment Trusts (REITs)

23. The REITs concept is fully supported by the CBI. A successful REIT market—making it easier
and more attractive to invest in property—should benefit not only the property industry and investors,
but should also provide wider benefits to UK business. Delivering the right structure, however, will be
crucial and the government must continue to work with industry on setting the right operational
framework. The Government must also avoid setting an onerous conversion charge that could discourage
take-up of the new vehicles.

Housing and the planning system

24. The principle of local authority incentives for housing growth is another positive move, as is the
merging to the Regional Housing and Planning Boards, though we will need to see more details. There
is a series of consultations in this area, which the CBI will be looking into. We are pleased the Chancellor
has appointed Kate Barker to lead an investigation into the ineVectiveness of the planning system, which
is currently a major inhibitor to growth. It is to be hoped that the government acts quickly and decisively
on her findings.

Short-term energy supply

25. We welcome the inquiry into the behaviour of European energy markets to find out why gas supplies
have been diverting away from the UK. This is an urgent matter, as this diversion is damaging UK
business by the day.
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Main road fuel duties

26. We support the continued freeze in main road fuel duties, which is fully justified given continued
volatility in oil markets and the rise in the oil price recorded during 2005.

Energy-saving measures

27. The increased £35 million for the Carbon Trust, to provide interest-free loans for SMEs for the
introduction of energy saving measures, was called for by the CBI.

(C) Projections for the Economy and Public Finances

28. The new Treasury forecasts show economic growth (relative to the March 2005 Budget) cut for
this year to 1²% (from 3–3°%) and shaved to 2–2°% (from 2°–3%) for next year. This places the
Chancellor broadly in line with private sector forecasters in the near term.

29. However, the CBI remains less sanguine than the Treasury about the state of the public finances.
There will be an extra £17 billion of borrowing over the 2005–06 to 2009–10 five-year period relative to
the March Budget projections. This is despite the net policy tightening worth some £7 billion over that
timespan. And even this projection relies on a significant bounceback in economic growth in 2007 and
2008, which we regard as on the optimistic side.

30. The CBI had recommended that the Chancellor take a firmer grip on the growth of public
expenditure, to head oV any need for further discretionary tax increases, and to pave the way for the
overall and business tax burdens to be gradually rolled back in due course. We are pleased that slower
growth of spending has been pencilled in beyond 2007–08 (and also welcome the Chancellor’s stated
commitment to contain public sector paybill growth in the short term). But it is unclear whether these
plans will be suYcient to avert a further fiscal policy tightening, and of course the government is not
bound by these projections.

31. Table 2 sets out just how far the public finances have been allowed to drift in recent years. Spending
plans for the present financial year (2005–06) have been subtly ratcheted up since 2002 by a cumulative
£9 billion. That is on top of the extra £26 billion unveiled in that year’s Budget. At the same time, revenues
are set to come in £11 billion lower than projected in 2002, even though money GDP is on course to
come in almost exactly as envisaged at that time (on the basis of the “cautious” growth assumption).
As a result, the government will borrow some £20 billion more this financial year than planned three-
and-a-half years ago.

Table 2

HOW THE PUBLIC FINANCE HAVE BEEN ALLOWED TO DRIFT

Total managed expenditure in Financed Financed Total
2005–06, £1 billion by revenues by borrowing

2001 Budget plan 473 12 485
2002 Budget plan 494 17 511
2005 Pre-Budget Report estimate 483 37 520

December 2005
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PBR(05)14

Memorandum submitted by Institute of Chartered Accountants
in England and Wales

Issue ICAEW Proposals for the Summary of Relevant ICAEW Response to the
PBR, submitted to the Measures in the PBR1 Measures Announced in the
Chancellor PBR

Corporate Dialogue between tax policy A substantial number of new The current disclosure system
Taxation makers and business needs to measures were announced to required a very substantial

be improved and trust needs to further close down tax amount of consultation and
be rebuilt. A conscious eVort avoidance. debate in the summer of 2004.
and understanding is needed The disclosure regime has The ICAEW is concerned that
from all sides. The objective been widened to other areas there will not be time between
should be to keep our of taxation. now and the publication of
corporate tax system relatively It was announcement that the Finance Bill for the
simple and fit for the UK to the filters for what needs to changes to be suYciently well-
compete globally. Our be disclosed will change. thought through and robust.
recommendations on how this Businesses will have to At a minimum, proposals for
could be achieved are set out disclose tax avoidance implementation of these new
below. schemes developed in-house. measures should be made
(a) Government should public and comprehensive

move forward with a consultation initiated without
comprehensive review and tax delay.
reform programme to help In relation to our proposals,
ensure the long term the opportunity has been
competitive standing of the missed to implement the
UK tax system. This should improved dialogue with
focus primarily on corporate business and the fundamental
tax but also needs to address review of the corporate
VAT. taxation system we
(b) To inform this review, believed necessary to both

rebuild trust and have rebuild trust and help ensure
consultative dialogue in long term competitive
advance of all key policy standing of the UK.
decisions, HM Treasury Furthermore the Treasury
should establish a high level Paper on “Globalisation and
consultative “Tax Forum” the UK” published just before
between Government, business the PBR did not suYciently
and taxation experts. consider the importance of the
(c) This Forum should aim taxation system for the UK’s

to establish constructive long term competitive
dialogue and the development standing.
of shared solutions that would Fundamentally, the measures
have the “buy-in” of business to tackle tax avoidance help
and their advisers. The issues it to feed the complexity in the
should address include tax system which in itself is
developing consensus on one of the drivers for the
simplifying the corporate tax avoidance. The long term
system, tackling tax avoidance need to simplify the system to
without retrospection and tackle avoidance at source still
undue red tape and ensuring remains to be addressed.
that the system is robust
enough to meet the future
challenges in a global business
world.
Taken together, these
measures would improve the
business environment in the
UK and help to ensure that the
UK remains competitive in the
global economy.

1 This column is designed to give enough detail of the measures announced needed to give relevance to the reaction of the
Institute. For the full detail of measures announced, see the full Pre-Budget Report 2005 and surrounding documentation.
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Issue ICAEW Proposals for the Summary of Relevant ICAEW Response to the
PBR, submitted to the Measures in the PBR1 Measures Announced in the
Chancellor PBR

Small The Pre-Budget Report should The taxation of small The reduction in complexity
Business include a number of policy company profits will revert in small company corporate
Tax proposals to tackle the costs of to the pre 2002 Budget lower taxation is of itself to be

tax administration at the rate of 19%. welcomed.
smaller end of the economy. The Chancellor has asked However, this measure is in
These proposals should the European Commission eVect a tax increase for many
include the following for a derogation to allow the small businesses and a
measures. government to introduce significant number of
(a) There should be a legislation to allow businesses will have a major

consultation on how micro businesses with turnovers up burden as a result. It is also
businesses and individuals may to £1.35 million, rather than the third change to the regime
operate a simpler and more the current £660,000, to within four years and this rate
straightforward system of “take advantage of more of policy change creates
dealing with the tax aVairs of flexible VAT payment uncertainty for business.
taking on their first employees, options”. The likely incorporation of
including temporary small businesses to take
employees and those with advantage of the nil rate of
several jobs. corporation tax was raised by
(b) The tax system should stakeholders in 2002 but was

encourage businesses to grow roundly rejected by the
regardless of their precise legal Government. The justification
form and it should also allow given for further change at
for flexibility so that businesses this stage is questionable.
can adopt whatever structure
is right for commercial reasons
without facing punitive tax
charges.

HMRC (a) An independent body The PBR cites the ongoing The opportunity has been
Services/ (similar to the Electronic Tax review of the HMRC powers missed to give, in the PBR, a
Powers Administration Advisory project, mentioning that the clear statement of how the

Committee in the USA), results will be published issues we raised will be
should be established to early next year. addressed over the coming
oversee the development of e- Lord Carter has finished his months.
services. The body would review but assessing progress However, the powers
report on HMRC’s progress of HMRC in online services consultation is still
against its published e- before publishing in spring progressing and the Institute
strategy, encouraging the 2006. hopes that a Taxpayers
delivery of eVective services to Charter will be announced as
realistic timescales. part of those measures.
(b) A White Paper should Fundamentally, given the

be developed to propose a number of diVerent initiatives
comprehensive strategy for to improve HMRC’s
how HMRC can improve its interaction with taxpayers and
liaison with taxpayers and their agents, it would still
agents. This should take full seem appropriate that these
account of the enquiry into e- are addressed within a
services by Lord Carter and comprehensive strategy, but
could incorporate the we welcome the commitment
proposals of the review of to produce a new Taxes
HMRC powers. Management Act.
(c) If the above

recommendation is not
accepted, there should be full
consultation on all proposed
changes to HMRC powers and
suYcient time allowed for this
process.
(d) The Government should

consult on a new Taxpayers’
Charter/Bill of Rights that sets
out clearly taxpayers’ rights
and obligations. Ideally, the
proposal should be included in
the White Paper.
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Issue ICAEW Proposals for the Summary of Relevant ICAEW Response to the
PBR, submitted to the Measures in the PBR1 Measures Announced in the
Chancellor PBR

(e) The White Paper should
lead towards a single draft Bill,
incorporating changes to
HMRC powers, and other
necessary changes, rather than
introducing changes in a
piecemeal fashion through
Finance Bills. This would then
replace the Taxes Management
Act 1970.

Regulation In order to bring about a Most businesses will no The proposal that most
sustained and demonstrable longer have to fill in Form companies will no longer have
change to the UK approach to 42. to fill Form 42 is welcome as
regulation of business, we HMRC is working to are the other measures to
propose the following: simplify forms and its other simplify tax forms and
(a) The existence and role of interactions with small dealings with HMRC.

the Better Regulation business. However, to be seen as a
Commission should be champion of reducing tax
enshrined in statute so as to administration, the
establish its independence Government needs to do more
from Government. than abolish the regulations
(b) The role of the Better and forms it has introduced.

Regulation Commission The fundamental complexities
should be set as wide as around forming a business
possible such that it can and taking on first employees,
investigate new proposed which were documented at
regulations and provide length in the 1998 Bath
reassurance to Government Report, remain.
and business that better
regulation is being
implemented.

Families (a) Childcare policy and its A package of measures was We broadly welcome the new
and interaction with tax and tax announced to improve the measures, in particular
Work credits needs to be reviewed in working of the tax credit substantial raising of the

detail and redrafted in order to system including the raising income disregard as this
simplify and remove anomalies of income disregard from addresses one of the main
and reduce unfairness. £2,500 to £25,000. causes of overpayments and
(b) Tax relief for childcare will bring far greater certainty

should be available for the at the point of payment to
self-employed. vulnerable families. But we
(c) The Government should are concerned that the

now consult on how the design proposed requirement to
of the tax credit system could notify changes of
be amended to achieve finality circumstance within one
earlier so that overpayments rather than three months will
and underpayments are greatly prove onerous for claimants,
reduced. and we trust that HMRC staV

cuts will not aVect the ability
of tax credits staV to provide
information and support to
claimants.
The ICAEW will be
considering the full package
of detailed measures in our
response to the Treasury Sub-
Committee call for evidence
for its forthcoming enquiry on
tax credits.
Neither the potential for
problematic interaction
between tax advantages for
childcare and tax credits, nor
the issues around self-
employment, appear to have
been addressed.
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Issue ICAEW Proposals for the Summary of Relevant ICAEW Response to the
PBR, submitted to the Measures in the PBR1 Measures Announced in the
Chancellor PBR

UITF 40 UITF 40 is going to require The government announced The ICAEW welcomes the
many businesses to recognise that businesses will be able change which follows detailed
income earlier and this will to spread the additional representations made by
cause hardship. charge over a period of 3 CCAB, orchestrated by the
We have made representations years, extended to six years ICAEW.
re possible spreading and for those businesses most
provided evidence of potential aVected by the change.
hardship for a wide away of
diVerent businesses.

1 This column is designed to give enough detail of themeasures announced needed to give relevance to the reaction
of the Institute. For the full detail of measures announced, see the full Pre-Budget Report 2005 and surrounding
documentation.

Memorandum submitted by Nationwide

1. Nationwide Building Society is the UK’s fourth largest mortgage lender, second largest savings
provider, and seventh largest high street financial organisation. We are also the world’s largest building
society, with more than 11 million members.

OpenMarket HomeBuy

2. Nationwide is pleased to confirm our involvement with the Open Market HomeBuy scheme to bring
more first time buyers into home ownership. We expect this scheme to help around 20,000 more households
to buy their first home.

3. Nationwide believes that it is in the interests of the industry, the Government, individuals and society
as a whole that first time buyers are able to get a foot on the housing ladder. Involvement in this new type
of equity loan is a natural step for Nationwide as we have the largest commitment of any lender to the
aVordable housing sector in theUK.We are amajor player in low cost home ownershipwith a long-standing
involvement in funding housing associations, who enable people to purchase properties on a shared
ownership basis. We also lend to individual purchasers of these properties.

4. We will be oVering buyers who qualify an equity loan combined with a standard mortgage. This will
sit alongside the equity loan oVered by the Government.

5. Between now and next October wewill be in discussions with theODPMand other lenders to determine
all the details, ready for the pilot to start in October 2006. Much of the detail of products, pricing and
marketing is yet to be decided.

6. Nationwide has forecast modest growth in house prices next year but we do not anticipate a major
downturn. If the value of a property bought on Open Market HomeBuy were to fall, the mortgage would
be repaid first and the lender’s equity loan would take priority over the Government’s. The scheme will
represent only a small percentage of our overall mortgage book and we believe the risk is minimal.

Unclaimed assets

7. Nationwide, together with industry bodies and individual banks, has been and continues to work
constructively with the Treasury on the Chancellor’s proposals on unclaimed assets.

8. Our aim is to reunited unclaimed funds with their rightful owners wherever possible, and we would
want to ensure that only funds truly “lost” would be released under such a scheme. We welcome the
proposed fifteen year definition for unclaimed assets, as the longer the timescale, the greater the likelihood
that these accounts are genuinely lost, rather than merely untouched.

9. Unlike banks we do not have shareholders who profit from dormant accounts. Money in dormant
accounts remains in the business where it is used for the benefit of all members of the Society.

10. Members have deposited money with Nationwide in good faith and believe that it will be retained.
We have a responsibility to our members to make certain that they can reclaim their money at any point
and will be seeking to ensure that this entitlement is retained under the Government’s proposals so that
provision will be made for members, or their estates, to reclaim their money even after the account has been
classified as “dormant”.

11. We expect that there will need to be legislation to allow banks and building societies to release
unclaimed funds to good causes and await more detail from the Treasury on this point and the likely
timetable.
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12. Nationwide already gives a significant amount of money to good causes both through its Community
initiatives, such as support for Comic Relief, Macmillan and Shelter, and also through the work of The
Nationwide Foundation. In fact, during 2004–05 the Society gave over £1.3 million to good causes and has
returned around £4 billion inmember value since 1996.Wewill continue to pursue the possibility of releasing
dormant funds into our own charitable foundation, the Nationwide Foundation.

13. It is not yet clear whether membership rights would be retained if the account money is taken oV a
building society’s balance sheet. The legality of taking members’ money out of an institution, and what
happens to that membership, is an issue which still needs to be addressed.

Self-Invested Personal Pensions

14. The Chancellor’s decision to reverse his intention to allow investors to put buy-to-let properties into
their Self-Invested Personal Pensions seems poorly timed, since the decision was scheduled to come into
force on 6 April 2006.

15. This will be a financial blow to those people who have either set up a SIPP in readiness, or who have
paid deposits on oV-plan flats so that they can put the property into their pension in April. The decision will
not have anymajor eVect on the long-term health of the buy-to-let sector, as it aVects only a small proportion
of the market. EVectively banning all residential property from SIPPs seems a disproportionate response to
the concern that people might claim tax relief on holiday homes or second homes.

16. UCBHome Loans, the specialist lending subsidiary of Nationwide Building Society, had expected the
changes to SIPPs to provide a 15% boost to the buy-to-let sector next year and had predicted that between
£3 billion and £5 billionwould have been spent on rental property for use within pensions over the next year.

Child Trust Funds

17. It is disappointing to see that the Chancellor announced a further consultation on the timing of top-
up payments for seven-year-olds holding a Child Trust Fund, and it would have seemed more appropriate
for these issues to be addressed at the time of the original consultation. Nationwide had called for
confirmation in the Pre-Budget Report of the amounts and timings of the top-up payments for seven-year-
olds and for secondary school age children, and also for an announcement that the Government
contributions and the annual limits for additional contributions would be index-linked, to build in fairness
for the future.

Individual Savings Accounts

18. The Chancellor has confirmed that the Treasury will hold a major review of Individual Savings
Accounts in 2006. Nationwide would welcome more details of the proposed review.

19. ISA limits have remained unchanged since they were first introduced in 1999. The £7,000 limit for
saving into a maxi ISA is worth only £5,982 at today’s prices, while the £3,000 cash ISA limit is now worth
just £2,564 after six years of inflation. In the interests of encouraging further saving and building in fairness
for the future, Nationwide would like to see the maxi ISA limit extended £7,000 to £9,000, and the cash ISA
limit extended from £3,000 to £4,000.

Nationwide Building Society

6 December 2005

Memorandum submitted by UK OVshore Operators Association

1. Introduction

UKOOA and its members are profoundly disappointed by the contents of the Treasury’s Pre-Budget
Report, relating to the UK oVshore oil and gas industry. We believe that the lessons of 2002, when a similar
tax increase was imposed, have not been learnt, nor have the industry’s arguments in the intervening period
about the need for fiscal (and regulatory) stability in order to sustain investment in the now mature UK
continental shelf (UKCS) been fully appreciated within government.

This industry invests for the long term—by most standards, the very long term (its earliest North Sea
investments are still in production after nearly 40 years). Therefore, its performance and its profitability need
to be judged in the longer term, not short term. The oVshore oil and gas sector has consistently been the
largest industrial investor in the UK for several decades; it also one of the highest value adding sectors (DTI
figures). These are attributes which government has clearly shown that it desires throughout the economy.

Furthermore, the changes are likely to aVect security of future energy supplies, just as 2002’s changes did.
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2. Impact of the Tax Increase on Investment

— In the past three years, the UKCS has faced three major tax increases: the introduction of
Supplementary Corporation Tax (SCT) in 2002, acceleration of Corporation Tax payments in
2005 and now this doubling of SCT to 20%, eVective from 1 January 2006.

— The increase in 2002 was eased by the removal of Royalty and the introduction of 100% capital
allowances. In comparison, the introduction of the “ring fenced expenditure supplement”
announced in this PBR will have a trivial eVect (eg £5 million for industry in 2008–09 vs tax
increase of £2.2 billion in 2006–07).

— Fiscal (and regulatory) stability are pre-requisites for attracting investment. Together, these tax
changes undermine the UK’s reputation as a stable place to invest.

— The latest tax increase amounts to an extra £6.5 billion to be paid by the industry over the next
three years. It is inconceivable that this extra tax will not reduce investment.

— TheUKCS has entered amature phase which will lead to rapid decline in production over the next
10 to 15 years unless the recent high rate of investment is maintained. Based on current plans, our
analysis shows that each £1 billion reduction in investment will result in the irrecoverable loss of
at least 250 million barrels of oil equivalent2, leading to the swifter onset of decommissioning and
abandonment.

— Therefore, less investment now will lead directly to lower overall recovery of UKCS reserves.
UKOOA’s estimate is that these changes will result in a permanent loss of production of over
1.5 billion barrels of oil equivalent. This will aVect the UK’s future security of supply.

3. Tax Comparison with Other Oil and Gas Regions

— By world standards, the UKCS is a high cost oil and gas region (ref Wood Mackenzie study in
2004), because of its maturity, the small size of new fields and the technical risks. The tax regime
needs to recognise these facts in order to ensure maximum economic recovery of reserves.

— The recent changes have put the UKCS at a disadvantage compared with Norway and regions of
similar maturity (US Gulf of Mexico and Netherlands). UKCS tax rates have now risen from 40%
to 50% for new developments and from 70% to 75% for older fields, resulting in an eVective overall
rate of 57% (compared with 49% before the PBR).

— At 75%, older fields like Forties (which produces only about one tenth of the amount of oil which
it did 20 years ago) now has a tax rate very close to new, very large Norwegian fields (78%).

Country / Region Government Tax Take (%)

UKCS (post PBR) 57%
Netherlands (oVshore) 50%
Gulf of Mexico (shallow water) 45.8%
Gulf of Mexico (deep water) 43.1%
Norway 78%

4. UKCS Rate of Return

— Our analysis shows that the UKCS is not making a 40% return on capital (see attached report for
the Paymaster General of 22 November 2005).

— Pre-tax, profitability had been declining since 2000 and only showed an upturn in 2005 to 32% (see
attached graph, UKCS Rate of Return—please note that the price of oil is in £, not $).

— Because the industry is treated diVerently with regard to its taxation, the UKCS should be
compared with other industries by calculating its return on capital after special taxes (SCT and
PRT—Petroleum Revenue Tax).

— Since 2000, the UKCS return on capital, after special taxes, has fallen from 28% to 25%, while the
comparable return on capital for services has remained stable at 17% and for manufacturing at
7–8% (ie before normal Corporation Tax at 30% has been charged on any of the above sectors).

— The UKCS return on capital after all taxes (ie including normal CT at 30%) fell from 23% in 2000
to 15% in the first half of 2005, demonstrating that the changes made in 2002were already enabling
the Treasury and the public purse to benefit from UKCS increasing revenues as the oil price rose
(see attached graphs, UKCS Rate of Return and Evolution of 2005–06 Tax revenue Forecasts).

2 “barrel of oil equivalent” or “boe” equates gas output with oil, so that a singlemeasure can bemade of the two in combination.
3 Petroleum Revenue Tax (PRT) represents about 25% of total tax revenues from the UKCS.
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We also attach a copy of our letter and report sent to the Paymaster General on 22 November 2005,
following ameeting on 2ndNovember, regarding the competitiveness and profitability of the UKCS oil and
gas province.

  UKCS Rate of Return (ROCE) 1995 - 2005
(Source ONS / UKOOA) 
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6 December 2005

Memorandum submitted by Mr John Whiting PricewaterhouseCoopers

This paper gives a brief overview and commentary on the taxationmeasures contained in the Chancellor’s
5 December Pre-Budget Report speech, associated press releases and other papers. It does not attempt a full
analysis and cannot be exhaustive.

As with previous Pre-Budget Report (PBR) speeches, the focus was on the current economic position.
Although the tax changes were limited, some were significant.

1. Small Business

The PBR abolished the nil rate corporation tax band for small companies whilst increasing the first year
allowance from 40% to 50%. The introduction and subsequent history of the nil rate has not been a happy
episode. The predicted rush of self-employed people to incorporate led to the “non corporate distribution
rate” to tax those who drew dividends. Nowwe are to go back to the beginning with small business probably
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feeling they would rather have been left alone from the start. It is noticeable that thismove on “taxmotivated
incorporation” is scheduled to raise close to £1 billion over three years; in the same period the VAT and
capital allowance changes for small businesses apparently return £100 million.

2. Tax Administration

There are some mixed moves on the administrative burden of taxation. These include:

(i) Form 42—the reduction in requirements to report this form relating to employment-related
securities is welcome. However, it is questionable whether we should ever have got to the position
where, for the last tax years for which we have figures, the 6,000 Form 42s submitted reporting the
sort of things HMRC wanted to hear about had to be accompanied by 405,000 Form 42s relating
to new incorporations, few of which contained relevant information for HMRC.

(ii) The abolition of the nil-rate of corporation taxwill save some administration through the abolition
of the non-corporate distribution rate whilst of course putting somemore companies back into the
tax payment net.

(iii) Notices—our tax system is primarily self assessment orientated these days. However, a number of
provisions are creeping in which give HMRC power to issue a “notice” to the taxpayer, imposing
a charge or denying a claim. Whilst these seem to be in avoidance situations (eg arbitrage rules in
F(2)A 2005 and now capital loss provisions in the PBR), the use of notices creates uncertainty for
the taxpayer and gives potentially arbitrary powers to the tax authorities. The procedures need to
be introduced and used with care.

(iv) Loan relationships—the generally helpful rules on transitional issues involving loan relationships
contain the option for companies tomake an election formodified treatment (in relation to interest
rate hedging). Whilst the option is welcome, it is surely unreasonable to expect a company tomake
this election (which is irrevocable) by 31 December 2005 when the final regulations are yet to be
laid. Surely a longer period could be allowed?

3. Anti Avoidance

The range of specific anti-avoidance measures seems to indicate that the Tax Avoidance Disclosure
(TAD) system is working. As previously noted, PricewaterhouseCoopers has no concerns in principle with
the system: the firm and its clients have only ever operated on the basis of full disclosure. The announcement
of changes to the TAD rules was also expected: the fact that these will be taken forward in discussion with
those involved is welcome. It is to be hoped that the aim will continue to be to get practical rules that give
the authorities the information they need whilst not imposing too great a burden on taxpayers and their
advisers.

4. Oil Taxation

The additional tax charge on oil companies will hardly be welcomed by the industry. Putting a further
£2 billion annual charge on North Sea oil, in the wake of the additional money raised in the March Budget,
runs the risk of squeezing a little too much. It is noticeable that the compensation via expenditure
supplement is estimated to be of very modest impact.

5. Leasing

The anticipated reforms to the taxation of finance leases is to proceed, largely as anticipated, although we
do not yet have the complete package. The changes—which will essentially move the entitlement for capital
allowances from the lessor to lessee in most cases—are going to have a significant impact on many
businesses. The “grandfathering” of existing leases is important to maintain fairness.

It seems inevitable that the change here will serve to increase the cost of borrowing to some companies
as the value of the capital allowances will not be recycled to them through lower leasing charges. The net
result is likely to be that these changes are revenue raising but we have seen no indication of the revenue
impact so far.

6. Property Taxation

The confirmation that Real Estate Investment Trusts (REITs) are to be introduced is welcome as will be
the opportunity to comment on the draft legislation. It would be useful to have an indication of the intended
starting date for REITs.

The planning gain supplement clearly needs to be discussed at length. Whilst the aims of the proposed
levy are understandable, it has to be said that the history of taxation on development profits (for example
Development Land Tax) has not been overly successful.
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7. Pension Funds

The announcement of additional taxes to be imposed on SIPPs when they buy residential property and
“pride in possession” assets such as antiques is in many ways understandable. Similarly, the proposal to act
against possible “recycling” of the tax free lump sum. However, it is necessary to sound the cautionary note
that the overall intention of the A-Day reforms is to simplify matters surrounding pensions and these
announcements do run the risk that complications are creeping back.We trust the new rules will be imposed
with as light a touch as possible.

8. Tax Credits

The raising of the increased income threshold from £2,500 to £25,000 is a very welcome move which will
make a considerable diVerence to the administration of tax credits, both for individuals and for HMRC. It
does seem a little odd to see that changes to tax credits are an apparent tax raising measure of £200 million
in 2007–08.

9. Environmental measures

A number of announcements concerned environmentally-related tax measures. They are not insignificant
but they are disparate and do not seem to drive the environmental agenda forward significantly.

Conclusion

As can be seen, there is quite a range of taxation measures in the PBR. Ideally there would have been a
coherent theme in the measures, as with Budgets generally, aimed at improving the competitive position of
the UK in the international economy. That does not seem discernable but perhaps it could be a focus for
the future?

We hope the above comments are of assistance to the Committee in its consideration of the Chancellor’s
2005 Pre Budget Report.

December 2005

Letter to the Chairman of the Committee from HM Treasury concerning the tax credit system

During the hearing the Committee asked a number of questions relating to the measures announced in
the PBR to improve the operation of the tax credits system.

On the question of the cost of the tax credits package, the Committee said it would like a detailed written
explanation of the cost of the package by the end of the day. The Pre-Budget Report 2005 sets out the
Exchequer eVects ofmeasures over the next three years. These are"£100million in 2006–07,!£200million
in 2007–08 and!£50 million in 2008–09.

As I said during the hearing, it is important to bear inmind that this is a balanced package. Some elements
announced involve a cost to the Exchequer because they eVectively increase families’ tax credit entitlement,
or because they involve extra payments to claimants in the short term. Other elements generate a yield. This
mainly comes frommeasures designed to reduce the amount of money paid out to claimants that later turns
out to be an overpayment. These measures eVectively prevent money going out that we would then have to
recover and consequently generate a yield. There appeared to be particular interest in the question of why
the increase in the annual income disregard to £25,000 does not have a great impact on the overall costs.
There are two main reasons.

Firstly, as the Paymaster General set out in her statement to the House of 5 December, ongoing
overpayments under the current system are expected to come from a number of sources of which income
rises from one year to the next is only one. The statement explains that:

“Analysis of overpayments suggests that they result from a number of factors: income rises from one
year to the next; families overestimating the extent to which their income has fallen when they seek
extra support during the year; provisional payments made at the start of the tax year, which are based
on out-of-date information that is subsequently updated when the award is renewed; and delays in
reporting changes in families’ personal circumstances to HMRC.”

As a result it is not the case that the increased disregard, combined with other measures, will cause
overpayments to disappear. The Paymaster General’s statement explained that we expected the package as
a whole to reduce overpayments by around a third.

The second important reason, and I think this is a point I did not get round to covering, is the way in
which tax credit’s payments score in the public finances, which is on theNationalAccounts basis. The central
point is that the cost of the higher disregard is the foregone recovery of overpayments caused by income
rises above the current £2,500 disregard.
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Let me explain this in more detail. There are important timing eVects underpinning this cost. The basic
principle is that when money is paid out to tax credit claimants, it scores as a cost to the Exchequer. On the
other hand, when any overpaid tax credits are recovered, there is a yield. Our baseline forecast included a
prudent assumption for ongoing over payments, which were accounted for in full as a cost to the Exchequer.

I hope the Committee finds this helpful.

7 December 2005

Supplementary memorandum submitted by HM Treasury

Nigeria Debt

The UK Government has made significant progress in 2005 in the fight against poverty. The Gleneagles
summit agreed on an ambitious multilateral debt deal that will cancel up to $55 billion of debts owed to the
IMF, World Bank and the African Development Bank. Many countries have made commitments to
substantially increase their aid levels. DFID has committed £1.1 billion in bilateral assistance to Africa for
2005–06, and has committed almost twice that amount in aid though multilateral institutions, a significant
proportion of whichwill helpAfrica tomeet theMDGs.We are working hard tomake a success of theDoha
round, the success of which is essential if millions of people are to have a chance to escape poverty.

The 20 October Paris Club debt deal was done at the request of the Nigerian Government, based on and
in support of its own economic reforms and development strategy. TheUKworked very hard to help deliver
this fair solution to Nigeria’s debt problems. Paris Club creditors will write oV about 60% of Nigeria’s debt.
The UK alone will cancel £2.8 billion. In return Nigeria will use part of its oil windfall to pay oV the
remaining debt.

This represents the largest debt relief package ever in sub-Saharan Africa. DFID has been working hard
with the Nigerian authorities to ensure that all the savings from the debt cancellation are eVectively targeted
on reducing poverty. The deal will free up at least an additional $1 billion a year for Nigeria to spend on
poverty reduction, helping to employ an extra 120,000 teachers and put 3.5 million children into school. In
addition to the £2.8 billion debt cancellation, DFID is in the process of doubling its assistance to Nigeria
to £100 million.

If the UK were now to return the money being repaid by Nigeria back to Nigeria it would require DFID
to finance it from its development budget. This would mean reallocating DFID’s budget at the expense of
other poor countries. Nigeria is not a HIPC, and given its relative financial position and oil resources, for
the UK to go further and provide one hundred per cent debt cancellation for Nigeria would not be an
appropriate allocation of our aid resources.

The President of Nigeria and his Finance Minister have both welcomed the Paris Club debt deal. The
UK Government believes it is important to support the ownership, sovereign right and accountability of
the elected Nigerian Government.

What counts as eYciency gains in local authorities?

The Local Government EYciency Technical Note sets out the criteria. It is available at: http://
www.odpm.gov.uk/index.asp?id%1135505

In concurrence with the Gershon Review, the Local Government ETN states:

EYciency is not about cuts, but about raising productivity and enhancing value for money.
EYciency gains accrue when projects achieve one or more of the following:

— (E1) reducing inputs (money, people, assets, etc) for the same outputs;

— (E2) reducing prices (procurement, labour costs, etc) for the same outputs;

— (E3) getting greater outputs or improved quality (extra service, productivity, etc) for the same
inputs; or

— (E4) getting more outputs or improved quality in return for an increase in resources that is
proportionately less than the increase in output or quality.

Certain types of activity are not acceptable as eYciency gains:

— Re-labeling of activity (eg reclassifying inspection as advice);

— Cuts that result in poorer services for the public; or

— Increased income purely from higher prices in fees and charges to the public.
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Public Spending in Iraq

The net additional costs of operations in Iraq, as recorded in the Ministry of Defence’s Annual Reports
and Accounts (voted against Request for Resources 2) total £3,068 million as follows:

Financial Year £ million

2002–03 847
2003–04 1,311
2004–05 910

The costs of operations in Iraq in 2005–06 will depend on force levels and operational tempo.

Single Intelligence Account Allocation

The provision for the Security and Intelligence Agencies is subject to the same scrutiny and accountability
as for other Government departments. However for security reasons these figures are presented as a single
allocation known as the Single Intelligence Account. The 2004 Spending Review White Paper (cm 6237)
shows their budgets as:

£ million 2005–06 2006–07 2007–08

Single Intelligence Account 1,205 1,327 1,397

In addition Parliament votes the Estimates for the Security and Intelligence Agencies at the aggregate
level. The Winter Supplementary Estimate currently before Parliament seeks authority for spending in
2005–06 to rise to £1,306 million through the draw down of End of Year Funding. We expect this to rise
further during this year by £23m following the Chancellor’s announcement in the 2005 Pre Budget Report
of an additional £85 million.

Government’s Response to the Barker Review: Housing Numbers

The Barker Review’s final report set out three illustrative scenarios for future house building rates, taking
as a baseline gross house building levels in 2002–03.1 However, it is important to recognise that the Review’s
first scenario of an additional 20,000 homes per annum represented existingGovernment plans—in the form
of the Sustainable Communities Plan commitment to deliver an additional 200,000 homes by 2016. The
Review’s two other scenarios of an additional 70,000 homes pa and an additional 120,000 homes p.a. are
therefore equivalent to an additional 50,000 and an additional 100,000 homes pa on top of existing
Government plans.

The modelling which informed the Barker Review scenarios, and which was subsequently commissioned
by ODPM to inform the Government’s response,2 considered the impact on aVordability of building
additional owner-occupied houses (a gross house building figure). However, within the planning system, the
number of additional houses is expressed in terms of net additions to the total stock—ie new build less
demolitions plus gains in dwelling numbers from conversions, which subdivide properties, minus losses in
dwelling numbers from conversions which combine existing properties (or undo previous subdivisions). The
ambition set out in the Government’s response is therefore a net additions figure.

Achieving the Government’s aim to improve aVordability and help future generations of homebuyers to
get a foot on the housing ladder will require housing supply to become much more responsive to demand.
The Government’s response to the Barker Review drew on current ODPM projections which suggest that
if Government is to meet its aim to improve aVordability, new housing supply in England will need to
increase over the next decade from 150,000 to 200,000 net additions per year—within the range of house
building exemplified by Kate Barker, and exceeding the projected average household formation rate of at
least 190,000 per year up until 2021.3

The speed at which this increase can be achieved, and thus the precise timescale over which aVordability
benefits will be realised, will depend on the provision of investment in the infrastructure necessary to support
housing growth, reform to the mechanisms by which new housing and infrastructure are delivered, and a
positive response from the house building industry. Detailed plans will be set out in the 2007 Comprehensive
Spending Review, taking into account progress on the wider proposals set out in the Government’s overall
response.

1 See pp 20-23 of the Barker Review final report.
2 See Government Response to Kate Barker’s Review of Housing Supply: The Supporting Analysis; and AVordability Targets:
Implications for Housing Supply, ODPM, December 2005.

3 ODPM Interim 2002-based household projections, based on 2002-based population projections.
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DepartmentalBreakdown of theReallocation ofFunding fromCentralProgrammes to theLocal

Government Finance Settlement

Full departmental spending allocations will be available through the publication of the Main Supply
Estimates, which take place in due course.

12 January 2006

Further supplementary memorandum submitted by HM Treasury

Locally Set Public-Sector Pay

There are three major categories of public sector pay decisions—Pay Review Body decisions, Local
Government decisions and the Civil Service Remit Process.

There are six Pay Review Bodies: the School Teachers Review Body (STPR), Doctors’ and Dentists’
Review Body (DDRB), Nurses and Other Health Professional Review Body (NOHPRB), Senior Salaries
Review Body (SSRB), Prison Service Pay Review Body (PSPRB) and the Armed Forces Pay Review Body
(AFPRB). These Pay Review Bodies cover work forces that account for 40% of the public sector paybill.
Pay Review Bodies are independent organisations, supported by the OYce ofManpower Economics, which
make recommendations on headline increases in pay bands.

The Civil Service, which accounts for slightly less than 10% of public sector workers, sets pay through the
Remit Process.

Much of the rest of the public sector paybill is accounted for by Local Government. Pay decisions for
Local Government employees are influenced by Central Government through the role of the OYce of the
Deputy Prime Minister. However, pay negotiations take place between Local Government Employers and
unions so in practice central control is limited.

Other public sector organisations such as the public corporations and the police have separate
arrangements for setting pay awards.

There are a variety of mechanisms for pay settling in the public sector and consequently there are varying
degrees of central control. Centrally collated figures measuring the amount of local pay are not available.

Since Budget 2003 a greater emphasis has been placed on the delivery of regional and local pay variations
in pay structures and settlements. The terms of reference in remit letters to the Pay Review Bodies (PRBs)
have been modified to require them to have regard to regional/local labour markets and their eVects on
recruitment and retention. Departments responsible for workforces covered by PRBs have also been
required to provide robust evidence on local and regional recruitment and retention issues and make clear
to PRBs how they expect pay to reflect these diVerentmarkets. Civil ServiceRemit guidance was also altered
after Budget 2003 to instruct Departments to fully consider local pay. Local Government Pay and
Workforce Strategies, directed at Local Authorities, also began to incorporate local pay. The 2005 Strategy
highlights the importance of considering local pay as part of a general review of job and pay structures that
all Local Authorities are required to do by the 2004 pay agreement to address equal pay risks. National and
regional advice and pay market intelligence has been made available to local authorities to help develop
appropriate pay structures.

Pay Review Bodies

Of the six Pay Review Body groups, all have pay policies that implement regional pay variation with the
exception of the Armed Forces, a group for which policies on regional or local pay would be inappropriate.

Civil Service

All Civil Service departments, with the exemption of the Department of Health and the Ministry of
Defence, have pay structures or allowance systems that allow for regional variation to reflect local labour
market pressures.

FollowingBudget 2003HMTreasuryRemitGuidancewas amended to stress that the “Civil Service needs
to be responsive to local needs and circumstances” and that it is “expected that local pay arrangements will
be fully incorporated into the total pay plan”.

One example of the implementation of regional pay strategy inside the Civil Service is within the
Department of Work and Pensions (DWP). DWP operates Specified Location Pay Zones, which have their
own pay scales, to cover areas where recruitment and retention diYculties are causing performance
problems. DWP now have 32 oYces in Specified Location Pay Zones. Other regional pay arrangements
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meansDWPnowhas 4 diVerent rates of pay in diVerence locations ı Inner London, Outer London, Specified
Location Pay Zones and National. Flexibility in DWP’s local pay arrangements also allows for recruitment
and retention allowances to be paid on top of base salaries.

Departmental eYciency savings to date

This information is available in departmental Autumn Performance Reports that have been published
and in forthcoming Departmental Reports which all departments are required to publish by April. Annual
eYciency gains that have been released to date by departments include:

— The Department of Health has made £1.7 billion eYciency gains up to September 2005, over 25%
of its 2007–08 target, including significant gains from better admissions management and reduced
drugs cost;

— Home OYce has made total eYciency gains worth £834 million, building on the £600 million of
gains reported at Budget 2005, including £300 million from improvements in the police service;
and

— Local authorities delivered more than £750million of eYciency gains in 2004–05, and are expected
to achieve annual eYciency gains of £1.9 billion by the end of the year, exceeding their target of
£1 billion.

Tax credits

During the hearing of 7 December the Committee asked a number of questions relating to the measures
announced in the Pre-Budget Report to improve the operation of the tax credits system. We undertook to
give written answers to the two following questions

Under what circumstances is there a right of appeal against an overpayment?

The Tax Credit OYce sends claimants a new award notice wherever an in-year change of circumstances
leads to a revised tax credit award. Every award notice confirms that the claimant has a right of appeal
against the decision on entitlement. If a family chooses not to appeal against a decision sent out within the
tax year they still have an opportunity to appeal when they receive their final award notice at the end of
the year.

Appeals must be made in writing either on form TC623 or by letter and against a notice of decision that
carries appeal rights. An appeal must be made within 30 days of the notice of decision to which the appeal
relates (although there is provision for the acceptance of late appeals if it is in the interests of natural justice
to do so).

All appeals can be settled by agreement (in part or in total) in the same way as tax appeals. The claimant
has a 30 day window to say that they have re-considered the issue and are not happy to settle by agreement.

If agreement cannot be reached the appeal is heard before an Appeals Service tribunal (unlike tax appeals
which are heard before theGeneral or Special Commissioners of InlandRevenue). The TCOhave published
a detailed form (WTC/AP) giving advice on how to appeal against a tax credits decision.

If either party is dissatisfied with the tribunal’s findings an appeal against this can be taken to the Social
Security Commissioner.

Claimants can only appeal the Tax Credits OYce decision on their entitlement. If they accept the decision
about that their entitlement is right, but dispute a decision to recover an overpayment, there is no right of
appeal but they should get in touch with the Tax Credit OYce straightaway. Any recovery of the
overpayment will be suspended whilst the DisputedOverpayments Team review the case. They will consider
a wide range of factors in determining whether the overpayment was caused by oYcial error and whether
it was reasonable for the claimant to have thought they were being paid the correct amount. The
overpayment will be remitted if the Tax Credit OYce find that this is the case.

If, after reviewing the case, a decision is made that the overpayment should be recovered the claimant can
ask for a further review if they have any additional facts that could influence the original decision. If a
claimant is unhappy that matters are not resolved to their satisfaction, and consequently want to pursue the
matter further, they are advised to contact the Tax Credits OYce.

The Paymaster General, in her statement of 26May, confirmed that she had askedHMRC to review their
Code of Practice on overpayments (COP26). In addition, the Paymaster, in her letter to the Ombudsman
of 29 July (on www.ombudsman.org.uk), said that the scope for adopting a statutory test will also be
considered as part of HMRC’s review of COP 26. The Paymaster General will make a statement in due
course.

Q222 (7 December 2005) Ms. Keeble “Can you explain how you looked at the practical working patterns
of the people claiming this and fitted the new design into their work patterns? One of the real problems with
the design of it previously was it did not match with the practicalities of the lives of people getting this.”
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The decision to move the renewal deadline to the end of August was made with the understanding that
this was within school holiday time. It was considered that the change was, on balance, better for families
for two reasons. Firstly evidence from the first two years of the system’s operation shows that the vast
majority of families renew their awards well in advance of the 31st August. Secondly it was thought that
potential inconvenience of a shorter deadline in the school holiday period was outweighed by the impact the
change would have in reducing the length of time for which tax credit payments might be made based on
out-of-date information.

Claimants are encouraged to complete the renewals process as soon as they have the information to hand
that enables them to do so. If families renew their claims swiftly HMRC are able more quickly to ensure
that they are receiving the right amount of tax credits for their circumstances, thus reducing the possibility
of excess payments.

The longer that families are in receipt of provisional payments at the start of the year, the longer some
will be being overpaid and the greater the impact on those families when payments are eventually adjusted
for the remainder of the year.

Renewals packs are issued from early April and the majority of claimants who need to respond will have
four months in which to do so. The vast majority of claimants will have the information they need to enable
them to respond well before the start of the summer holidays.

The change in the deadline will be advertised, highlighted by intermediary organisations and clearly
explained in the renewals packs. We believe that this change will improve the service they provide to
claimants and will not have an adverse impact on those families looking forward to their August holiday.

FUTURES CURVE FOR OIL PRICES AT BUDGET 2005 and PBR 2005

Futures curve - 5th December 2005
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Futures curve - 16th March 2005
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Source: International Petroleum Exchange
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FIGURES FOR CORE INFLATION, AS PLOTTED IN BOX 2.3 ON P 21 OF PBR 2005

Oil price in GBP per Consumer Prices Index CPI 12mth: CPI excluding
barrel (CPI) energy & seasonal food

SPECIAL AGGREGATES

2001M1 17.33 0.9 0.8
2001M2 18.97 0.8 0.7
2001M3 16.84 1 1
2001M4 17.87 1.1 1.1
2001M5 19.99 1.7 1.3
2001M6 19.88 1.7 1.5
2001M7 17.36 1.4 1.6
2001M8 17.92 1.8 1.9
2001M9 17.56 1.3 1.5
2001M10 14.05 1.2 1.3
2001M11 13.21 0.8 1.3
2001M12 12.94 1 1.5
2002M1 13.60 1.6 1.7
2002M2 14.34 1.5 1.6
2002M3 16.67 1.5 1.5
2002M4 17.82 1.3 1.3
2002M5 17.41 0.8 1.2
2002M6 16.27 0.6 1.2
2002M7 16.59 1.1 1.5
2002M8 17.40 1 1.2
2002M9 18.27 1 1.2
2002M10 17.69 1.4 1.5
2002M11 15.48 1.6 1.5
2002M12 17.94 1.7 1.6
2003M1 19.35 1.4 1.4
2003M2 20.40 1.6 1.5
2003M3 19.13 1.6 1.4
2003M4 15.89 1.5 1.5
2003M5 15.88 1.2 1.2
2003M6 16.63 1.1 1
2003M7 17.55 1.3 1.3
2003M8 18.73 1.4 1.3
2003M9 16.78 1.4 1.3
2003M10 17.62 1.4 1.3
2003M11 17.10 1.3 1.2
2003M12 17.10 1.3 1.1
2004M1 17.15 1.4 1.3
2004M2 16.50 1.3 1.3
2004M3 18.49 1.1 1.1
2004M4 18.54 1.2 1.1
2004M5 21.09 1.5 1.3
2004M6 19.29 1.6 1.4
2004M7 20.71 1.4 1.2
2004M8 23.42 1.3 1.1
2004M9 24.13 1.1 0.9
2004M10 27.57 1.2 0.9
2004M11 23.18 1.5 1
2004M12 20.54 1.6 1.3
2005M1 23.60 1.6 1.3
2005M2 23.93 1.6 1.2
2005M3 27.82 1.9 1.4
2005M4 27.04 1.9 1.4
2005M5 25.93 1.9 1.4
2005M6 29.53 2 1.5
2005M7 32.93 2.3 1.8
2005M8 35.86 2.4 1.8
2005M9 34.66 2.5 1.7
2005M10 33.07 2.3 1.6

Source: Ecowin, ONS.

Numbers underlying Chart A3 (page 189) in PBR 2005: The output gap
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Output gap is the diVerence between actual and trend output (non-oil basis), expressed as a percentage
of trend (ie output gap% ‚actual output ı trend outputv / trend output).

1990Q1 3.47
1990Q2 3.01
1990Q3 1.60
1990Q4 0.46
1991Q1 "0.39
1991Q2 "1.11
1991Q3 "1.98
1991Q4 "2.53
1992Q1 "2.69
1992Q2 "3.19
1992Q3 "3.35
1992Q4 "3.56
1993Q1 "3.26
1993Q2 "3.33
1993Q3 "3.12
1993Q4 "3.07
1994Q1 "2.41
1994Q2 "1.70
1994Q3 "1.03
1994Q4 "0.71
1995Q1 "1.11
1995Q2 "1.07
1995Q3 "1.08
1995Q4 "0.87
1996Q1 "0.72
1996Q2 "1.15
1996Q3 "0.93
1996Q4 "0.06
1997Q1 "0.03
1997Q2 "0.08
1997Q3 "0.13
1997Q4 0.25
1998Q1 0.22
1998Q2 0.08
1998Q3 0.36
1998Q4 0.48
1999Q1 0.16
1999Q2 "0.03
1999Q3 0.10
1999Q4 0.59
2000Q1 1.23
2000Q2 1.24
2000Q3 1.39
2000Q4 1.08
2001Q1 1.02
2001Q2 0.51
2001Q3 0.00
2001Q4 "0.21
2002Q1 "0.43
2002Q2 "0.81
2002Q3 "0.61
2002Q4 "1.01
2003Q1 "0.98
2003Q2 "1.09
2003Q3 "0.72
2003Q4 "0.36
2004Q1 "0.03
2004Q2 "0.06
2004Q3 "0.39
2004Q4 "0.57
2005Q1 "0.98
2005Q2 "1.19
2005Q3 "1.31
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Source:Actual output: non-oil GVA (Chained VolumeMeasure)—OYce for National Statistics—Series
identifier: UIZY.

The methodology used to compare Treasury forecasts with those of the US Congressional Budget OYce (Table
2.3 of the 2005 End of year fiscal report)

Table 2.3 compares the accuracy of the Treasury’s public finance projections with those of the US
Congressional Budget OYce (CBO), expressing the forecast diVerences as a percentage of outturn receipts.

Table 2.3

ABSOLUTE AVERAGE DIFFERENCES BETWEEN FORECAST AND OUTTURN

% of outturn revenues
Year ahead 2 years 3 years 4 years 5 years 6 years

ahead ahead ahead ahead ahead

USA,Congressional Budget OYce 3.0 6.0 9.3 11.0 12.1 13.5
UK, HM Treasury 2.9 4.1 4.9 6.8

Note: Data for USA is from 1981 onwards (1982 excluded) and refers to the primary balance. Data for
UK is from 1970–71 onwards for one year forecasts, 1980–81 onwards for two year forecasts, 1980–81
onwards for three year forecasts, using forecasts from the previous outturn as proxies between 1994 and
1997 and 1980–81 onwards excluding 1981–82 and 1983–84 and again using autumn proxies between 1994
and 1997 for four year forecast, and refers to PSNB or PSNCR.

Source:US data from The Uncertainty of Budget Projections: A Discussion of Data and Methods, CBO
February 2005 (http://www.cbo.gov/showdoc.cfm?index%6119&sequence%0).

In absolute terms, the forecast diVerences for the Treasury and CBO are calculated as follows:

— Treasury: Actual PSNB (or PSNCR before 1998) minus Projected PSNB/PSNCR

— CBO: (Actual revenues minus projected revenues) minus (Actual non-discretionary outlays minus
projected non-discretionary outlays)

These raw forecasts diVerences are expressed in terms of percentage of GDP and billions of dollars
respectively. In order to compare them, we need a common unit of measurement. Typically in Chapter 2,
diVerences are expressed in terms of a percentage of GDP. However, the CBO projections cover only US
federal government activity while Treasury forecasts refer to the whole of the public sector. Since 1981, US
federal government revenues have averaged 18.4 per cent of GDP. Over the same period, UK public sector
current receipts have averaged 39.8 per cent of GDP. As such, a diVerence of 1 per cent of GDP would
represent approximately twice the degree of inaccuracy for the CBO as for the Treasury. To correct for this,
the forecast diVerences are expressed as a percentage of actual receipts.

16 January 2006




