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Treasury Committee: Evidence Ev 1

Oral evidence

Taken before the Treasury Committee

on Monday 27 March 2006

Members present:

Mr John McFall, in the Chair

Angela Eagle Kerry McCarthy
Mr Michael Fallon Mr Brooks Newmark
Mr David Gauke Mr Mark Todd
Ms Sally Keeble Peter Viggers
Mr Andrew Love

Witnesses: Professor David Miles, Imperial College London and Morgan Stanley; Mr Martin Weale,
National Institute of Economic and Social Research, Mr Robert Chote, Institute for Fiscal Studies; and
Ms Bridget Rosewell, Volterra Consulting, gave evidence.

Q1 Chairman: Good afternoon and welcome to our is about, in that there are some additional
announcements which are made in the Budget thisevidence session. I know we are missing one at the

moment but, Bridget, can you introduce yourself year which are fairly minor in scale and if there was
anything fairly significant, the big Budget changesfor the shorthand writer please and then we will

move along the table. if you like, they were announced in the Pre-Budget
Report, but we do not really see that all broughtMs Rosewell: Bridget Rosewell, Chairman of

Volterra Consulting and Chief Economist at the together into an overall statement about the public
finances in a way which makes it easy toGLA.

Mr Chote: Robert Chote, Institute for Fiscal understand what is going on.
Studies.
Mr Weale: Martin Weale, National Institute of Q4 Chairman: The Treasury said in the Budget that
Economic and Social Research. the “domestic risks have receded while global

uncertainties have increased somewhat”. Would
you agree with that summary?Q2 Chairman: And you can introduce yourself
Professor Miles: I think it may be a little prematurewhilst walking!
to conclude that the domestic risks have becomeProfessor Miles: David Miles, Imperial College and
much less important. To my mind, there is still aMorgan Stanley.
lot of uncertainty about quite what is happening in
the household sector, and whether consumerQ3 Chairman: Excellent and what an entrance!
confidence is holding up or not. I think theThank you very much for attending. Maybe just a
Treasury’s central forecast is that the householdgeneral question on the monetary and fiscal
savings rate does not increase very much. Theyframework in the United Kingdom; any
observed that the household savings rate was verysuggestions for improvement?
low in 2004. It has increased a little bit since thenMr Weale: Yes! I think that the framework ought
but they conclude that it will stay roughly constantto be one which allows the Chancellor, Parliament
into the future, which, if true, would represent aand everyone else to address the question in
very low savings rate relative to history. I thinkaggregate; is the country saving enough or not?
there must be a significant chance that manyThere is a key macroeconomic issue as to what is
households decide that they should save rather athe savings/consumption balance and whether we
lot more. If they were to do that the profile ofare making enough provision for the future or not.
consumer spending in the Treasury forecast wouldAt the moment that features nowhere in the
look fairly optimistic in one sense. I say optimisticframework, it features nowhere in the Budget
“in one sense” because in many ways: it would bestatement and, as far as I remember, it features
a good thing if households were to save more. Butnowhere in anything that the Chancellor has said.
of course it would have the corollary that demandMs Rosewell: I would agree with what Martin has
in the economy would be a bit weaker than thejust said and indeed it is one of the things that I
Treasury forecast. I would say that is one of theraised,1 where were the discussions about pension
great areas of uncertainty; so I would not want toissues and some of the big macroeconomic issues
say that domestic uncertainty had somehowthat I would have expected to have seen in the
become rather unimportant.Budget? I think also we have become rather

confused as to what we think a pre-Budget
Q5 Mr Gauke: Can I ask about the output gap.statement is about and what the Budget statement
There seem to be various views. Most
commentators seem to suggest that there is an1 Ev 87
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27 March 2006 Professor David Miles, Mr Martin Weale, Mr Robert Chote and Ms Bridget Rosewell

output gap but perhaps not as great as the Treasury Mr Chote: We do not forecast the output gap
ourselves, but I would just come back to theis arguing. I would be interested to know your
Chairman’s opening question in terms of whatviews.
implication this has for policy, which is that theMr Weale: Could I come back on that and could
framework would be a lot better if it did not relyI refer you to chart BB3 on page 230, which is the
on us being able to date precisely when cycles startTreasury’s chart of the output gap. They say that
and finish and rely on precise measurement of thethere was a cyclical peak in 2001 and since then
output gap. It is clearly a good idea that you haveoutput has been below trend. If you look at this
a framework that allows you to borrow more whengraph there is another what most people would call
the economy is weak, but judging whether thea peak in 2005 and, our own view, and I suspect
framework is passed or failed in some sense basedthat of many commentators, is that the Treasury
on precise estimates of the output gap is puttinghas drawn the trend line wrongly, that if you had
more rhetorical weight on this than its foundationsa lower trend growth rate than the Treasury had
can bear.assumed you would say you were above trend in

2001, and you had the next cyclical peak in 2005,
and since then we have had a slowdown and out
there is an output gap but it is much smaller than
the Treasury suggest. Looking at roughly what the
line might look like, it would be likely to be closed Q7 Mr Gauke: Can I ask further about the
in 2009 at a level by then perhaps 1% lower than implications of your analysis both of the output

gap and also trend growth, particularly with regardthe Treasury sees things. Although of course the
to public finances, because it seems to me that ifexercise was audited by the NAO, the NAO
you are saying that the output gap is not as greatrecognised that there were a number of diVerent
as the Treasury are suggesting, and therefore we areways of doing the calculation. That of course is
unlikely to have perhaps the same level of growthcompletely true. It is also true that estimates of the
in 2007–08 as the Treasury are suggesting—and Ioutput gap are subject to substantial revision
do not know if that is a fair inference to make frombecause you really need a considerable element of
what you are saying—then the position on publichindsight to assess it, and that raises a question
finances is perhaps less rosy than the Treasury isabout how useful it is as a tool for policy analysis.
suggesting?My own best guess, for the reasons I have given,
Mr Chote: Yes it does. If you look at the overallis that the Treasury is overstating the trend growth
pattern of where the Treasury is expecting therate in that period with the two peaks and that
current budget balance to go over the next fewactually we have only a small output gap,
years, they estimate a deficit of 0.9% of GDP inconsiderably lower than they show.
2005–06 to a surplus of 0.8 in 2010–11, so you have
got a swing there from the red to the black of about
1.7% of GDP. Almost half of that is supposedly aQ6 Mr Gauke: Can I ask the rest of the panel
cyclical improvement brought about automaticallywhether they agree with that?
as we have a relatively strong growth in theMs Rosewell: I would certainly agree with that but economy and therefore a relatively strong growth

I would also add that I think the internal evidence in tax revenues, so if there is less of an output gap
suggests that the Bank of England would concur there is less scope for that growth to come through
with that analysis in that they have focused quite and there is less scope for that cyclical
a lot on the resource take that is going on in the improvement to take place, in which case more of
economy and have suggested themselves that the the current deficit is structural rather than cyclical
output gap is rather smaller than the Treasury than the Treasury believes.
suggest. Ms Rosewell: If you recalculate the public finance
Professor Miles: The statistical analysis that position using consensus growth forecasts, for
Morgan Stanley have done would suggest that the example, which would make some of these
output gap is somewhere between °% and ²%, adjustments, I suspect, then you only get about half
somewhere in that range. I think the Treasury’s the improvement, which is more or less the same
forecast is 1®% or so. So I think it is at the high sort of thing as you are saying, but that is just using
end of estimates of the output gap. It has an the consensus forecast rather than the Treasury
implications as well in terms of where growth may forecast for what is likely to happen to output. We
be going and on what has happened to have calculated that. I have not actually had a
productivity. I think the Treasury’s view would be chance to send it through to you but I will do that.
that there has been no significant slowdown in Professor Miles: On these projections of the
trend productivity, which is why they get a Treasury forecast, after the end of this year the
relatively large output gap, whereas many view is taken that for the purposes of fiscal forecast
statistical techniques would take account of the they will assume the trend rate of growth in the UK
very sharp slowdown in actual measured as 2®%. This is lower than their assumed best guess,
productivity in the last 18 months or so and or neutral rate, which I think is 2°%. So they do
therefore reach the conclusion that trend growth in the longer term take account of the prospect of
has actually slipped a little bit in the UK. That is growth being somewhat slower than the average

over the last five or 10 years.important looking to the longer term.
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Q8 Mr Gauke: David Miles mentioned earlier Q11 Mr Fallon: I just want to be clear, accepting
about trend growth falling. Is that a view that the the wider definition that it is wider than retail
rest of you have? Do you think trend growth is spend, when the Budget forecast for private
in decline? consumption growth has been increased since the
Mr Weale: Of course there is a question exactly PBR; is that right or wrong? Is that fair?
what you mean by the trend. The Treasury Ms Rosewell: I do not remember. Does anybody—
explained that they expect trend growth to fall as
women born immediately after the Second World
War start to retire and the first element of the Q12 Mr Fallon: The Red Book says: “The Budget
immediate post-War baby boom drifts out of the forecast for private consumption growth in 2006 is
labour market, but in their paper on productivity slightly higher than in the Pre-Budget Report . . .”
they take a very optimistic view about trend Are they right to do that?
productivity, which is one of the things driving Ms Rosewell: I would not myself do that, no. If
trend growth. They focus on the first half of the anything, I would have weakened it rather than
economic cycle, the upswing. Normally things look strengthened it.
better in the upswing than they do in the
downswing and on that basis you can say either
that the trend has declined or that it was never as Q13 Mr Fallon: Let us turn to the other ambiguity
good as the Treasury were saying. in the housing market. The IMF Report said that:

“StaV suggested that house prices are likely still
Q9 Mr Fallon: Could you clear up the confusion in overvalued . . . ” The Red Book said: “The housing
the Budget for me over consumer confidence? The market has undergone a smooth realignment.”
March MPC Minutes said that “consumer Who is right on that one?
spending weakened after Christmas” and the Red Professor Miles: I think the issue of whether house
Book says: “Consumer confidence also appears to prices are about right, slightly too high, way too
have firmed of late”; so who is right? high or may even have further to rise is a very
MrWeale: Consumer confidence is a diVerent thing diYcult one. I note that in today’s Financial Times
from consumer spending. It is measured by market one of the UK’s leading experts on the housing
research firms who ask consumers questions like, market, John Muellbauer is now of the view that
“Do you feel confident about the future? Are you house prices are not so overvalued in the UK. To
planning to buy a new car?” those sorts of things. my mind, it depends very much on one particular
On the basis of the work we have done it is a figure thing which is diYcult to predict. This is what willthat is almost completely uninformative when happen to the level of long-term real interest rates,juxtaposed against hard data, what is happening to

which have fallen to extraordinarily low levels,retail sales; what is happening to consumer
lower than anyone would have thought. If theyspending and so on, so they are diVerent things.
were to stay at these very low levels, it would not
be surprising if house prices would be rather higher

Q10 Mr Fallon: So the forecast for private than people had thought sustainable a few years
consumption growth is not so robustly based as the ago. I think that pushes one on to this question of
Bank’s forecast? how sustainable very low real interest rates are.
Mr Weale: In constructing a forecast for
consumption growth, my own view is that the
Treasury should not be basing it on consumer Q14 Mr Fallon: Would anybody else like to answer
confidence figures. They may do; I do not know this ambiguity?
how they do it but they should not be. Ms Rosewell: I am not sure that it is possible to put
Ms Rosewell: It is not clear that that is actually a view on what is the “correct” valuation on housewhat they are doing, but I think we also need to prices. If you like at prices in relation to earningsdistinguish between the retail sales story and the

then they are clearly at record levels. If you lookconsumer spending story. We do have some figures
at interest and mortgage payments in relation tofor retail sales for the early part of this year and
incomes they are not at record levels so it does turn,they are indeed very weak. Consumer spending,
as David says, very much on what you thinkhowever, is a lot more than retail sales, and indeed
movements in interest rates are going to be on theretail sales have been falling as a proportion of
one hand and, secondly, the other bit of thetotal consumer spending for some years now as
conundrum if you like is what is happening on thepeople moved into buying services and holidays
supply side of those houses. There are attempts toand all of those sorts of things as much as they buy
speed up the provision of new homes and so on,things. On the other hand, it is undoubtedly the
but I think it is very much at the moment uncertaincase that on the retail side of things it is weak and
whether those will succeed or not. If that is the caseI think there is also some evidence to suggest, as
then I think we will continue to find ourselves inDavid was saying earlier, that consumers are taking
the position where we are not supplying the kindsa much more stringent attitude to their own
of houses that people want to buy and to live in andfinances and their willingness to spend rather than
therefore that will continue to push those values up.save, so I would be cautious at any rate about the
People want houses and there are not enough ofconsumer spending forecast, although this does not

seem to me to be an unreasonable one. them; it is pretty simple really.
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Q15 Mr Love: Can I just ask going back on Living oV other people’s saving in retirement is a
trick that I cannot quite see working. In otherconsumer expenditure, The Economist said at the

weekend that we have had 10 years of consumer words, if you rely on other people’s savings instead
of your own savings, you have to pay the interest,expenditure driving growth in the economy; it

cannot last. What is your view? you have to repay them at some point and it is not
the same thing.Mr Weale: My view is that consumer expenditure

is not going to make the sort of contribution that
it has done in the past and, for what it is worth, I Q18 Mr Love: Can I move on to business
am slightly more pessimistic about consumer investment. As everybody has commented, the
spending growth than the Budget. Indeed, by the environment is somewhat supportive at the present
time you get to the 2008 projection the Budget does time yet we continue to have weakness in business
show very rapid growth in household consumption investment. How do we explain that? Perhaps I can
again, or growth at least in line with GDP, and that try again with Mr Chote.
seems to me something which is, on balance, an Mr Chote: You can try again but it is not to my
optimistic view. comparative advantage. I think one point I would

make, though, is that one interesting feature is
when you consider why it was explained to us forQ16 Mr Love: I was going to say you are a

pessimist but is there any optimism on consumer many years that it was going to be very valuable
to put in place a framework that would deliver aexpenditure in the medium term?

Professor Miles: I am not sure what optimism and stable macroeconomic environment. One of the
frequent arguments that was made was of coursepessimism means in this context. I would be

worried, in some sense, if the Treasury forecast this would create an environment that was
conducive to greater business investment. Clearlyturned out to be right because what that would say

is that the savings rate stays at today’s level which one of the sad features that the Government has
had to deal with is the fact they have managed tothey estimate is around about 5.5%, a very low

number in the longer term. The projection is that deliver the stability in no small degree, but we have
not seen business investment come along aside itconsumer spending rises about in line with, but in

fact slightly more than disposable income next year which means there are other things depressing it,
which I am sure my colleagues will now elucidate!and the year after and that therefore the savings

rate, if anything, moves marginally down from
what is already a very low level. I would be Q19 Mr Love: We all know it is depressing, what
somewhat concerned if that is how the UK we are trying to do is to understand why. Mr
economy played out given that we are probably Weale?
saving too little and it would be good to save more. Mr Weale: I cannot oVer you a full answer to that.
Ms Rosewell: On the other hand, we have had 50 It is true that in aggregate profits are very high and
years where the consumer has driven the economy, of course interest rates are low, but the oil sector
not just 10. Without the consumer we do not have has done well at the expense of the rest of the
an economy. You need people to be out there economy. That said, even if you look at companies
spending money. If you look at the contributions that are not involved in the oil sector, one does not
to growth, for example, the Budget expects get the impression that they are facing profitability
something like an increase in investment rising problems. One suggestion is that companies are
from around 2% to around 4% but that only adds increasingly aware of the shortfalls in their
a quarter point to the overall growth rate because pensions systems and the fact that they may need
it is a much smaller share. To my mind, it is not just to make some sort of provision for that. It is not
about the consumers and whether they are going to quite as clear as one might think that ought to
go and spend (because if they do not we are all in depress investment because if there are profitable
a mess); it is also about what other things are going investment opportunities to be taken up those do
on out there, and what worries me about the not disappear simply because you have to fill up a
picture that we have got here is there does not seem hole in your pensions system. Why not issue more
to be much else except the consumer. equity to finance the extra profitable opportunities

and fill up your pension hole as well? I suspect that
company treasurers do not see it quite like that.Q17 Mr Love: I am going to come to business

investment in just a second but before I go oV this They see “we have got this massive black hole so
we had better not spend too much” on what on thetaking up the point of savings, yes of course the

savings rate in this country is very low but there is face of it would seem to be profitable investment.
That is a partial explanation but I must say I ama glut of savings internationally. Can that solve our

problem in the short term, Mr Chote? rather mystified why with a nicely rising stock
market, high profits and low interest rates we haveMr Chote: I am going to pass that one on to people

better qualified to answer. such a depressed investment performance.
Ms Rosewell: Surely the prospects for investmentMr Weale: Living oV other people? Living oV your

own saving in retirement is something people depend not on past ability but upon your
expectation of future stability? You are going totypically expect to have to do, except insofar as the

government provides state pensions and so on, invest in an opportunity which appears to be
profitable in the future not in the past, so thebecause people who belong to company savings

schemes are eVectively accruing their own saving. question therefore has two aspects. One is your
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ability to expose your company, and there I think Mr Weale: No, the future is always uncertain.
the treasurers are right to worry about the money
that they need to put into their pensions deficits. Q23 Mr Love: More uncertain than it was.
That is money that is going out of the business and Mr Weale: Fairly soon after I started forecasting
the fact there is some theoretical opportunity out and made some reference to uncertainty, one of my
there does not alter the cashflow facts. I think the colleagues said people always claim that it is
importance of that feature should not be particularly uncertain at the moment. Yes, oil
underestimated, certainly from the discussions that prices have gone up quite a lot. Whether that means
I have with company directors. The second part is they are likely to go up quite a lot further in the
whether people expect that stability to be future I am not convinced. I should have thought
continuing in the future and that is not, after all, that the international environment actually looks

more favourable than it has done for some time.just in the gift of any government policy but is also
Mr Love: We will come back to that.to do with international circumstances, what you

think about oil prices and the vulnerability of your
company and its investment to those features. As Q24 Ms Keeble: I have just some questions about
is pointed out in these documents, in many places employment and migration. In the Bank of
we are an open economy and globalisation is an England’s February Inflation Report the Bank
important fact and a feature of that economy and suggested that migration was having a dampening
therefore the instabilities in the world economy are eVect on wages in certain sectors of the economy,
relevant here. in particular in agriculture and hotels and catering.

How eVective will migration be therefore in
improving productivity if it is concentrated in those

Q20 Mr Love: We have talked about pension funds particular sectors? I do not know who wants to
deficits, which clearly is a factor and high energy answer that.
prices, which is clearly a factor. There is some talk Professor Miles: It may well have an adverse eVect
about companies investing overseas rather than in on measured productivity. It may well be that jobs
this country, high capital gearing, mergers and are being filled in the UK which in the absence of
acquisitions. How do we rank these things? What significant migration would not be filled, they
are the important factors and what are the less would be moved elsewhere, and wages would be
important factors? higher. Average productivity might actually then be
Professor Miles: I am very sceptical about the higher in the UK although the number of people
pensions part of this story because although it employed and the level of GDP would almost

certainly be lower. It may well be that one of thesounds superficially plausible the evidence is not
factors behind relatively weak labour productivityreally consistent with it being a big factor. The
in recent years is that there are more unskilled jobsBank of England, as I recall, very recently
being filled in the UK. That is a positiveproduced a report which looked at whether or not
interpretation of lower productivity in fact. I thinkthose companies that had the biggest pensions
what it is likely to do is to show up in highproblems were those who had had unusually weak
profitability in the corporate sector rather thaninvestment. They could not find any evidence at all
high labour productivity. It may be no coincidencethere was a link between those companies with a
then that over the last couple of years we have seenbad problem and cutting back on capital spending.
labour productivity growth rather weak butI think that the situation—and this is hinted at in
corporate profitability very strong.some of commentaries in the Budget papers—is

such that we may be making more of this than we
Q25 Ms Keeble: Do you think that the currentmight. It seems to me pretty plausible over time
position is sustainable given the sensitivities thatthat as the manufacturing sector has shrunk, and as
exist around lower wages and increased risk inthe reliance on heavy industry is now much lower in
agriculture and hotel and restaurant working?the UK, that it could be that more investment now
Professor Miles: I think that may come down tocomes in the form of training, research and
more political than economic judgments. If you askdevelopment, people learning how to use
the question: “are there large numbers of peoplecomputers and doing training courses.
prepared to come into the UK and do jobs at wages
which do not attract many British people to do
them?”, I think that that supply side influx into theQ21 Mr Love: So the service sector needs less than
UK is likely to continue at high levels for a longmanufacturing.
time. Whether or not it is politically sustainable IProfessor Miles: In a sense that is investment. If I
think is a diYcult question and not one for antake a day away from the desk and go and learn
economist really to have any insight into.how to use a computer better, it seems to me that

is investment. Nobody in the OYce for National
Q26 Ms Keeble: A further more general pointStatistics is going to measure that as investment.
because I know we have got to move on, interesting
though this area is, with the recent increase in

Q22 Mr Love: You all think that uncertainty is a unemployment how much of that is due to higher
factor; I think that was the point that you were a participation rate by certain sections of the

community and how far is it due to job losses?making.
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Professor Miles: I think the number of people Q28 Angela Eagle: There has been this recent
slowdown in unemployment and some people thinkemployed has until very recently continued to rise,
that it is that which has had the puzzling eVect onso whatever losses there have been are concentrated
productivity figures, and that is the quite significantin particular sectors and as companies lay people
softening in the last year. What is youroV they have been more or less balanced, and
interpretation of what is going on with productivityindeed more than balanced, by job creation
first of all within the country?elsewhere. I do not think one can point to the
Mr Weale: Could I say on that that I largely agree,unemployment figures which have been moving up
insofar as one can make sense of the data, with thenow for six months or more and say it is self-
view that having had a period of slow growth inevident that job losses are driving unemployment
output, which perhaps took businesses a bit byup. The actual number of people employed, until
surprise, it certainly took the Government byvery recently I believe, has continued to rise.
surprise, we are now starting to see people beingMs Rosewell: The other point in this is that a lot
more reluctant to recruit, not replacing people whoof these numbers although they are big headline
leave and so on. That is leading to the factor behindnumbers are actually rather small in relation to the
the rise in unemployment that is going on. Theoverall size of the economy or even the overall size
other known factor which has influencedof some of the sectors, less so in agriculture
productivity is that of course we have seen a largeadmittedly but agriculture is a tiny sector in the UK
expansion in the public sector and as measured ateconomy. So I am still not completely convinced
the moment productivity in the public sector doesabout how important all of this is to the overall
not grow as fast as in the private sector so that doesperformance of the UK economy, even if we can
have a depressing eVect on the overall growth rate.identify these particular features in some individual

sectors. I read the Bank of England piece but I was
not completely sure I agreed with the conclusion Q29 Angela Eagle: What about international
that you could draw a general conclusion from comparisons because looking at them they look
those particular results. After all, there have always good and the Red Book talks about the gaps that
been quite high levels of migrants and temporary have been closed in the other major industrialised
workers involved in the hotel and restaurant sectors economies, particularly with Japan and Germany
at low wages and now we have just got diVerent catching up with France but not getting anywhere
groups involved in it. I am not convinced that this near the US. As Bridget Rosewell said earlier, we
is really a big story. are a very open economy and globalisation
Mr Weale: I wanted to make the point first of all continues. Are there any things you think the
that some of the migration is very high still. I hear Government should be doing to improve
from people at the French Embassy that France is productivity levels with respect to international
worried about the highly trained people who are comparisons?
leaving France either temporarily or permanently Ms Rosewell: My worry about all of this is that I
(I do not know) to come and work in London find some of the statistics unconvincing in a
because it is an environment that they prefer. We number of respects. Firstly, a lot of the productivity
should not think of migration as being entirely low gap that is identified in the statistical sense is in
skilled or even necessarily mainly low skilled things like wholesale and retail and yet that does
workers. The second point is that in terms of flows not feel plausible when I go and visit the countries
of migration we know very little about it. The ONS in question and look at how their sectors appear
has very major diYculties in collecting migration to operate. So there is a suggestion there that the
statistics. They quiz people going through ports statistics may not tell all the story that we have got
and airports “Are you a migrant or not?” but that here and the productivity report that was published
is more or less the only handle they have. Everyone by the DTI as part of the Budget pack has rafts of
recognises that we do need to know more about the references and so on the but I am not sure even
numbers migrating. then that we really get beyond that kind of

statistical analysis. We conclude, for example, that
better management means better businesses, yes,Q27 Ms Keeble: All of you are giving a very
but I am not sure that leads to an obvious policycomplacent picture, in a sense, in that you are
conclusion. My interim policy response would besaying that migration is a small story, it is likely
to stop believing that we can do it better thannot to have a wider impact, and you are also saying
businesses and let them get on with it.that the recent rise in unemployment does not look

as if it is particularly significant. Is that a fair
interpretation of what you are saying? Because Q30 Angela Eagle: But the report on productivity
sometimes when you look at it from a diVerent which was produced by the DTI, and you have just
angle it can look quite diVerent. referred to it, has a strategy. Whether you think
Professor Miles: I would not say migration is a government should have a strategy to try to
small story at all. I think that the recent movements improve structural productivity or not I suppose is
in aggregate employment and unemployment are another matter, but it does talk for example about
relatively small but I think the impact of migration skills and we know that the Leitch Report has
is a very significant factor. identified major problems particularly with a long

tail of low skills due to our lack of advancedMs Keeble: You think that is, thank you.
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vocational structure. Does anyone think the productive because it has more capital stock,
leaving aside the depreciation question. You onlyGovernment should be doing this or do you all

think we should just leave it to the market? get capital by saving and there is a cost to building
up your capital stock as well as a benefit to beMr Weale: No, I certainly do not think that skills

issues should be left to the market. Going back over gained from it, so we should not simply look at
France and say because it is more productive itthe last 30 or 35 years it has been known

that schools in Britain were good at educating must be better oV. They have saved more in the
past and that is delivering something but they haveable children and left a very long tail of

underperformers and for 15 or 20 years people to run harder just to keep still because they have
more capital.have been interpreting Britain’s productivity

performance in the light of that. Obviously since
governments everywhere are responsible for Q34 Angela Eagle: Finally on public sector
primary and secondary education, it is the productivity, there are problems trying to measure
Government’s obligation to make sure that our this in a meaningful way and the Treasury has been
schooling system performs as well as those in other trying to do some work to come up with methods
similar countries and does not have this long tail of measuring it that do not lead you to some
any more. You have the separate issue of people bizarre conclusions, if productivity goes down
who are now adults but who were let down by the when you have lower class sizes, for example. Does
schooling system in the past, and there, too, it anyone have any comments on how that work is
seems absolutely right that the Government should proceeding and whether we are any closer to having
be essentially making up for things that should any meaningful way of measuring productivity in
have been done in the past. the public sector?

Mr Weale: First of all, lower class size may be a
Q31 Angela Eagle: The view generally is that reduction in productivity. Secondly, I think the
productivity increases when you have a more work does have a lot more to be done to make sure
competitive environment for business to work in it has logical coherence. There seems to be a
and be challenged in. Do you think that we are confusion between values and quantities and also
doing enough in that realm or that there are still in things like health where one wants to measure
too many areas in the UK economy that are too improvement to patient quality/patient experience,
sheltered from competitive pressures? as far as I can see, they are giving that far too much
Professor Miles: I would have thought that the UK importance relative to saving lives, so I think there
economy is rather highly competitive in very many is quite a lot more there to be done.
sectors, probably more so than other countries
which have significantly higher labour productivity.

Q35 Mr Gauke: The Treasury argues that if youIf you looked at the UK relative to France, you
look at this economic cycle as compared to awould probably say that the UK is more open and
previous one productivity appears to be improving.more subject to overseas pressures. Certainly you
Bridget, I think you have expressed some viewshave overseas companies able to buy UK
on this.companies more easily. Probably on balance the
Ms Rosewell: They took two parts of the economicUK is a more competitive economy but one that
cycle, so both an upswing and a downswing andhappens to have lower labour productivity.
then a revised upswing, and they have compared
that to only half of that, in other words the first

Q32 Angela Eagle: So how come France is doing part of that, and then through to at least what
so well with its productivity figures and we not; is appears to be that trend point, given the discussions
the theory wrong? we have already had about that, that is very
Ms Rosewell: It has high unemployment. incomplete. We have now come into the next part

of the downswing so you are not really comparing
Q33 Angela Eagle: Just purely that, you think? like with like, so it seems to me that it is certainly
Ms Rosewell: It is certainly part of the story. premature and rather misleading to say that the
Mr Weale: There are two points actually that are performance of the UK economy has improved in
very important to remember. First of all, that respect.
productivity is calculated from gross output. That
is including what you need to increase the

Q36 Mr Gauke: I think you used the expressiondepreciation. France is more capital intensive than
“sleight of hand” on Newsnight, if I rememberBritain and if you take oV the depreciation
rightly.component then the gap narrows. The same point
Ms Rosewell: Possibly I did. It must show in thecan be seen even more strongly relative to the Irish
transcript.Republic. That is very intensive in industries with

very rapid depreciation, and if you correct for the
depreciation their performance is worse than ours. Q37 Peter Viggers: Questions on external demand

and UK trade. The current deficit is projected toSo to focus on output net of depreciation rather
than the figures that the Treasury stresses would widen in 2006 and then remain stable over the

forecast to rise by about 2.75% of GDP. Exportsgive a more accurate and indeed slightly more
favourable view of Britain’s position. The other of UK services were not very strong in 2005; they

rose by only about 1%. The Treasury and the Bankpoint to remember is that, yes, France is more
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expect the proportion of growth attributable to net earning a much higher rate of return—and good
luck to it—on its overseas investments. You havetrade to be neutral this year. Do you agree about

this assessment? central banks in poor countries holding dollar
denominated assets in extraordinarily largeMs Rosewell: I think broadly I do, yes. It could go

either way but at the moment I do not see any quantities which yield very low rates of return for
their populations. This is a strange situation andreason to think that it is going to move strongly in

one direction or the other compared with where we it was one that Larry Summers, currently head of
Harvard, pointed out in a speech a couple of dayshave been. I think it is slightly odd, given the way

the Chancellor has presented the Budget, that he ago. This is bizarre.
Chairman: He has moved on since then.should think that but my own expectation would

be broadly in that range.
Q42 Angela Eagle: I thought he had to leave.
Professor Miles: He is still there.Q38 Peter Viggers: A weak euro has contributed to

recent slow export growth. Do you think the euro
is likely to strengthen and its trade demand to Q43 Mr Newmark: He is leaving next year.
increase? Professor Miles: He is leaving.
Ms Rosewell: Forecasting exchange rates is
something I try not to do. If you want me to take Q44 Peter Viggers: People have been tolerant of the
a medium term position I would say that I would United States’ current account deficit because of
expect the euro to remain broadly in the band that the extraordinary flexibility and strength of the
it is in over the next few years. American market. How would you compare and

contrast the positions of the United States and the
Q39 Peter Viggers: The UK, as a result of what we United Kingdom in terms of flexibility and ability
have been talking about, has continued with a to withstand in the longer term?
significant current account deficit. How sustainable Mr Weale: I think in the United States what makes
is that? the exchange rate sustainable is that the Far
Ms Rosewell: My own position is that at the level Eastern countries, China in particular, peg their
it is at the moment I think it can be sustained. currency to the United States dollar, operate a
There is enough external demand for the currency system of exchange control which makes that work
to maintain that sort of proportion of GDP, after and will not let its currency rise against the dollar.
all it is still a lot lower than the US. In those circumstances, given that it wants to go on

trading with the United States and to take up the
opportunities that arise, it has essentially no optionQ40 Peter Viggers: You do not see pressures on it

being unsustainable? except to buy these securities. The United
Kingdom, of course, is in a rather diVerent system.Ms Rosewell: No.
No-one of any significance is pegging their currency
to our exchange rate so we have a much more freelyQ41 Peter Viggers: Self-evidently. What about the
floating exchange rate. In those circumstances theUS trade deficit? The risk from global balances
sort of imbalance that the United States has I thinkcontinues, would you say the risks have changed
is probably rather less likely to arise here.since the Pre-Budget Report in the last three or
Ms Rosewell: The other thing, of course, is the USfour months?
economy itself is so large in and of itself that it hasMs Rosewell: Since the Pre-Budget Report I think
flexibility within the domestic economy, never mindit probably would be in that Japan has essentially
its position as the imperial power.announced the end to it continuing to push

liquidity into its system. It is not clear the extent
to which that is going to start moving the way that Q45 Mr Newmark: This next subject I would love

to spend an hour discussing with you but I gatherthose imbalances operate in the sense that that
Japanese liquidity being part of the system is one of I have got a few minutes and it has to do with the

whole of Government accounts and the definitionthe things which allowed that movement of funds
around the system which enabled the US deficit of what is on balance sheet and oV balance with

respect to PFI and the definition of what its actualtrouble, large numbers of dollars to be maintained.
It is not clear to me the extent to which an end to public sector pension liabilities are. Given the 11

month delay in producing central governmentthat process is going to undermine the ability to
continue to finance that deficit. David may have a accounts for 2004–05, how realistic is the

Treasury’s timetable for publishing and having abetter view on that than I do but that must have
changed the balance of those risks somewhat; I am fully audited set of whole Government accounts for

2006–07?not clear how big a change that is.
Professor Miles: My own view would be that the Ms Rosewell: There is, after all, a huge diYculty in

the sheer accounting issues producing a whole setlonger the US runs a current account deficit at an
extraordinarily large level the more likely it is you of Government accounts with all the subsidiaries of

departments and sub-departments and agenciessee some potentially rather sharp adjustment at
some point in the future. It is a very strange and so on which means that inevitably it will take

some time. If you want it to be reasonably correctsituation we are in that you have people in some
of the poorest countries in the world lending money then you will have to allow it to take that time. I

do not see any ability to short cut that. I shouldto the US at very low interest rates and the US
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say I did sit as Chair of the Audit Committee for analysis, that a lot of these projects should be on
balance sheet not oV balance sheet? This goes backthe Department for Work and Pensions for two

years so I do have some direct experience of how to the Chancellor’s issue of transparency.
Ms Rosewell: In my opinion what really matters isdiYcult it is, how time-consuming and how hard it

is to be able to produce a set of accounts. whether we are being transparent about what it is
that we are doing; how we are financing things and
how we are raising funds to finance those things.Q46 Mr Newmark: Just to point you in the
A lot of the discussion about who bears the risk isdirection I am going, I think part of the problem
quite arcane and not very realistic in many respects.has to do with the qualification of the whole of

Government accounts because of the diVerences in
Q51 Mr Newmark: It has an impact because if it isaccounting treatment for PFI schemes. I am
on balance sheet then it makes a fool of the conceptcurious: what do you think this will do for public
that public sector net debt is eVectively 35% ofconfidence in accounts?
GDP instead of a higher figure which then breachesMs Rosewell: If the whole of Government accounts
every other rule that the Chancellor has putwere qualified? I do not think it would change
upon us.anything at all actually. How confident do we think
Ms Rosewell: I also think that picking 30, 40 orpeople are in them in any case?
50%, it was a question of what was on the balance
sheet at the time the number was picked and whatQ47 Mr Newmark: That is a good question. How
is a number a bit larger than that rather thanconfident do you think people are?
anything which has any objective meaning to itMs Rosewell: After all, I presided over a set of
at all.accounts which had been qualified for the previous
Mr Chote: I agree with that. The idea that there is13 years on the basis that the agencies concerned
any huge significance to the 40% number does nothad identified that fraud did indeed exist in what
stand up. You can take a whole diVerent set ofwas then the Department of Social Security and the
views about what future liabilities you should takeBenefits Agency and, latterly, the DWP. Does that
into account in judging the Government’smake people more or less confident? Certainly it
underlying financial position and, indeed, the factputs some pressure on trying to deal with the issues
that the Government, unlike in the private sectorbut they remain very intractable and the standards
context, of course has the ability to levy tax revenuethat you have to reach are quite stringent, let alone
in the future, which perhaps one should take intothe fact that Government’s accounts are still
account if you have a really holistic view. I think,operating on UK GAAP and not the international
as Bridget was saying, transparency is clearly veryfinancial reporting standards, which is another
important and in that sense, leaving aside theproblem altogether. I think much more interesting
debate over whether public sector pensions forI would say to the public is this question about
example should be on balance sheet or not—what is on the Government’s balance sheet and

what is not on the Government’s balance sheet. Are
Q52 Mr Newmark: What do you believe?transport assets—all of them—on Government or
Mr Chote: Personally I would be quite happy withoV Government? One of the things I have been
having them on. The idea that that means that youworking on for years now—or it feels like years,
then stick with the same target is obviously absurd,certainly—is Crossrail. That is a big project which,
the numbers are completely diVerent. At least theI think, almost everybody agrees is a good idea,
Government is being upfront in its long-termwould create value, would create output, et cetera,
public finance report, for example, what itbut it is such a big project that nobody knows how
estimates that the cost of providing public sectorto fund it.
pensions is going to be, X number of years down
the line. In thinking about the sorts of policy

Q48 Mr Newmark: London & Continental which adjustments one might need, I think is as
was oV balance sheet suddenly it has been brought informative to look at what are we spending on
on balance sheet. public sector pensions today and what do we
Ms Rosewell: That is much smaller though. anticipate we will be doing 30 or 40 years down the

line than getting too hung up about precisely what
Q49 Mr Newmark: I appreciate that. you put in the basket and what you take out.
Ms Rosewell: That is one and a half billion rather
than 10. Q53 Mr Newmark: Let me ask you the question:

what discount rate do you think we should be using
for the public sector pension liabilities that are outQ50 Mr Newmark: The Comptroller and Auditor

General recently said that many oV balance sheet there? Stunned silence again! Should it be a
corporate rate? Should it be a risk-free GovernmentPFI projects relate to projects where the risk still

lies with the local authority or National Health rate? Should it be 1.8%? 2.8%? I am just curious to
see what discount rate we should be using.Service trust. If the majority still lies with the local

authority it should be recognised as on balance Professor Miles: Whatever number you use as a
discount rate arguably one could use the samesheet and, again, driving home this point of this

confusion between what is on and what is oV, I am number to discount future receipts of revenues for
the Government. If you use a low number youcurious do you think, given the risk and the
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would have a high cost of pensions—a huge Mr Weale: I give the same answer that being
outside the Euro Area we do not have any formalnumber; and also a high value future tax revenues.

If he uses a high discount rate they both come obligations and what matters is whether the public
finances are in good shape not what the Europeandown. It might not add up to a tin of beans.
Commission think of them.

Q54 Mr Newmark: If you use a lower discount rate,
Q62 Mr Todd: I think you are pretty muchfor example, let us say you use 1.8%, you could end
endorsing the Chancellor’s position in thisup with £850 billion of pension liabilities oV

particular question. The estimate of taxes andbalance sheet.
national insurance contributions through theMr Weale: That is perfectly true.
figures produced in the Budget, do you subscribe
to the Treasury’s estimates? The IMF have queriedQ55 Mr Newmark: We should be on balance sheet.
some of the forecasts in the past.Mr Weale: Looking at the overall issue “Is the
Mr Chote: The path of tax revenues lookingGovernment solvent or not?” and making the best
forward?projections you can of tax revenues given current

rules and Government payment given current rules
Q63 Mr Todd: They particularly queriedand plans for the health service and so on, studies
corporation tax.tend to suggest that the answer you get is not
Mr Chote: If you think back a year ago we wereterribly sensitive to whether you use 2/3/4% as the
arguing that we had some quite serious doubtsdiscount rate. It matters, as David says, if you look
about the forecasts and in particular corporationonly at one side of the balance sheet but if you say
tax stood out as the most important. I think the“Is the Government solvent or not” it does not
Pre-Budget Report moved us rather closer. It wasmake much diVerence.
less ambitious in terms of what it was looking for
in terms of corporation tax revenues in the future.Q56 Mr Newmark: In terms of percentage of GDP When we last did a forecast in January, which wasit certainly does. If you say if you use a discount obviously prior to the Budget (but not a great dealrate of 1.8% you end up with £850 billion of has changed in the Budget), we would still havepension liabilities oV balance sheet that perhaps thought that they were being a little over-optimisticshould be on balance sheet, you add that to on corporation tax revenue looking forward but a£436 billion of on balance sheet, you end up with lot less so than we would have said prior to the Pre-£1.3 trillion of debt which is 105% of GDP. Budget Report. On the other side, we tend to getMr Chote: The target looks on the debt side. higher estimates of the revenue gains that the
Government makes through fiscal drag looking

Q57 Mr Newmark: The Chancellor keeps going on forward—the assumption that income tax
about “35% of GDP, is this not a great figure”, and thresholds do not keep up with earnings growth.
it is not. We start oV with a gap that is largely corporation
Ms Rosewell: All of us would say the level at which tax and how much of that is going to rebound,
it is set depends entirely on where you have started particularly for the financial sector over the next
in terms of what you have put on balance sheet. couple of years or so, and then the gap between our
Mr Weale: The point is that they are diVerent revenue forecast and theirs narrows over the next
shades of grey. To be informative we should not few years as we get more out of fiscal drag than
worry about what is on balance sheet or what is oV they do.
balance sheet. We should have the diVerent Mr Weale: Could I say on that, the projections for
liabilities presented in a table. corporation tax revenue show continuing

buoyancy. I think 2008–09 on the basis of this
projection is likely to be a cyclical peak. TheQ58 Mr Newmark: It should be transparent?
Treasury projection just shows revenue as a shareMr Weale: It should be transparent and the table
of GDP going up and staying up so I think it mayshould explain the nature of each liability.
continue to rise but I am not as optimistic as the
Treasury that that is a permanent position. I think

Q59 Mr Newmark: I agree with you. the Government is being too optimistic about
Mr Weale: People might interpret it as they revenue. I think a further redefinition of the Golden
think fit. Rule may be needed to ensure that it is met, and I

am sure that will happen if it is needed. At the same
Q60 Mr Todd: The European Commission has put time I think the overall perception is a lot more
a yellow card in the face of the British Government realistic than it was a year ago.
over debt levels. Do you think that anything done
in this Budget will reassure them? Do you think it Q64 Mr Todd: Brooks has danced around one of
matters if they are reassured or not? the ratios that politicians debate quite vigorously,
Ms Rosewell: I think the answer to that is no another one which tends to crop up is tax to GDP
and no. ratios in the UK. What has the trend movement

been in those terms against other countries? The
Chancellor recognises that tax to GDP has risen inQ61 Mr Todd: Good. Does anyone else have any

comments? the recent past and will continue to rise marginally
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in the immediate future. What is your perception Ms Rosewell: I am not sure I agree with that
because there are a number of things about tax orof that in terms of our comparison to other
that we do tax which are not necessarily the resultsimilar states?
of my hard work. I might have a brilliant idea, itMr Chote: I think, roughly speaking, if you look
is not necessarily because I went out and worked atat the tax burden conventionally defined for
it. Equally there are other commodities which haveinternational comparisons, when Labour came in
world prices. In terms of the overall tax take, thesewe would have been about a third of the way up
are all things that we tax and on the wholethe table and we are now approaching half way. We
governments try to tax things which do not movehave moved somewhat towards higher tax burden,
very easily or that they think people will go oncloser to the median of the industrial countries but
spending on like drink, cigarettes and so on.not quite there yet, I think. That is quite sensitive
Governments have always done that and now theyto the end point so we may be a little higher than
are doing it with North Sea oil so I am not sure Ithat would suggest.
do want to draw a distinction, I do not think it isMr Weale: My understanding is that we have now
as clear cut as that.overtaken Germany in terms of tax burden. For a
Mr Weale: The argument is if you tax land it willlong time that had been a higher taxed economy;
not stop people producing land because they do notit obviously has been moving up. As Robert has
anyway. I am saying simply that oil is more likesaid we are no longer a relatively low tax economy.
land than a factory.
Chairman: DiVerent opinions obviously, that is
good.Q65 Mr Gauke: On the related issue of the GDP
Angela Eagle: I want to ask your opinion on thetax issue, the Item Club says that if you include education announcement because clearly there wasNorth Sea oil revenues within that it can be a major announcement on a long term aim to

deceptive, particularly when you are making increase education funding per pupil, very, very
historical comparisons. Can I ask the views of our significantly indeed from £5,000 per head to £8,000
witnesses as to whether North Sea oil tax revenue per head. Have any of you done any work on how
should be included when making a historical much that would work out at and what it would
comparison or excluded? do for education spending?
Ms Rosewell: I would include those but I would
want to make some adjustment for how you are Q66 Chairman: Robert, I think you have done
treating tax credits and then look at it both with some work on that so you can answer that, solely.
and without the tax credit calculations. Mr Chote: The point the Chancellor was basically
Mr Chote: On the oil case, I would be wary about saying was, roughly speaking, there is £5,000 per
taking oil out on the grounds that at the end of the pupil spent in the state sector, £8,000 currently in
day all taxes are paid by individuals, even taxes on the private sector and therefore the aspiration was
oil companies. You might make an argument which that you raise the real level of spending in the state
says that in some sense the typical owner of a sector to what is currently the real level of state
North Sea oil company may be a foreigner, that spending in the private sector. The first point is that
might be one way of arguing that case but I think this does not tell you anything about whether it is
overall I would stick with a definition that included an aspiration to narrow the gap between the state
it rather than excluded it. and the private sector because you do not know
Mr Weale: I have some sympathy for leaving out what the private sector will be doing.
at least some of the taxes on oil. The point is that
it is a natural resource and as it is taxed on Q67 Angela Eagle: No but the expenditure
extraction, the resource is a sort of windfall gain influences, presumably he is trying to close this.
for the people who happen to own the land or Ms Rosewell: You want to know how much the
seabed in which it lies. If you look at the overall total spend would be if we were there?
licensing system and royalty system, how well it
was designed, I do not know. If one simply thinks Q68 Angela Eagle: Yes?
of me discovering oil in my back garden, that is Ms Rosewell: I do not know the answer to that.
something which in our society the Crown Mr Chote: If you were to do it overnight, and take
appropriates a significant proportion of, not so into account the fact that there is already some
much as to stop other people opening up their oil extra spending in the pipeline, it would be about
wells but it is quite a diVerent issue from a another £17 billion. If you were to keep education
disincentive to go out to work or a disincentive to spending per pupil constant as a share of GDP, for
invest in a new factory because of taxation. example raise it 2®% a year in real terms, it would

take 16 years to get there. If you raise educationProfessor Miles: I agree with Martin on this. I think
spending in line with the rate of increase underI would draw a distinction between North Sea tax
Labour to date it would take about seven years torevenue and other taxes, in part because it is hard
get there.to believe that companies that extract oil from the

North Sea can simply pass it on in the form of
higher prices for consumers. The oil price is Q69 Chairman: What is your pressing question to
determined in a world market. It is a very diYcult the Chancellor on Thursday? We will start with

you, Bridget and move along to David.tax to shift on to consumers.



3347711001 Page Type [E] 26-04-06 21:29:50 Pag Table: COENEW PPSysB Unit: PAG1

Ev 12 Treasury Committee: Evidence

27 March 2006 Professor David Miles, Mr Martin Weale, Mr Robert Chote and Ms Bridget Rosewell

Ms Rosewell: I think my most pressing question is which had an average giveaway of £533 million a
year but the 28 measures that he did not mentionwhy he thinks that this is really a budget for

enterprise. in any detail had a net tax increase of £780 million
a year.
Mr Weale: I would go back to where I started, IQ70 Chairman: Okay. Robert?

Mr Chote: One question would be what is the would ask him how much he thinks the country as
a whole should be saving.distinction now between a Budget and a Pre-Budget

Report? The Pre-Budget Report had vastly larger Professor Miles: I would ask him the following
question: the chances of hitting the fiscal rules arenumbers.
clearly less than 100% certainty. What would you
do if revenue comes in weaker or spending turnsQ71 Chairman: Pre-Budget Report announces the

taxes, does it not? out to be a bit stronger?
Chairman: Good. Thank you very much. You haveMr Chote: Yes, exactly. Another question you

might want to ask him is why the measures that he set us up well for Thursday. Those who are staying,
please do so; the rest, thank you for yourmentioned in the speech—45 measures in the Red

Book—he mentioned in any detail 17 of them attendance.

Witnesses:Mr John Whiting, PricewaterhouseCoopers,Mr Martin Weale,National Institute of Economic
& Social Research, Professor Colin Talbot, Manchester Business School and Mr Robert Chote, Institute
for Fiscal Studies, gave evidence.

Q72 Chairman: Thank you very much. Can we that there is good progress being made. The reality
is that the measurement systems simply are not upbegin the next session. John, can you introduce

yourself for the shorthand writer and then move to measuring what is going on with Gershon. I
would also link this in terms of the problems ofalong.
achieving it to the NAO’s report on the robustnessMr Whiting: John Whiting, Tax Partner at
of the data systems for public service agreements.PriceWaterhouseCoopers and Chairman of the
We have had those now since 1998 and the NAO’sChartered Institute of Taxation’s Tax Policy
latest study on the PSA’s data systems, which wasCommittee.
published a week or so ago, shows there are stillMr Chote: Robert Chote, Institute of Fiscal
major problems in the data which is beingStudies.
produced and that some PSA’s are not beingMr Weale: Martin Weale of the National Institute
measured at all. I think there are still majorof Economic & Social Research.
problems.Professor Talbot: Colin Talbot, Manchester

Business School.
Q74 Mr Fallon: Gershon identified £21 billion, we
were told, PBR, that they had got £4.7 billion andQ73 Chairman: Colin, you made the point last time
now we are being told they have captured £6.4you were with us that the Pre-Budget Report
billion. How much of that £6.4 billion is cashable?should not be called “Pre” at all, you will be
Professor Talbot: I have not seen a figure for that.laughing at that. EYciency savings are one of the
Certainly the £4.7 billion, less than half of it wasbig issues for us. In our Pre-Budget Report
cashable, which was almost the reverse of what wasrecommendations we asked that “ . . . Departments
said about Gershon overall. It was slightly counter-be required in future departmental annual reports
intuitive because the reforms that they are talkingand autumn performance reports to set out targets
about as non cashable where you increaseby financial year and by programme or theme for
productivity of staYng, particularly in places likemeeting the overall targets and to report on
education and health, and improve both theprogress in relation to such intermediate targets”.
quantity and quality of outputs without anyNow the Chancellor has not done that, what
additional inputs, are probably the hardest tochances are there that we can successfully see
achieve in the long run and yet they are claimingthrough this fog of eYciency savings?
they are the places where they seem to have madeProfessor Talbot: Not a lot, I think is the answer. the most significant savings so far. I find thatObviously one of the things that has happened rather strange.since the last time we met is the publication of the

NAO’s scrutiny of 20 odd projects. I draw the
Q75 Mr Fallon: There is no reason to suspect thatCommittee’s attention to table 24 on page 34 of the
the proportion of reported savings that areNAO’s report which goes through the robustness
cashable has risen?of the projects that they have looked at and they
Professor Talbot: I do not know, I have not seenhave given them green, amber, yellow and blank
any figures on that.lights where nothing has been done yet, and there

are not a lot of green dots there in terms of the
reliability of the information that is being Q76 Mr Fallon: The delay in defining departmental
produced. I think the NAO has been generous in base lines for this exercise, can I ask what inference

would you draw from that?the narrative that they have given to this in saying
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Professor Talbot: It is very diYcult. The major Mr Weale: The target structure has created an
environment which has facilitated the emergence ofproblems about creating base lines, particularly

about the quantity and quality of outputs, those the deficit.
figures have not existed in the past. There have been
various attempts to try and address them, most of

Q80 Chairman:We do not get the best paid doctorsthem fairly piecemeal in departments. A more
in the world.comprehensive attempt is the Atkinson Review but
Professor Talbot: I am afraid I would disagree withthat is doing it at a fairly high level, which is not
Martin. I think if that was the case, and it was anecessarily applicable at the departmental level.
systemic problem across the whole of the NHS thenThere is a huge gap there in what we know about
you would see the same sorts of deficits appearingthe quantity and quality of outputs in public
right across the NHS, and you do not. What weservices.
have seen is a fairly patchy problem with some
trusts getting into major diYculties and others not.

Q77 Mr Fallon: The Red Book itself is pretty thin It does not seem to correlate with the level of
on this, is it not? There is a box which gives some performance in the trust either. There is something
examples. There is a new engine in the Tornado more going on than the target system. I think it is
which is good news; they have simplified the quite a complex problem. There is an article in
Jobcentre Plus, they have closed my jobcentre; and Public Finance this week which concluded
then it goes on to say “There is £60 million of everybody was to blame in the sense that the
saving from lower levels of staV sickness in the settlements for NHS consultants and doctors
Department of Health”. Would you have expected generally have created major financial problems.
some more detail than this? Yes, there are problems about the targets driving
Professor Talbot: Yes. Just to take that example, certain things. The biggest thing I think is the
the new engine on Tornado, it does not tell us disruption to the whole NHS control systems as a
anything about the performance of the new engine result of the constant reorganisations which have
in the Tornado. As far as I am concerned, it could been going on. They simply lost control of the
be a new engine that drives 50% slower than the budgeting system within the organisation taken as
previous engine did, we have no idea whether it is a whole and as a consequence some places I suspect
on the same spec as the previous one. They may do not have terribly accurate information.
have simply reduced the quality of the spec and
reduced the cost accordingly.

Q81 Chairman: How much of that extra money is
going into staYng costs, do you think?

Q78 Mr Fallon: On the Department of Health Professor Talbot: I am not sure, oV the top of my
savings of £60 million through lower levels of staV head, I think it is about a third of the total extra.
sickness and reduced use of agency staV, we were Do not quote me on that.
told by them in their autumn performance report
that they were forecasting annual eYciency savings

Q82 Peter Viggers: How much of a handle do youof £1.7 billion this year. The overspend from the
have on the number of jobs in the Civil Service?health trust and the authorities, as we have now all
The Government claims to have reduced the size ofseen, is some £623 million. How can you reconcile
the Civil Service workforce by over 40,000 as afor us the accruing NHS deficits with all these
result of eYciency programmes. Can this beeYciencies that they are reporting?
objectively assessed?Professor Talbot: I cannot. It is not a question
Mr Weale: One would hope each month thefor me.
Government can tell you how many people are onMr Weale: Could I say that as far as I can see the
central Government payroll, although I am notNHS deficits arise substantially from the large pay
sure that is the case. I do not know how widespreadincreases to health service staV but also they can be
the practice is but what may be underlying some ofseen as a consequence of the star rating system. If
these figures is a shift from direct employment toyou are running a private sector business, you look
use of consultants. People who had been employedat what you can do within your overall budget. If
are now working as consultants, doing possibly notyou are an NHS manager worried about your star
terribly diVerent things from before but it shows asrating, being financially sound is only one of the
a reduction in staYng and is therefore a good thing.things that matters along with keeping clean and
In some senses that is a problem which arises fromhaving satisfied patients, waiting times and so on.
having a non-financial target, a head count insteadIt does not have the focus in NHS managers’ minds
of total spending or something like that. If youthat it would have in the minds of someone running
were worried about your total spending, switchinga company. It is not seen as an overriding
from direct employment to a consultancy, youconstraint by them and it is therefore not surprising
would have no incentive to do that.that if costs rise fairly sharply—as they have

done—many people do not do terribly much
about it.

Q83 Mr Newmark: Bit like on and oV balance sheet
financing?
Mr Weale: Yes. In oV balance sheet he is hidingQ79 Mr Fallon: The Government targets are

contributing towards the deficits? them as consultants.
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Professor Talbot: I have to say the last time this areas where the Lyons proposals are not moving
forward quite quickly, do you have a handle onhappened was in the mid-1990s when the previous

government had a drive on reducing Civil Service that?
Professor Talbot: We have very little informationnumbers and exactly the same thing happened. If

you looked at departmental running costs they about this. People in local government are
complaining bitterly. Are you talking about Lyonsremained stable while the numbers of staV

employed went down. It was simply that large relocation?
numbers of jobs were being out-sourced.

Q87 Peter Viggers: Yes?
Professor Talbot: The relocation seems to beQ84 Peter Viggers: I think it is accepted that a
moving extraordinarily slowly. It has to benumber of the job reductions so far have been
remembered that it was an incredibly unambitiousfinancial wastage, people who have retired. Future
target in the first place. On my calculations if theyjob losses, future job reductions might be more
had relocated everybody they were going to underdiYcult, do you agree with that?
Lyons we would have got back down to the ratiosProfessor Talbot: Yes, and the places where the job
we had in 1997 in terms of where people work.reductions have to be made are where significant

process re-engineering has to take place,
particularly DWP and HM Revenue & Customs. It Q88 Peter Viggers: Could I ask for comment on the
is not at all clear at the moment that those two are Government announcement it was establishing a
going to succeed in the things they say they are new single gateway for major pay decisions. The
going to and it is one of the things that the NAO object of the exercise, according to the Chief
has identified, that a number of these projects are Secretary to the Treasury, is that the gateway will
concentrating in very specific areas. make sure all new pay structures are “evidence-
Mr Chote: If there is a switch in this direction to based, representing value for money and were
consultancy, you have the bill basically remaining financially sustainable over the long run.” Does this
the same but the number of people employed indicate a significant new approach to public
falling. The fact that the Chancellor took the sector pay?
opportunity in the Budget to point out to some Professor Talbot: We had a discussion at this
departments, including the Department for Work Committee about four years ago I think about the
& Pensions and HM Revenue & Customs, that they Treasury’s attitude to pay, and at the time the
are going to be facing a very tough settlement mantra was that they wanted to regionalise pay as
during the course of the spending review, may be much as possible, devolve pay negotiations to many
a warning shot that this is not something that they diVerent organisations which could localise pay
are supposed to be able to get away with for that agreements according to local labour market
much longer. conditions. I seem to remember expressing extreme

scepticism, that the Treasury was always saying
that is what they wanted to do but when it cameQ85 Peter Viggers: There is a warning in the
to it, they recentralised things. I think this is theEuropean Commission document, is there not, that
biggest recentralisation of pay negotiations sincea significantly slower current expenditure growth
the early 1990s when it was decentralised from thewould be probably particularly marked in some
Treasury.areas, there will need to be reductions in some
Mr Weale: Could I add to that that actually I thinkareas. What about job increases because one only
what the economy does need is greater regionalneeds to read the newspapers to see the number of
flexibility on public sector pay. We have comejobs which are being created in the public sector. I
across various sectors where there is a national ratethink I am right in saying that out of 175,000 jobs
of pay and in some parts of the country that is acreated 135,000 of them are in the public sector. Is
very high rate of pay, in others it is very low. Sothe Government creating jobs faster than it is
in recentralising, it is important to make furtherreducing?
progress in that direction.Professor Talbot: Yes, that is certainly the case. Do

not forget the job targets were purely about the
Civil Service, they had nothing to do with the rest Q89 Peter Viggers: The object from a Treasury
of the public service and the Civil Service makes up point of view of locally assessed pay of course is to
about 10% of job count in the public sector. The take advantage of local conditions in setting pay
increase in public sector employment has largely and some of those may well be below the higher
been in education and health which are outside the paid areas of London and elsewhere.
Civil Service. The target for reductions in numbers Mr Weale: Yes.
has been purely within the Civil Service so you can
quite happily have both things happening Q90 Peter Viggers: So how would you interpret the
simultaneously. new single gateway? As an expression of Treasury

frustration about local pay so far?
Professor Talbot: I would see it as part of a majorQ86 Peter Viggers: Just moving on to Lyons and

the Civil Service relocation, the Chancellor of the shift back to a sort of “big is beautiful” approach to
managing the public sector, in two senses. Firstly,Exchequer told us in December “there are areas

where the Lyons proposals are moving forward recentralisation of a lot of controls—I think the
Treasury is beginning to get worried about the sortquite quickly”. Should one assume that there are
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of problems we were discussing earlier in the permitted to achieve the supposed outcomes, or
indeed whether the outcome was entirely desirable.Health Service and in pay settlements generally. We

see the same phenomena in organisational The suggestion has been made that we should be
looking at the cost of a particular service ratherstructures, and one of the things which is noticeable

now is that a public sector worker is much more than necessarily a headcount employed in
delivering that service. Does it not deserve ratherlikely to be working in a much larger organisation

now than they did 10 years ago. The whole process sharper scrutiny and greater monitoring than has
been achieved up to now?of decentralisation and breaking up parts of the

public sector into lots of smaller organisations has Mr Weale: I would want to do it by looking at
spending and seeing whether spending in somegone into significant reverse, and we have seen

these huge wage mergers right across the public areas has risen unexpectedly in the light of past
performance.sector, which is continuing apace in police, health,

education, the Civil Service itself and elsewhere.
Q94 Mr Todd: Perhaps, being an act of Gershon,
asking him whether this was exactly what heQ91 Peter Viggers: Are there any recent successful
intended and whether what he intended haslocal pay arrangements which you can cite to us?
actually been delivered.Professor Talbot: No.
Professor Talbot: The issue of a headcount is an
interesting one because the general consensusQ92 Mr Todd: When we questioned OGC on the
across most OECD countries is that they haveimplementation of the eYciency savings, the
moved away from using headcounts as a way ofcomment was made that the target needs to be set,
managing public sector activity 10 or 15 years agofirstly, against future growth, so it was diYcult to
because it was a complete waste of time andmeasure a reduction in the workforce because you
actually produced all sorts of problems in terms ofdid not know precisely what growth would
unintended consequences in trying to manageotherwise have happened if you had left things as
things that way. It is quite bizarre the way it hasthey were. Is part of the diYculty of measuring
come back into the British system as a result ofachievement in this? Also, I seem to remember
basically political gains before the last generalthere was a diYculty in classification of which
election which both major parties were engaged in,groups of employees are actually in the group that
floating the number of people they could cut fromis being measured and which are not. I think that
the Civil Service—these stereotyped bowler-hattedrelated to court staV as the most well-known
cardboard cut-outs. That sort of thing shifted theexample.
debate on to this thing about numbers which areProfessor Talbot: There has been considerable
actually completely irrelevant. Martin is quite right,movement, which is partly what makes it diYcult,
the key issue is how much are we spending onbetween the Civil Service and the rest of the public
public services and what do we get for them. Theservice in terms of where the boundaries lie. Where
number of people employed is neither here norgroups of staV have been reclassified as civil
there.servants, and vice-versa—this has gone in both

directions—that makes longitudinal studies quite
Q95 Mr Todd: It is the cost-output ratio we shoulddiYcult because it is diYcult to know what is
be looking at.included and what is excluded. On the growth rate
Mr Weale: Indeed, if you replace one expensivepoint, yes, you could argue that if you stopped
person with two cheaper people, that could be anwhat would have been a growth, that constitutes a
overall saving and would therefore be a good thing,reduction in numbers. I think you would have to
but would go quite against what Gershon waslook at the needs side of that equation—was the
focusing on.growth being driven by extra investment in a

particular area because there was a need for extra
staV to do something or a necessary reduction. The Q96 Mr Todd: Although it might throw us slightly
argument around DWP is not so much that it is all on our productivity measures in the public sector
the re-engineering stuV but simply we have long- which we from time to time care about.
term fewer unemployed and therefore we ought to Mr Weale: Yes, but as a taxpayer I am concerned
be reducing the people dealing with that. about value for money.

Q97 Mr Todd: Indeed. Can I touch on public sectorQ93 Mr Todd: The OGC again commented on the
point which has been raised earlier, that some of pensions, on which again there has been quite a lot

of political dancing around a totem pole. Whatthe staV who may have been lost as part of the
establishment have been returned as consultants in concrete progress has been made in delivering the

agreement on public sector pension reform? Theresome form or another, and actually denied that
appeared to be the case in the cases they have was a high level agreement which said, “Retirement

at a particular age is now going to be changed.”examined. Does that seem to ring true at all? The
reason I am probing this is, to be honest, this is an What about the actual delivery of schemes which

will work in practice for the individuals recruitedextraordinarily cloudy area and the attempts so far
have been partly clouded by not being sure what to the public sector?

Mr Weale: I do not know, although of course wewe were measuring from the start, and certainly not
being entirely sure of the methodologies you were have this big strike tomorrow.
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Q98 Mr Todd: That is a slightly diVerent group. to be adequate to ensure the independence of those
Mr Weale: Yes, but it is still public sector. statisticians is protected as well as the independence

of the statisticians working in the OYce for
National Statistics. There are certainly ways inQ99 Mr Todd: The other area of public sector pay
which this proposal could develop in a mannerrewards which I have been interested in is incentive
which would guarantee that, but on that issue onepayments and the means of motivating people,
should not lose sight of it.which again links back to this issue of headcounts
Professor Talbot: One of the issues is the abolitionand the delivery of service. Again there has been a
of the Statistics Commission. I think personallyprocess of looking at a diVerent system of
that needs looking at extremely carefully,incentivising performance within the public sector
particularly in the light of the sort of problems wein which we went through a period of looking at
have had with a similar sort of institution, i.e. theteam based performance rewards and are now
BBC, about having a Board of Governors which islooking back at individually orientated rewards. Is
both regulator and eVectively the managers of thethere any consensus as to what reward systems
organisation. That raises issues about the ONS andwork or what does not?
whether or not we need the statutory independenceProfessor Talbot: I looked at this back in the 1990s
of the Statistics Commission to oversee the workwhen it was being used extensively in the public
of something like the ONS. I would lean generallysector and it went out of fashion for a while. At
towards that but I think it needs looking at verythat time the research evidence on the use of

incentive schemes in the public sector was carefully. I think the Government’s response to get
incredibly weak. It was weak in the sense of it was rid of the Statistics Commission straight away is
diYcult to tell whether or not it incentivised probably a mistake.
individual members of staV but it was also very Mr Chote: I would reinforce those points.
weak in that what research did exist suggested most
of the incentive schemes were aimed at motivating

Q102 Mr Gauke: Can I ask you about this idea ofindividual members of staV but not necessarily to
the gold standard for statistics, the Nationaldo things which were in the interests of the
Statistics label which will apply to certain things.organisation as a whole and its key strategies.
Can I ask you your view as to whether that will beThere was a very interesting OECD study which
important, whether that will work, whether it willshowed targets set for individuals very rarely bore
work in giving credibility to the statistics which fallany relationship to the overall strategy of the
within that and what it will say about anythingorganisation, so it was not really clear what you
which is not classified as being “Nationalwere motivating people for.
Statistics”?
Mr Weale: We have National Statistics as a kiteQ100 Mr Todd: Does that suggest it is a waste of
mark already of course and many of the numberstime considering it or we have not designed sensible
which have had problems—revisions to GDP is onesystems up until now?
example I can mention—have been NationalProfessor Talbot: I think it is not a waste of time
Statistics. No, although the processes for Nationalconsidering it, it is something which should be
Statistics are reasonably precisely defined,looked at but it should be done on the basis of
nevertheless of course they are not a completeevidence rather than ideology which is the way it
guarantee that nothing will go wrong. So I thinkhas usually been done.
we must expect in the nature of things mishaps to
continue to happen and it is important theQ101 Mr Gauke: Can I ask about statistics and the
framework should have a procedure for dealingreform which was announced and the consultation
with that. But a very important question is whatperiod so that statistics have greater weight and
becomes a National Statistic and what does not. Ifreliability. Can I ask you your views on what is
there are statistics which are of interest toproposed and whether the proposals set out are
Parliament, of interest to public, but are not atgoing to take us into a position where the UK will
present National Statistics and a minister does nothave eVective statistics legislation and that we will
want to draw attention to them, then are therehave the independence that sometimes has been
going to be mechanisms in place for Parliamentquestioned up until now?
promoting its interest in the numbers and sayingMr Weale: As far as I can see the proposals are not
that they in terms of quality and publication rulesterribly detailed but it addresses the workings of the
ought to be raised to the level of National StatisticsOYce for National Statistics in a manner which I
or not. That is again an important issue which willthink is a bit more satisfactory than the way it
need to be dealt with as these procedures areaddresses the statisticians in other government
fleshed out.departments. As the proposal is set out here,
Mr Chote: Another interesting question is whetherstatisticians outside of the Statistics OYce will at
you and colleagues will see the move to statutorypresent remain within the formal line management
independence as making it no longer worth makingof their department and be accountable to
the argument, for example, if there is a change ofdepartmental managers for other aspects of their
classification of something from one side of theresponsibilities. Now the sort of issue is that with
public sector boundary to the other, “You wouldeducation statistics or Home OYce crime statistics,

things like that, are the mechanisms in place going expect that, wouldn’t you, they are under the
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Treasury’s thumb”, Will that cease to the a you should judge the golden rule or judge fiscal
policy—over two rather arbitrarily chosen pointscriticism which you think anybody would believe if

you were to make it? in time.
Chairman: Politics will be less fun.

Q106 Mr Gauke: In other words, you think the
golden rule is the wrong rule?Q103 Mr Love: It would not stop the accusation
Mr Chote: If you want to have the golden rule,being made.
“Only borrow to invest”, do it in a more forwardMr Chote: Exactly, and that is a key point. In some
looking way which does not rely on you being ableareas there are still going to be very politically
to judge the output gap with any great precision.sensitive and important decisions. I think moving
Mr Newmark: Or do not move the goalposts twice.to statutory independence is a good idea but it will
That is, believe in a steady-state universe if you arenot suddenly take this out of the political arena
making judgments.irretrievably. Sometimes the ONS get an
Chairman: The Governor of the Bank of Englandundeservedly bad press for some of the decisions it
has already made the point about looking forward.makes. I think it is a good thing, I hope they go

ahead with this, I think both points there are
Q107 Ms Keeble: I wanted to ask about thecorrect, but it does also depend on the degree to
decision on the child tax credit and thewhich people still see the link with the Treasury as
announcement that the child element of it will risea weak spot worth exploiting.
at least in line with earnings. How far do you think
that will actually achieve the stated target of

Q104 Mr Gauke: Can I take one example where halving child poverty?
there is controversy which is not going to be Mr Chote: It will stop child poverty rising, as it
changed by this which is a statistical matter and would do were that not to be the case, but it will
that is, going back to the golden rule, when the not go any further to contributing to a decline. So
economic cycle is and the measurement of that. My given the news we had with the last Households
understanding is that there is nothing in these Below Average Income data, that we need to
proposals which will change that, it will still be the accelerate progress on child poverty, moving half
Treasury which will determine when the economic as quickly again, there is nothing in that decision
cycle is and all the questions relating to that. Would which will achieve that. In the absence of that
it be a good idea to have that judgment as decision, we would have expected an unchanged
something which is dealt with by an independent policy and child poverty would have risen rather
ONS rather than the Treasury? than continue in decline.
Mr Weale: I think there is a more general issue
there, that if statistics are good enough and Q108 Ms Keeble: I want to come back to “what
important enough to feature in Government targets other measures” but the Chancellor has said he had
and PSA agreements, then they should be good the options of increasing personal tax allowances
enough and important enough to be National or increasing child tax credit. I am delighted he
Statistics. If they are not good enough and chose the one he did because virtually all my
important enough to be National Statistics, then constituents will get it, but that is not quite the
they should not feature in Government targets. It same as necessarily reducing child poverty. He had
is much wider than just the golden rule. three measures, did he not? He had the tax
Mr Chote: The diYculty is judging whether there allowances, he had child tax credit or he had child
is such a thing as an economic cycle and, if there benefit, which goes to the top 10% income earners
is, when it started and when it finished, which is an but everybody gets it and it is an easy one which
economic judgment and not a statistical one, people understand. Do you think he chose the right
although statistics have a very important input into measure out of those three?
that. The fact the Treasury can mark its own exam Mr Chote: If your aim is to reduce child poverty
paper to some extent, is a strong case to say, or stop it rising by more than it otherwise would,
“Maybe we will give that decision to somebody else then increasing the child element of the child tax
to make, some independent adviser”— credit is for the time being the most cost eVective

way to do that and certainly more cost eVective
than the other two measures you have mentioned.Q105 Mr Gauke: Will it enhance the credibility of

the golden rule if that happened?
Mr Chote: I think it could well do. For example, Q109 Ms Keeble: Because it is more targeted?

Mr Chote: Because it is more targeted. The slightthere are arguments which could have been made
for both the decision to move the start date of the caveat to that, looking at the longer term, is that

the Chancellor has managed to increase the childcycle forward and the end date of the cycle further
into the future. We can have a debate over whether element of the child tax credit by quite a degree

without there being visibly serious consequences forthey were right or not. If they had not been taken
at a time when it was particularly convenient for work incentives. The one danger is that if you

continue to pump money through that particularthe Treasury to make them, and by the Treasury,
then the credibility would be higher even if the method, the impact on work incentives will become

more of a problem and, obviously, worklessness issame decisions had been taken. The more
fundamental point is that I do not think that is how an important component as well as income in
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determining the likelihood that you will be in child do put all the money into that, put all the eggs into
one basket, then you are potentially distorting thepoverty or not. So there could be an argument for

saying in the future, to the degree you try to pursue work incentive.
lower child poverty through transfer payments, you
might want to put more into the working tax credit, Q113 Ms Keeble: Has anyone done any costings on
which is less precisely focused on the families in the announcements, because there have been some
need but would have less of a damaging eVect on conflicting figures and there is not a lot of clarity
work incentives. about what it actually means about improving the

child element of child tax credit by 14%. Does that
just mean it floats up with average earnings?Q110 Ms Keeble: What do you think he should
Mr Chote: I think that means it goes up withhave done to tackle child poverty? As you have
average earnings for the three year period.said, the big issue about child poverty is the families
Mr Whiting: That is as I read it as well; that wasbeing outside the economy, how would you
the guestimate of that proposal.actually get the transfers of income which would

deal with child poverty?
Mr Chote: One of the issues is whether you can Q114 Ms Keeble: The cost of that? We have figures
tackle the degree to which there is still a problem of of £480 million in 2007–08 and £200 million in
workless households; making work pay; education; 2008–09 and the Chancellor saying it is £500
there are a variety of policy tools you can throw million.
at this—conceivably the incapacity benefit reform Mr Chote: I took the figure from the measure as
proposals, you might get some drivers there. One described in Table 1.2 because it is further out so
of the diYculties is that pursuing the child poverty you do not get the costing in the future years. There
target with staging posts which require you to is already a commitment to increase in line with
demonstrate progress over relatively short periods earnings in the earlier period prior to that, so you
of time, is inevitably going to create an incentive to are extending essentially the path of that increase.
put the money into those weapons that have the
most confident short-term impact rather than Q115 Chairman: John, the big breakfast you had
necessarily something that is longer term. So, for last week—excellent presentation, as usual, very,
example, you may think looking 30 years down the very helpful, and a decent breakfast as well! Tax
line, you would be better oV spending a lot of this avoidance. What do the latest announcements
money on Sure Start rather than on cash transfers. regarding modification to the disclosure regime for
That is an arguable case but if it were to be the case tax avoidance schemes mean for business?
then having short-term targets might be pushing Mr Whiting: I think one has to say it is slightly
you more than is desirable in the direction of cash pending at the moment because discussions are
transfers rather than other ways of tackling social continuing about the final shape of those. Indeed
deprivation. we have been in quite constructive discussions since

the Pre-Budget Report, which set this in motion,
Q111 Ms Keeble: How do you link the combating and it is helpful that the implementation date of the
of child poverty with the overall eYciency of the new changes has been put back to 1 July, so a little
economy, because in a sense child poverty is a bit longer to get them sorted. I think the concern
measure of the failure, is it not? remains that the expansion is quite considerable—
Mr Chote: Particularly if it is a consequence of not to the extent we are trying to conceal but can
worklessness. If there are ways of getting people we end up with a workable, practicable system?
back into the labour market, reinforcing their Because not only have we in a sense expanded at
attachment over time so that this does not just have the top, bringing in the whole of income tax, capital
a short-term hit but enables people to have higher gains tax, corporation tax, national insurance, but
productivity and higher earning paths, looking we are amending the filters and changing them to
further into the future, that would be a hallmarks at the bottom. So the feeling is there is
contribution to eYciency as well. Whether it is tail quite a lot to come in. Also business is being asked
or dog is not clear but you can certainly argue it to disclose. So it is just this challenge of making
is going in the right direction to the extent it helps. sure we get a practical, sensible solution which

works all the way round, including of course for
the tax authorities.Q112 Ms Keeble: Have any of your colleagues got

any comments on any of this?
Mr Weale: No. Q116 Chairman: To what extent has the increase in

anti-avoidance legislation increased the uncertaintyProfessor Talbot: No.
Mr Whiting: I would echo Robert in terms of the about the border between acceptable and

unacceptable forms of planning for businesses?basic use of, as Robert puts it, the three levers that
there are. Adding to the child element in the child Mr Whiting: It has increased the uncertainty. In

one sense, as you well know, Chairman, the bordertax credit component is more eVective for the lower
paid than tax allowances, which perhaps do not has always been slightly uncertain, but we are less

sure of exactly where the boundary is becausebenefit them as directly and are spread too widely.
Also, as you have intimated, child benefit is whilst we have to disclose, we do not get a clearance

mechanism. It would undoubtedly be helpful ifof course universally available. But CTCs is
something to approach with caution because if you there was more scope for clearance in advance to
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increase the certainty, because if there is one thing getting and they are getting, and what extra they
business wants, it is certainty from a system and we think they are getting perhaps because of the
are heading for less certainty. opportunity thrown up by the disclosure regime to

actually narrow the tax gap. They are more explicit
in some areas about how big they think the tax gapQ117 Chairman: You have mentioned before there
is than elsewhere, and maybe greater transparencyhave been some quite good, fruitful negotiations
about what they are thinking they are doing, albeitwith the Revenue on a number of these issues.
with the uncertainty, would be helpful to you andCould that be an issue which is on the agenda?
everybody else.Mr Whiting: It is on the agenda, certainly, but

unfortunately the question of, should we move to
more clearances, is not part of the agenda for the

Q120 Mr Love: I want to turn to planning gainactual discussions on disclosure, it is a much bigger
issue. You will recall, for example, the possibility supplements. The consultation ended on 27
of a general anti-avoidance rule. That would have February. There has been some lurid comment in the
had to come hand in hand with clearances and newspapers and I am wondering—and John
really the manpower implication of a clearance everybody seems to be looking to you—how you felt
system was one reason why it did not proceed. So it has gone and what are the messages which are
it is not formally on the agenda but it is something coming out from the consultation.
which is regularly raised. Mr Whiting: At the moment the consultation has

been good because it has been open and in very early
Q118 Chairman: The Budget included tax anti- stages. We were not—at least I was not and I do not
avoidance measures which the Government expects think many people were—expecting anything
to raise revenues of nearly £1.5 billion between concrete to come out of this Budget, which is good,
2006–07 and 2008–09. What do you expect to be the because it is too early for it to come out. So I think
cumulative eVect of these measures on business? generally we are happywith the consultation process
MrWhiting: It is one of those things which is terribly so far and the next step should be some broad
diYcult to measure. It is like some of the discussions proposals and we can carry on the consultation
we have just had on manpower reductions, because loop again.
you do not know precisely the figure you are
starting from and what you are comparing it
with. Undoubtedly, anti-avoidance measures will Q121Mr Love:Let me put it a slightly diVerent way:
contribute to revenues by stopping leakage. how important is the sumof themoney raised by any
Whether those are the precise figures which are proposed tax directed locally? Is that an important
delivered is a very interesting question. We have consideration which came out of the consultation?
asked before, and no doubt you have, how do you There are figures being used, that it would be set at
measure that, how do you prove that, and it is very 10, 20, 30%. Landowners of course may not be very
diYcult to do. keen on the tax per se but if they do get that such,
Professor Talbot: I think you have to take that in the what level will the disincentive really kick in?
context of the Revenue and Customs merger,

MrWhiting: That is the acid test because it is not sobecause if they are going through major
much the revenues would flow back locally but if theorganisational restructuring, major problems about
revenues do not accrue in the first place, there istheir ICT systems and trying to merge two
nothing to flow back. Exactly setting how much thiscompletely incompatible sets of systems—and just
planning gain supplement is, and of course how it isto cap things oV the Chancellor has now asked Sir
to be calculated, because 10, 20, 30% of what, is theDavid Varney to take on this huge value for money
key. I do not think there would be any argumentexercise, a sort of Gershon 2, across the public
with the notion something ought to be given back tosector—I fear there is a slight management problem
the community as a result of the planning gain thehere about these things. I do not know what John’s
organisationmakes, but inmost cases there is a greatview on that is.
deal being given back already through corporationMr Whiting: They have an awful lot of challenges,
tax, employment taxes and all the other levies whichnot least in consummating their merger. As we all
will be paid during the process. So to suggest there isknow, we’re going through the whole review of
nothing going back to the community is wrong, butpowers available to that body. They are going
at the moment it is going into the central pot ratherthrough a massive amount of change.
than perhaps to the local one which possibly is whatMrChote:They also have a cut in budget announced
the planning gain supplement will be targeted at.in the Budget.
Mr Weale: The key issue over the disincentive is
whether the tax is expected to be permanent orQ119 Chairman: Yes, a voluntary cut, they said.
temporary. If in the run-up to the next generalMr Chote: Yes, a voluntary cut! It would be helpful
election, opposition parties were to say they wouldfor the Treasury to be more explicit when it sticks
abolish the tax, there is obviously quite a strongdown protecting tax revenue measures as being
incentive on landowners to withhold land until afterrevenue-raisers in this chart, to be more explicit
the tax has been abolished. On the other hand, ifabout what anti-avoidance activity they think they
there is a cross-party consensus, then the tax is muchneed to do just to stand still, to keep the gap constant

between the revenue they think they should be more likely to be successful.
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Mr Chote: That is what I would say. number of people will be brought into the net
through house price inflation. Give us an objective
assessment of where the reality of all of that is?Q122 Mr Love: We seem to have consensus on
Mr Whiting: The way house price inflation ispensions at themoment, maybewewould be striking
increasing the notional wealth people have in theirout too far to try and think we would get consensus
estates is going ahead faster than the increase in theon this issue. Can I move on to the stamp duty
inheritance tax nil rate band, and therefore it ischanges. Does stamp duty increase house price
inevitable more people will be drawn intoinflation?
inheritance tax. If you look at the simple statistics onMr Weale: No, I do not think stamp duty increases
inheritance tax yield, that is going ahead at about 10house price inflation. What it does is reduce labour
or 12% a year. Yes, indeed, at the moment 94% ofmobility, encourage people to modify their houses
estatesmight not fall into inheritance tax: three yearswhen, in the absence of stamp duty, it would make
ago it was 96%. Small increases in one sense but it ismore economic sense for them tomove house. I must
all pointing in one direction. Of course, it is entirelysay, I think it is a tax whose sole attraction is that it
valid for the Government to say, “This is a tax weraises revenue. In economic terms, the case for
want, that the threshold of £300,000—give or take,moving towards a more coherent means of land and
depending which year we look at—is a considerablehousing taxation is as strong as anything could be.
sum of money”, but it is dragging more people into
the net, it is certainly one that worries a lot moreQ123 Mr Love: Can I ask the question slightly
people. I have always argued that it is one thatdiVerently. Is there any evidence house prices bunch
deserves a thorough-going policy review, whichat the threshold levels?
might come to all sorts of conclusions, including it isMr Weale: Yes.
doing what the Government of the day wants it to.Mr Chote: Yes.

Q124 Mr Love: You do not think that creates Q127 Mr Love: Perhaps I can ask the question
inflation in any way? Because they would not go slightly diVerently. Making assumptions—and the
down to reach the threshold, they go up. big assumption is that house price inflation may
Mr Whiting: They will bunch and they do bunch a moderate at the announcement of the Chancellor
little, but then the pressure is such they will suddenly that it would be £312,000, I think, and £325,000
burst through it. There is some evidence of initial thresholds—is that enough to maintain the
bunching. number of estates around about that 6% level that
Mr Chote: Bunching is not helped by the fact it has the Chancellor says it is at the moment, or will it
this odd slab structure, whereby as you go to each continue to rise as happened over the last few years?
threshold, rather than as with income tax only Mr Whiting: I would have said it would go up.
paying the higher rate on the value of the house Mr Weale: It obviously depends how much house
above X, you are paying it on the whole lot. So it is prices moderate. Perhaps of greater interest is that if
a more powerful eVect there and it helps explain why one looks back to the 1960s, when Roy Jenkins
you can end up with some rather expensive fixtures raised the threshold on death duties to £10,000, that
and fittings if you are just below. was then three times the price of an average house.
Mr Whiting: Increasingly policed by HMRC. So there has been quite a change since then in the

inheritance tax regime for better or worse. It is one
of these situations which is evolving. That does notQ125 Mr Love: There has been some talk about
matter. I cannot see in principle why it is wrong towhether there should be a diVerent stamp duty
tax estates and why, even if it is wrong to tax mostregime for first time buyers. Is there any merit in
people’s estates, logically the Government ought tothat?
review the position and decide what it wants toMr Whiting: I think the problem there is define first
achieve and then achieve it, instead of havingtime buyers. That is clearly an issue. If you could
something which is just changing with the passage ofreally target it on whoever you really wanted it to, it
time and changing fairly dramatically because of themight have some merits but I suspect it will come
speed with which house prices have gone up.back to the diYculty of targeting it really on the

people you really want. I mean, my wife has never
bought a house in her own name, would she be a first

Q128 Chairman: I think I have been informed bytime buyer?
HBOS that the average price of a house in myMrWeale:My point is similar. If you have a couple
constituency is £108,000, so that is roughly the samewho have owned a house and then split up, are either
level as with Jenkins. Is that right?or both of them first time buyers?
Mr Whiting: Jenkins would have had it at £100,000
rather than £180,000.

Q126 Mr Love: Can I move to inheritance tax. As Chairman: It is a good one for debate.
you are probably all aware, there have been
campaigns running in national newspapers on
inheritance tax. The Chancellor in his statement in Q129Mr Newmark: I am not sure if any of you read

the Treasury Report PFI Strengthening Long-termthe House said, and I will repeat the Treasury
mantra, “94% of estates are not aVected” yet a Partnerships but is there any evidence you have seen

at all to demonstrate that PFI contracts are actuallynumber of organisations, including national
newspapers, are suggesting that a very considerable delivering value for money? Stunned silence!
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Professor Talbot: I have not looked in detail at that. Mr Chote: You could put the argument that the
Government is not going to get rid of every nurse andI think there are some obvious managerial problems
doctor over the next few years, so maybe we shouldwhich are arising from PFIs. Firstly, I was never
look at the net present value of their salaries, and putquite clear what the link was between property
them on as well.development facilities management, which most

PFIs rolled up together. The markets, in terms of
supply side, are separate as far as I know. I was never Q134MrNewmark: Public sector pension liabilities,
quite sure why they were rolled together. In terms of we certainly are.

Mr Chote: We come back to the answer in thethe buildings side of it, it was quite clear that wewere
previous session. If you have a more detailed andin danger of getting ourselves into a situation where
transparent list of the diVerent liabilities, then youwe were tied into contracts which lasted for 30 years
can make your judgment on what is the right answerin areas of public policy which were always going to
when you can, for diVerent purposes, say, “What isbe volatile and therefore subject to change. We have
the right question?” The diYculty is, you can makeseen some pretty dramatic examples in terms of PFI
arguments which just stickmore andmore andmorecontracts. The Health Service is an obvious one
stuV on the balance sheet and not necessarily end upwhere the biggest problem in terms of building
with a clearer answer to everything at the end of it.construction and I suspect we will have similar
MrWeale:Thequestion isnotwhether it shouldbeonproblems in the prison service, GCHQ had major
or oV balance sheet, it is whether they actually saveproblems because of the sudden change post-9/11,
the taxpayer money compared with the alternative.they suddenly had to expand what they were doing,
Thatmaybe harder to answer but that is what I thinkso there were major structural problems because of
one should be focusing on.that. So the Treasury’s move to separate out soft

services makes an awful lot of sense. But the other
Q135 Mr Newmark: I would agree with you exceptissue about 30 year contracts, it is always going to
the Chancellor does use it as a benchmark of successcause problems.
or failure, what is on balance sheet versus oV balance
sheet. If he is using simplywhat is on balance sheet as
a benchmark of success relative to GDP, then weQ130 Mr Newmark: Does that mean it is delivering
should have that debate. But I agree with your point.value formoney?Yes or no?
MrChote:Butwewouldnothavehadthe sametargetProfessor Talbot: I am not sure. I have not looked at
of 40% if we had had them on balance sheet to startit in detail, so I do not know.
with.MrWeale: I have only an impression and that is that
Mr Newmark: We are going round in circles and Isome of the companies involved in PFI contracts
think the Chairmanwill get impatient.seem to have been doing very well out of them and

someone has to be paying for that.
Q136 Mr Gauke: The changes in tax treatment of
trusts. I know my previous colleagues in the legal
profession are up in arms about this. Will it raiseQ131MrNewmark:The taxpayer is paying, I think.
very much revenue?MrWeale: I assume so, yes.
Mr Whiting: It is not yet clear how much revenue
but it is certainly going to raise revenue. What

Q132 Mr Newmark: Another question related to seems to be clear is that the initial reaction from
that, in transferring risk from the public sector to the the Treasury, that it is only aVecting a very few,
private sector, there has been an assessment by the very wealthy people, is entirely wrong. Certainly as
NationalAuditOYce that PFI schemes should be on framed it is aVecting an awful lot of everyday

arrangements. All I can say is, if it is only a verybalance sheet, which I guess relates to the point I
few people, prior to this I was being interrogatedmade in the first half of this session.Would you agree
by the listeners of MoneyBox Live and I can onlywith that assessment, that they should be on balance
say that everybody aVected and all their friendssheet?
were obviously ringing in. It is a very widespreadMrWeale:Yes.
measure. The worst feature perhaps is that thereProfessor Talbot:With the exception of a few things
has been absolutely no mention of it in two and alike oYce buildings, the vast majority of PFI
half years of the consultation there has been oncontracts are around things like prisons, hospitals,
trust reform, which I think is nothing short ofGCHQ buildings, those sorts of things. There is no
outrageous.way, if there was a problem with GCHQ that

somebody will say, “We will just let that go.” Or if
Q137 Mr Newmark: How likely is it the Chancellorthere is aproblemwith aprisonorahospital. The risk
will meet his golden rule based on the IFS forecast?is thepublic sector’s riskanditalwayshasbeen for the
Mr Chote: On his own forecast it is about 55%majority.
chance he will meet it. Our numbers will probably
be lower than that, maybe 50%.

Q133 Mr Newmark: Because the Government will
always stand behind that and if the Government is Q138 Peter Viggers: The presentation from the
always going to stand behind that it should probably Treasury is that it is only highly artificial tax

avoidance schemes which will be caught by thebe on balance sheet.
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proposed changes. My impression from talking Professor Talbot: I have a couple of questions we
around my constituency is that it is the standard have not touched on so far. One is this
attempt to save inheritance tax and to make announcement of Gershon 2, this study by David
provision for grandchildren which will be caught. Varney on value for money and zero basin
Which is it please? initiative. It is not spelt out at all clearly what that
Mr Whiting: I would strongly go along with the is about. I think that is potentially a very large area
latter, it is the every day arrangements on the break- of activity which needs to be examined. What has
down of marriage, on grandparents leaving money happened to public service agreements in all of this
in trust for their grandchildren. Again if I could and whether they will appear in the round up for
declare a slight interest, when my mother died she the CSR. A question for you really, the Chancellor
left a small amount—and I stress that—into trust for has announced in the Budget that he is opening up
my children at age 25 in a standard accumulation this wonderful consultation period in the run-up toand maintenance trust. Inheritance tax was paid on

CSR 07, the one word which is noticeably absenther estate, that trust is potentially vulnerable to the
from any discussions like this is “Parliament”.new charges. I do not see that as a major tax
What advantage are Parliamentary Selectavoidance device and that I think is typical of the
Committees going to take from the opening up ofsmall amount left in trusts these days. The sort of
that debate and having some discussion in the run-targets apparently targeted are ordinary
up to CSR 07 rather than afterwards.management devices. It is perhaps telling that it
Mr Chote: You might want to ask him why theseems people are instructed to give the money to
extension of the scope of R&D tax credit is onlytheir children direct rather than protecting it with a

trust. going to cost as little as he says here. It is not
obvious from the information we have seen why it

Q139 Chairman: John and Colin, your question to is that low and it may suggest he is not extending
the Chancellor. it to as many other firms or perhaps to firms with
MrWhiting: I would like to know why such changes losses as might have been clear. Just to clarify my
of significance as inheritance tax, which we have answer previously, I would say there is a 50:50
been talking about, and as the computers at home, chance based on our own forecasts, in case I was
have suddenly come without any consultation. unclear.Consultation has been such a good feature in many

Mr Weale: The question I would ask theways, why are changes of such significance to be
Chancellor is what he was hoping to achieve bysuddenly come out of left field and potentially going
the Budget.in the wrong direction.
Professor Talbot: If you want to know when the
election is, ask him if we can have SpendingQ140 Chairman:You have given us a submission on
Review 09.the computers, and that will be very helpful on

Thursday.2 Chairman: Okay. Thank you very much.

2 Ev 77
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Jim Cousins Kerry McCarthy
Angela Eagle Mr George Mudie
Mr Michael Fallon Mr Brooks Newmark
Mr David Gauke Mr Mark Todd
Ms Sally Keeble Peter Viggers
Mr Andrew Love

Witnesses: Mr Jon CunliVe, Second Permanent Secretary, Macroeconomic Policy and International
Finance,MrMarkNeale,ManagingDirector, Budget, Tax andWelfare,MsSarahMullen,Director, Public
Spending, and Mr Chris Martin, Head of Productivity, HM Treasury, gave evidence.

Q141 Chairman: Good morning, Mr CunliVe, also had some data revisions from the ONS after the
PBR which revised the path of growth for 2004–05welcome to you and your colleagues. Can you

introduce yourselves for the shorthand writers. and made it consistent. Although there are still
puzzles posed by the discrepancy between the surveyMr CunliVe: Jon CunliVe, Second Permanent
evidence and the ONS evidence, to some extent weSecretary, Macroeconomics and International
have a slightly better feel now than we had at theFinance at the Treasury. Onmy right isMarkNeale,
time of the PBR, but the overall broad picture iswho is the Managing Director of the Budget, Tax
pretty much the same.and Welfare Directorate in the Treasury. To his

right is Sarah Mullen, who is Director for Public
Spending. On my left is Chris Martin, who is the Q143 Chairman: In the Budget, you say that
Head of the Productivity Team. “domestic risks have receded while global

uncertainties have increased somewhat.” Can you
expand on that?Q142 Chairman: There has been no change in the
Mr CunliVe: On the domestic side I would say thatoverall GDP growth forecast between the Pre-
at the time of the PBR, we were looking at whatBudget Report and the Budget, but does that tell the
seemed to be a sharp contraction in householdwhole story? What has been happening underneath?
consumption growth in the UK. The issue was, wasMr CunliVe: I think that pretty much tells most of
that likely to level oV, or was consumption growththe story. At the time of the PBR we had seen a
likely to continue contracting? Since the PBR, thereslowing of the economy in 2005.We thought growth
has been evidence on consumption and evidence onwould come in at about 134% for that year, which it
retail sales that it is flattening oV and consumer

has, and then we saw slower growth through 2006, confidence is coming back. So I would say that the
between 2% and 212% below trend as the economy downside risk around household consumption is less
emerges from the factors that weighed it down in than we saw at the PBR. Also at the PBR we had
2005, and then growth strengthening in 2007 and perhaps a bigger downside risk around business
2008 to above trend rate and eliminating the spare investment than we see now. Business investment
capacity which we see in the economy by 2008–09. I has turned out to be a bit stronger in 2005 than we
do not think that has changed materially. World thought it would be at the PBR and grew faster than
growth since the PBR has turned out to a little bit the economy as a whole. The other risks were really
stronger, I think maybe by 1

4%, and we are now around oil and the pass through of oil prices into
forecasting 412% world growth. World trade will turn inflation and whether the Bank of England would
out to be a bit stronger in 2006 than we thought in have to react to stop second round eVects. We have
the PBR but that has not really changed the forecast seen core inflation remarkably stable in the UK over
very much. The only other point I might make is at the last half of 2005 and the first quarter of 2006, so
the time of the PBR we were facing a number of that risk that the Bank might have to deal with an
puzzles which I think we discussed with the inflationary surge has reduced considerably as well.
Committee. In particular, output had dropped quite On the international side, the risk of global
fast in the course of 2005. On the other hand, imbalances, which this Committee has asked about
employment had grown relatively strongly and held before, has probably remained the same. The US
up well. There was a discrepancy between the ONS current account deficit is above 6%. Oil prices are
data on the economy on the one hand and surveys higher now than they were at the PBR. I think most
of businesses on the other, which suggested perhaps forecasters have them remaining at a level of $60 a
that the economy had not slowed down to the same barrel over the next 12 months and staying high in
extent and the puzzle between the GDP numbers the medium term. Those risks are there and they are
and employment numbers has been resolved to some perhaps a little bit more pronounced now than they
extent now. I think what happened in the last were at the PBR.The risk of an upward shift in yields
quarter of 2005 is that the labour market softened a globally is greater now than it was at the PBR as

well. The US has been tightening monetary policylittle bit. That brought the picture back into line.We
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for quite a while and has just tightened it again, but revised it down from the PBR because the ONS
now the ECB is starting to tighten in the eurozone. revised past growth up (and that could happen
The Bank of Japan has announced that it is now again.) Some forecasters are around the 1% mark. I
moving away from the more unorthodox monetary think from memory, but I will check, the Bank is,
policy pursued during the deflationary period into a although they do not show it directly. I think the
period in which I would expect to see monetary OECD is about 1

2%. The IMF is the lowest of the
policy tightening. There is a risk, which we talk commentators. The European Commission are
about in the Budget, that as monetary policy is around 1

2% as well, if I remember. The main point I
tightened the long end of the yield curve, i.e.

would make, though, is we do not calculate theborrowing by long dated debt will become more
output gap by reference to other people’s forecasts;expensive. I think that could stress the world
we calculate it by reference to the methodology thateconomy and that risk is a bit clearer now than it was
we have always used. We have published the cyclicalat the time of the PBR.
indicators, we are transparent in what we do.Chairman:Youmade a clear statement about theUS
Obviously it is a judgment but making that sort ofbudget deficit and the sustainability of it at 5% and
judgment lies at the heart of fiscal policy.it is now 6%, however maybe somebody else can

look at that at a later time. I will just welcome Mr
Neale to his new position and hand over to David. Q145MrGauke:How important is your calculation

for the output gap when you are looking at future
projections for GDP growth? In other words, if theQ144Mr Gauke: The Treasury estimates the output
views of, say, the IMF are correct and spare capacitygap to be about 114% at the moment. The IMF takes
is somewhat less than you estimate, does that havethe view that there is relatively little spare capacity
much of an impact upon your projections for GDPwithin the UK economy. The Bank of England
growth in, say, 2008–09 or 2009–10?would appear to take a similar view. Indeed, some of
Mr CunliVe: I would say the same thing aboutthe advisers we have had here seem to suggest there is
forecasting GDP as observing the output gap. Theselimited spare capacity in the economy. What is your
are not precise sciences. Generally speaking, weresponse to those views? How do you reconcile
assume that the economy returns to its trend level atthose views?
around the two to three year horizon that isMrCunliVe:The first point I wouldmake is that you
consistent with an assumption that the Bank ofcannot directly observe the output gap, you have to

estimate it, and estimating it is a matter of judgment, England will succeed in bringing inflation to the 2%
it is not a precise science. To estimate the output gap target at the same horizon, the link between the two
you have to have some view of the economy’s trend being we expect inflation to be on target when the
growth. I think again we have discussed with this economy is on trend. That is a general principle that
Committee the variation in methods for doing that. underlies our forecasts further out. A number of
So I would expect there to be a range of diVerent other commentators do not do that. They forecast
views, depending on how people look at it. I would the individual components of GDP and they try and
justify our position by saying we do two things. We build up a picture. Of course, you can do that more
look at the last quarter of the economy. We easily for the near term when you can see the current
calculate, using the trend rate of growth, where the position of the individual components but if you
economy would be if it had grown at trend, and we want a longer term forecast of the economy going
look at where it is and we use that to calculate the two or three years, then you do have to have some
gap. That is a relatively arithmetic process. We also assumptions about trend and how the economy
check that by looking at capacity and other returns to trend. Clearly if you assume there is less
indicators. If you look at capacity indicators, spare capacity in the economy and you assume the
manufacturing capacity and services capacity, they economy is coming back to trend in two to three
indicate that there is an output gap. If you look at years, then you need less economic growth to get
recruitment and the global indicators we look at, back to trend. If you assume there is more spare
they also indicate an output gap. On the capacity capacity, you will need more. However, I would not
side, the readings are roughly around where they have thought the sorts of diVerences we are seeing in
were when the economy was closer to trend in the the forecasts, the way in which the Bank has forecast
past. If you look at the indicators as a whole, they and the sorts of growth rates the Bank has suggested
leave you with a gap. If you then look at inflation, particularly large diVerences. I think one can
which at 2% now is not suggesting that the economy exaggerate the importance of these output gap
is suVering from pressures when you strip out the diVerences.
eVects of oil and look at the domestically generated
core inflation; it is considerably lower than 2%; it
was 1.4% in January. All of that suggests a Q146 Mr Gauke: One explanation we have heard as
reasonable amount of spare capacity. If you look at to reconciling the various figures, particularly for
average earnings which in February, excluding those who take the view that spare capacity is not as
bonuses, were 3.8%, a long way below the 412% to great as you consider, is that true trend output
434% that most commentators would say was the growth is not as great as the Treasury anticipates,

and in fact we are seeing that falling, and that wetrend, that suggests spare capacity. Putting those
may see that in a couple of years. I would betogether it leaves you with an output gap. Whether

114 is exactly the right amount I could not say. We interested to know your views on that analysis?
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Mr CunliVe: It is possible but the converse is also often very heavily revised as we go along. In 2002 we
were looking at a 10% reduction and that waspossible. If I had to look at the evidence, if you use

the methodology which we use, which is to ask when revised to a 1% increase, so it is a very volatile series
and one has to be a bit careful in drawingis the economy on trend, when was it last on trend,

howmuch has it grown in that period, and divide the conclusions. However, I think what we have seen is
business profitability/business rates of returngrowth by the number of years to get an average

growth rate; if you do that then the average trend recover very strongly since 2002. I can say more on
that if it were interesting. We have not seen businessgrowth in the last complete half cycle from 1997 to

2001 was I think, by memory, 3.1% or 3.2%, higher investment come back as strongly as forecast,
particularly last year where under the pressure ofthan the trend growth rate we are using now of 234 to
higher oil prices and also weaker export marketsunderpin the economic forecast. So I would say if
business investment was more subdued than weyou look at the past and if you look at the trend
thought. The way we see the evolution of theproductivity element of that, we are left looking for
economy is that next year business investment willreasons as to why the half cycle that started in 2001,
stay quite muted, as will household consumption soand which we are still in (just going into an upswing,
there will be more rebalancing; the two will moveI hope) should have a lower trend growth rate than
together. Then in 2007–08 we see householdthe half cycle before it. You can think of reasons.
consumption coming back, but not to the same levelThe second point I would make is that you would
of growth as the economy, so consumption growthexpect the increase in oil prices, all other things being
reducing as a proportion of economic growth, andequal, to have a downward eVect on the trend rate
business investment growing to round about 412% forbecause plant and machinery and production

processes that were eYcient andmade a profit at $30 those two years. So in 2007 and 2008 we see some
rebalancing towards business investment and fora barrel might not make a profit at $60 a barrel, so

you would expect a long period of high oil prices to next year perhaps a little rebalancing but not very
much. There was a little in 2005. On the trade side,have a downward eVect on the supply potential of

the economy, although much less now than in the because that is the other area that one could
rebalance, we have kept, even though theUK exportpast because oil intensity has reduced an awful lot,

and of course a huge amount of the UK economy is markets are growing, the trade forecast pretty much
where it was in the PBR. Net trade, exports minusservices and not manufacturing and you would not

expect there to be such an eVect there. On the other imports contributes zero toGDP growth, whereas in
the past it has been a drag and was a negativehand, I would expect migration, particularly

migration from the accession countries, which has contribution because we have imported more than
we have exported. Personally I think there is anbeen considerable and which has increased available

labour, to push it the other way. I could not say upside risk around that forecast. That would lead to
some rebalancing but for the projections goingwhich of those two eVects will dominate but when I

look at the measured performance in the last forward the rebalancing is really business
investment for 2007 and 2008 and consumptioncompeted half cycle and think about what might oil

have done oneway, whatmightmigration have done growing more slowly than the economy all the way
out to 2008.the other way, our estimate of 234 does not seem tome

to be at all bad.
Chairman: I think earlier I referred to the budget Q148 Angela Eagle: According to the Monetarydeficit of the US rather than the trade deficit and on Policy Committee of the Bank there has been a14December 2004 you stated to us that the US trade recent weakening in consumer spending—anddeficit was over 5% and all the perceivedwisdomhad maybe your forecast would not quite agree withbeen that when we get over that, it has to correct it, that—but why do you think consumer spending willand then it went to 6%. However you can maybe remain so subdued for the next two or three years?answer that another time. Angela? Is it higher utility prices or are people suddenly going

to savemore because your projections on the savings
Q147 Angela Eagle: I just wanted to ask you what ratio do not show a huge increase?
you think is going on with rebalancing in the Mr CunliVe: No. It is really what I would call the
economy because the slowdown in consumer working out of a lot of factors around 2005.Wewent
spendingwasmeant to rebalance as the cycle goes on through the reasons for the slowdown in 2005 in the
more towards business investment. We now seem to PBR. They have changed a bit with revisions to the
be having a slight (but weaker) upsurge in consumer data, but clearly high energy prices had an eVect on
spending and no sign of a huge increase in business consumers because they hit disposable income, and
investment. Can you tell uswhat is you think is going also higher inflation as a result of higher energy
on in terms of the way the economy is rebalancing prices had an eVect. I think there is a confidence
and whether this rebalancing is of a sustainable eVect there as well. Households are relatively highly
nature? geared, borrowing levels are relatively high, and this
Mr CunliVe: For 2005, business investment grew was a period where the Bank had been raising
slightly faster than household consumption. I think interest rates over the preceding 18 months and you
consumption grew by about 112–1

3
4 and business would expect that to slow consumption growth

down. At least that is what it is intended to do. Theinvestment closer to 2% so there would be a little bit
housingmarket was slowing and I think that aVectedof rebalancing there. I am always a bit careful with

business investment because figures get revised and the economy as well, simply because people often
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associate in the UK house prices slowing with more because if households are worried about rainy days
then they will normally save unless they have easyextreme economic conditions so a combination of

those things slow the consumer down. The other access to finance.
thing that slowed the consumer down is, as I have
just said, that earnings are low at present and Q152 Angela Eagle: There is one other issue on the
unemployment has risen a little bit and that would savings ratio. There has been some coverage lately
have an eVect on confidence and an eVect on particularly with the FSA doing their stuV on the
spending power. Going forward we do not expect younger generation not being able to save. There are
household consumption to remain flat. By memory, generational diVerences and although you are there
I think we have got it growing by about 214% in 2006 to observe the macro situation in the round, there
and 212% in 2007 and 234% in 2008, so it is rising, but might be some policy implications of the
the fact is in 2008 we are forecasting economic generational diVerences in the savings ratio. Are you
growth of 3% and household consumption growth thinking of analysing that or factoring it into your
of 234, so it is growingmore slowly than the economy. future calculations?
We would expect the impact of lower earnings and Mr CunliVe: It has been factored into the policy and
higher utility prices to still be having an impact and factored in by the FSA in terms of financial
also for the consumer to be rebalancing a little bit the education and the like. We have not factored it into
household balance sheet after a period of borrowing. long-run forecasts of the savings rate, but the point
One would expect that to carry on for a couple of I was just going to make was there could be reasons
years. If consumption were growing at 234 that by such as savings for retirement, changes in patterns of

the way people save, whether they use their houses2008 is just a little bit above the trend rate of the
to save, which could mean the future is diVerenteconomy.
from the past.

Q149 Angela Eagle:You would be happy with that?
Mr CunliVe: I would be happy with that. It would Q153 Peter Viggers: I think it is common ground
not be the very high rates of growth in consumption that business investment has been poor, I would
that we saw in the late 1990s and 2000–01 but I think even say dismal, and I will not go into the statistics.
that is a much more stable picture. There seems to be a campaign to suggest that the

need to fill the pensions deficit is not a prime cause
Q150 Angela Eagle: In terms of the savings rate we here. So I put it to you that other causes might be the
have a very competitive credit card industry and lots controls and regulations which have been put on
of available, very easy credit—too easy in some business which have made a flexible economy here
instances I would have thought. Is this why the rather more like the economies of France and
savings ratio is remaining so low and do you worry Germany. As a second possibility is the fact that the
about the size of the savings ratio? public sector, where growth has been about 4%, has
Mr CunliVe:On consumer credit, particularly credit crowded out the private sector. Howdo you respond
cards and unsecured credit, that is the area of to those suggestions?
borrowing that is coming down. Mr CunliVe: I think the business investment cycle

now is much less volatile than it was in the past. If
you look at business investment from the late 1990sQ151 Angela Eagle: It is rising more slowly, I think.

Mr CunliVe: It is rising more slowly but unsecured onwards, you do not see the same peaks and you do
not see the same troughs, and the picture prior toborrowings had some very fast increases in past

years and is now slowing down considerably that had 15% peaks and troughs in the 1970s, 1980s
and early 1990s. My first point would be that wecompared with secured lending. On the savings

ratio, the question one always has to ask in these should get used perhaps to a business investment
cycle where it is not cut back as much as in the pastthings is what does the past tell you about the future?

If you look at the UK growth savings ratio it is in bad times but it does not rise so much in good
times and it is more steady over the cycle. I thinkroughly where it was in the 1960s. If you look at the

pattern in a period of inflation in the 1970s, in some of the business investment rates that we are
forecasting now are low by historical standards andrecession in the early 1980s, the savings ratio shot

up. You would expect that to happen. When times seem to me to fit quite well with a more stable
economy, meaning that businesses plan and investare diYcult people tend to savemore when they have

more concerns about their employment prospects more evenly and they are less concerned about
economic volatility, if one might say so. On theand their precautionary savings go up, and also

when inflation is high people have to save sometimes question of whether it is regulation or not, I do not
know. I note that business investment has beento preserve a given degree of savings. The savings

ratio went up again in the early to mid-1990s also at increasing in Germany over the last year. I do not
know what that tells us about regulation.a time when there was economic distress. If you look

at its rate, say, over the 1960s, which was a fairly Internationally there has been for a number of years
the issue that businesses were not investing as mucheven period, it is roughly where it is now. If I looked

at it historically does it look to me as if it is greatly at this stage of the cycle as they had at previous
cycles. In the US that investment has started. Inout of line with history? No, in that sense. Of course,

the other point that is worth making is that one of Germany and some places in the eurozone it has
started and other places it has not. It looks to methe reasons why people saved in the past was the

access to finance point, which can be a good thing much more of an international issue than a specific
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issue about regulations. The fact is that companies is worth X% of growth” and put that into the
forecast but, yes, we are listening and we are actingare making profits, they are sitting on very large

deposits of cash globally and in the UK, and they on it.
have the chance to invest some of that in investment,
and so far globally they have been holding back and Q156 Mr Todd: Can we explore productivity and
in the UK we have not seen that investment come migration. First just touching on migration, you
back yet. As I say, it does not seem to be about referred to migration as being a contribution to the
regulation. The crowding out theoryworks, if it were confusion over the output gap. To what extent is the
true, by saying that the public sector investing more output gap particularly meaningful when you put in
would actually be raising the price of borrowing, the dimension of a workforce that can arrive in
raising the price of investment, and that is how the hundreds of thousands here to supplement the needs
crowding out would work. However, financing of our economy?
conditions are actually very, very favourable now. Mr CunliVe: The first point is I do not think it
Share prices are relatively high and long borrowing contributes to the confusion. I just think the trend
costs are relatively low. I do not see a crowding rate or the supply side potential of the economy will
out element. have been increased by migration.

Q157 Mr Todd: The confusion in estimating whatQ154 Peter Viggers: Crowding out could be a
the output gap might be then.burdening on the economy with public sector
Mr CunliVe: In estimating what the output gapexpenditure and indeed public sector pensions which
might bewe have set out very clearly the componentsmakes the private sector apprehensive, but nobody
of the trend rate of growth and one of thoseis speaking with confidence and clarity about the
components is an increase in hours worked and anreason why investment is not being made in this
increase in hours worked can come about by ancountry by business. How do you justify the 412% increase in the labour force or increase in the amountgrowth next year and the year after? Is this not a of hours being worked. In that sense, I think theclassical J-curve of economists who say that things concept of an infinitely elastic labour force, if that isare a bit diYcult at the moment but they are going what we had, that proved that the supply side of theto bewonderful.How can you speakwith confidence economy could just grow to meet any level ofabout that? demand, would make it more diYcult to run fiscal

Mr CunliVe: I would justify it in a number of ways. policy around an output gap. You would not have a
Firstly, compared to past increases in investment labour force for the UK, you would have to deal
when the economy has been growing at the growth with a global labour force. So if labour became
rates forecast, 412% is not particularly high. I think it completely globalised, yes, you would have to think
is 2% this year and in the past we have seen 10% or about these things in global rather than national
15% peaks in investment. My first point is that 412% terms. In terms of the net immigration we are seeing,
is not a very big increase in investment but it is more the Government Actuaries Department makes a
consistent with the even pattern that I am talking projection about net immigration and we take that
about. Secondly, companies are sitting on very large or we factor that into the increase in the trend rate
deposits. They have high profits and financing costs of growth going forward.
are low. A lot of them have been rebuilding balance
sheets. That process has been going on for a while. Q158 Mr Todd: What assumption has been made?
Clearly higher oil prices last year dented corporate MrCunliVe: If I do it bymemory, Imay get it wrong.
confidence but I would expect those higher profits
and deposits to be turned into investment at what is Q159 Mr Todd: It is hidden in there, is it?
not historically a particularly high rate. Thirdly, we Mr CunliVe: It is on page 229, in the population of
would expect to see some increase in exports. It is not working age, and the assumption that we aremaking
a one-to-one link but exports normally feed through is that the population, Table B2, of working age has
to investment. Fourthly, I think the survey evidence a trend rate of growth of 0.4%. If you look at the very
suggests firmer investment intentions than you see in last line, the Budget 2006, the penultimate column,
the data. With all of those things to me together a it is that figure.
return to 412% of investment in 2007–08 does not
seem to me to be a very— Q160 Mr Todd: What component of that is

migrating into the economy?
Mr CunliVe: I would have to come back to you onQ155 Peter Viggers: Private sector representatives
the net migration figure.are crying out against the burden of regulation. Is

the Treasury listening?
Q161 Mr Todd: It would be useful.MrCunliVe:Yes, of course the Treasury is listening.
Mr CunliVe: I think it is about that.There is a very strong programme—and my

colleague can talk about that—to reduce regulation
not just in theUKbut in the EU. I can tell you a little Q162 Mr Todd: What role does inward migration

have in analysing productivity change because inabout what we are doing in the EU. The Treasury is
very keen to lift the regulatory burden on business. theory at least or in practice in many cases a large

proportion of inward migration is relatively cheapWe have not factored that into the economic
forecast.We do not takemicro policies and say “that labour?
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Mr CunliVe: It depends on the circumstances in ever seen previously, and actually for ICT
investment to be eVective, you need to have skilledwhich it takes place.
IT workers and quite a lot of the high-skilled
migration this year is in that sector, so you canQ163MrTodd:Looking at the distribution of where
actually have an impact on investment there.they work, which is primarily in agriculture and the

services sector where earnings tend to be lower,
Q166 Mr Todd: Just concluding this, I make thewould you expect that the availability of younger,
remark, and do not ask you to respond to it, that mycheaper labour will have an eVect on productivity?
sense is that we are still relatively ignorant about theMr CunliVe: There is some very high-skilled
contribution that inwardmigration is making to ourmigration into theUK, which you can see in the City
economy and I think the Bank of England, when Iof London, which is probably having a rather
asked a similar question yesterday, agreed that adiVerent eVect. I think it depends on the
great deal more research was required on what wascircumstances in which the immigration or the net
really happening as opposed to the rather moremigration takes place. If all other things are equal, if
speculative things that we have all shared thisthe economy is sort of demanding more goods and
morning. Would you share that view? Is theservices and people are coming from abroad to meet
Treasury actually commissioning more research onthat demand and the productivity of these workers
this?is exactly the same as the average productivity ofUK
Mr CunliVe: I think we need to try and understandworkers, it makes no eVect because the productivity
this better and I think it will take us some time to dosum is that you divide what is produced by the
that as we become used to it and yes, we are tryingnumber of people producing it, so if what is
to do that.produced goes up and the number of people

producing it goes up, the eVect is the same. Overall
though, the new workers into the economy you Q167 Mr Todd: Just turning to a broader
expect to be less productive because (a) they are new productivity point, the mix between public and
coming into their jobs and (b) they have to learn private sector investment, you would again expect it
those jobs. You might expect immigration to have to have some contribution to productivity, would
the same eVect, so I would have thought that it could you not, partly because measuring productivity in
be lower. the public sector is rather more of a value-laden

judgment that that might be depressing productivity
performance? Would that be so?Q164 Mr Todd: Could it be argued that inward
Mr CunliVe: It might, but I go back to the point thatmigration would have an eVect on business
we are currently in themiddle of trying to get a betterinvestment? If it is possible to substitute cheaper
grip of public sector productivity by ONS by tryinglabour as opposed to investing in capital goods to
to quantify and measure those outputs, so thesubstitute more expensive labour, then one might
picture is, I think, quite diYcult.expect that to discourage business investment

because an alternative resource is available. Is that a
possible view? Q168 Mr Todd: Lastly, the Chancellor made
Mr CunliVe: It would depend an awful lot on the significant play of our improved productivity
capital: labour ratio in the individual sectors. performance vis-à-vis the other major western

countries. I think we accept that that progress has
probably slowed in the last couple of years as ourQ165 Mr Todd: Again we know roughly what most
own productivity performance has stalledof the volume migration is going into because your
somewhat. What steps are being taken within thisagents have told us that and predominantly they are
Budget to make productivity growth accelerate andin agriculture and in the services sector.
bring us closer to countries like France, for example?Mr CunliVe: I think you might expect those areas of
MrCunliVe:Perhaps I could letmy colleague answerthe economy into which they are coming to grow
on the steps. I think it is misleading to look atfaster because you could provide more of those
productivity growth over the last couple of years andservices and more of those goods more cheaply and
you do have to look at it over the cycle, but myif they are low investment areas of the economy, then
colleague can talk about the steps.the overall investment index might change, but if
MrMartin: The quick headlines are that there are ayou used a certain amount of capital for a certain
number of proposals for reform in terms of kind ofamount of labour and you increased the labour, then
science funding to encourage innovation and, inyou might need an increase in capital as well.
particular, ensure that more innovation is installedMrMartin: I think in terms of figures overall, a fairly
into the wider economy and there are further stepslarge proportion of migration is still quite highly
on deregulation and the HMRC targets to reduceskilled and essentially if you are talking about
administrative burdens, and a number of otheroutside the EU, the gateway can be applied and you
wider steps in terms of encouraging a morecould really only come in if you were earning more
enterprising society, but I am very happy to go intothan the average salary, so that would be higher
more detail on this later.productivity. You may in some cases actually see a

kind of investment-plus eVect. For example, we have
talked a bit in the document about the provisions Q169MrLove: Just taking thewhole of the economy

together, most of the criticism that has beenwhich will come next year in terms of ICT
investment, higher levels in the UK than we have expressed in the Chamber and in our debates has
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been, and I quote you earlier this morning, in Q173 Mr Fallon: So what is the total eVect of the
relation to consumer expenditure where you tell us December agreement in this period, 2007–13?
that debt is high, the housing market is slowing MrCunliVe:Well, youwould add up those numbers.
down, earnings are lower, unemployment is going
up, therefore, we can assume that consumer Q174Mr Fallon:Could you do that? Youwere at the
expenditure is not going up. When we talk about Council, were you not?
rebalancing, we have talked about business Mr CunliVe: I was at the Council, yes.
investment and whether that is likely to replace
consumer expenditure and there seems to be some Q175 Mr Fallon: What is the eVect?
doubt as to whether that will happen. When we talk Mr CunliVe: Well, the eVect upon the abatement is
about net trade, there seems little likelihood, with

ƒ10.5 billion over the seven-year period and—
Europe being our main market, that that is going to
replace the rebalancing. Why are you so confident Q176 Mr Fallon: I want to know about the net
that growth is going to continue in this economy? contribution.
Mr CunliVe: My comments about housing, wages Mr CunliVe:—and the fiscal impact is that you have
and employment were about 2005, and I also said to add 1

2 to 1, so that is 1
1
2 and then 5, so it would bethat it has levelled oV. The housing market, I think,

about 6 to 612 billion. There are some ranges there inis now showing some signs of increased activity,
the latter years and I should say that the negotiationemployment has risen again and unemployment has
is not completed because we now have to put thisgone down in the first quarter of this year, so my
into legislation and that could change the numbers apoint was that some of the factors that weighed on
bit at the margin.households in 2005will continue to weigh on them in

2006 and they would emerge from that, or certainly
Q177 Mr Fallon: If the investment in Europe was asconsumer confidence has gone back up, particularly
good as investment in schools, you could haveconfidence about the personal financial situation. It
aggregated all of this and called it ‘net EUis really a question of how quickly one comes out of
investment’, could you not?the 2005 situation and on business investment the
MrCunliVe:Well, we score this as a net contributionforecast we have made is not some huge jump, but it
to Europe and as a public expenditure cost. I thinkis quite in line with, or probably lower than, what
that is the normal statistical treatment.has happened in the past.

Q178 Mr Fallon: The eVect of it is about £1 billion
Q170 Mr Love: So does that mean we are going to for seven years? That is roughly it?
depend on consumer expenditure, that we will still Mr CunliVe: Broadly that, yes.
depend on that driving growth in the economy?
MrCunliVe:No, the forecast driver of growth in the Q179 Mr Fallon: I think it would have been helpful
economy for 2007–08 will be consumption growing if you had set the figures out instead of us having to
at a little less than the overall GDP rate and business try and drag them out of you.
investment growing at 412%. Mr CunliVe: Sorry. My apologies for coming

unprepared, but I thought in writing to the
Committee we had done exactly that. I should haveQ171 Mr Fallon: Mr CunliVe, could we turn to the
brought a copy of the letter with me and I apologise.Red Book now and to Table C11 which I think you

had to reprint because you wrongly showed the net
Q180Mr Fallon: That is not my point. These figurescontribution to the EU budget and that had risen
should be in the Red Book. Leaving them out of thefrom £3.8 billion last year to £5.5 billion in the year
Red Book is very deceptive. Anyway, let us try youbeginning 2007. In paragraph C.84 you say that in
on council tax. Could you help us on the council taxDecember the European Council agreement has
figures given in Table 8, page 262.You give a glimpseonly a limited impact on net payments in Table C11.
of future council tax increases only in a footnoteThat is pretty deceptive, is it not, because Table C11
which you say “are projections based on stylisedin fact only shows the first year of the seven-year
assumptions and are not . . . forecasts”. Could youEuropean period?
enlighten the Committee as to what the diVerence isMrCunliVe: I think actually there is really a 2006–07
between a stylised assumption and a forecast?eVect, but no, it kicks in in 2007–08.
Mr Neale: A stylised assumption is making
arithmetic assumptions about how self-financed
local authority expenditure might grow and theQ172Mr Fallon: Sowhat are the figures for the years
contribution that it would make to overall localyou have missed out?
authority spending.Mr CunliVe: For the cost of the budget settlement,

the figure, as I think the Chancellor announcedwhen
I think he wrote to the Chairman after the budget Q181 Mr Fallon: So what is the assumption?

Mr Neale: The assumptions are as you see themdeal, by memory I think it is roughly £500 million in
there. They lead to that run of numbers.2007–08, so about £12 billion in 2007–08, it is nothing

in 2008–09, it is likely to be close to £1 billion in
2009–10 and then in the remaining years somewhere Q182Mr Fallon:But what is the percentage increase

that you are assuming in council tax?between 112 and 1.8.
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Mr Neale: Well, you can see the numbers in front Ms Mullen: Yes, that is it.
of you.

Q194 Mr Fallon: Those are the privatisation
Q183 Mr Fallon: I want you to tell me what the receipts?
percentage increase is which forms this part of your Ms Mullen: These are sales of fixed assets and
assumptions. financial assets.
Mr Neale: The numbers set out here show you what
these stylised assumptions lead you to. Q195 Mr Fallon: Do they include privatisation

receipts?
Q184 Mr Fallon: I know the numbers, but I want to MsMullen: I am not sure. Again I assume that they
know the percentage assumption you are assuming are an assumption about future asset sales, including
of the increase in the council tax. fixed asset sales.
Mr Neale: For 2006–07 we are expecting council tax MrCunliVe: If you look at TableC16 and paragraph
on average to rise by about 412%. C.90, it gives some more information on this.

Q185 Mr Fallon: For how many years? Q196 Mr Fallon: On what page?
Mr CunliVe: That is for 2006–07. It is impossible to Mr CunliVe: Page 276.
put a percentage increase on subsequent years, but
you can see what these assumptions lead to in terms Q197 Mr Fallon: So privatisation receipts there are
of projections of council tax income. what—£6.6 billion? Is that right?

Ms Mullen: That is sales of fixed assets, land and
Q186 Mr Fallon: Would it be unfair to assume a buildings. The outturn figure for 2004–05 is 6.3 and
similar assumption for forward years of 412%? the estimate for this year is 6.6 and future projections
Mr Neale: I think it would be unfair to assume that are at the same level, but that is the sale of fixed
because the local authorities have not yet set their assets, land and buildings.
budgets or worked out to what extent they need to
draw on their own resources in order to finance Q198 Mr Fallon: So there is no table showing us the
those budgets. specific privatisation stylised assumption, whatever

it is, for the next four or five years?
Q187 Mr Fallon: So you think it is possible that the Ms Mullen: That would be in, I think, the next line
assumption could be lower rather than higher? down, the loans and sales of financial assets.
Mr Neale: It could be lower, it could be higher, yes.

Q199 Mr Fallon: Do these numbers include the
Q188 Mr Fallon: It could be less than 412%? proposed privatisation of Scottish Water?

Ms Mullen: I do not know the answer to thatMr Neale: It might be, yes.
question.
MrCunliVe:Wewill have to give you a note on that.1Q189 Mr Fallon: In which year has it been less than

412%?
Q200 Mr Fallon:Have there been discussions aboutMr Neale: I think it was less than 412% this year,
the privatisation of Scottish Water with the Scottish2005–06.
Executive?
Mr CunliVe: I think we would have to give you aQ190 Mr Fallon:What was it this year?
note on that.Mr Neale: It was 4.1%.

Q201 Mr Fallon: You do not know whether thereQ191Mr Fallon: It is not likely to be much less than
have been any discussions?4%, is it?
Mr CunliVe: I am not briefed on that subject, I amMr Neale: I think it is fruitless to speculate. It will
afraid. I apologise.depend on local authority budgets and howmuch of

those budgets they finance from their own resources.
Q202 Mr Fallon: Do any of your colleagues know
whether Scottish Water is a candidate forQ192 Mr Fallon: Could I ask you then about the
privatisation?privatisation receipts and asset sales. I do not know
Ms Mullen: I do not know.which of you has been responsible for that, but in

Table C4 you indicate asset sales running at roughly
Q203 Mr Fallon: You do not know?£7 billion a year. Here you give a five-year period
Mr CunliVe: I think I will have to give you a note onand of course you have not done that for council tax
that, Chairman.or EU contributions. I think I am right in saying that
Chairman: Give us a note before tomorrowyou assume £7 billion of asset sale receipts in each of
morning then.the five years. Is that correct?

MsMullen: I think there is a table later in the chapter
which talks about asset disposals. Q204 Peter Viggers: The Pre-Budget Report

indicated a public sector net debt of 38.2% gross
Q193 Mr Fallon: Could you have a look at C4 on domestic product and the Budget indicated a
page 259 for me. You indicate there asset sales, I
think, of £7 billion a year. Is that right or wrong? 1 See also Q314.
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deterioration of 38.4% of gross domestic product. and higher taxpayers, so we are relatively confident
in these forecasts. Tax forecasting is not easy. It is,Bearing in mind this evolution, to what extent is it

more likely now that the sustainable investment rule as I explained before, not a science.
will be broken compared with the situation at the
time of the Pre-Budget Report? Q208 Angela Eagle: Is it more diYcult or easier than
Mr CunliVe: I think that the majority of that weather-forecasting?
increase, most of that increase is about the MrCunliVe: I am not a meteorologist, so I could not
reclassification by ONS of London & Continental. I comment.
have forgotten exactly how much that added to it.
Classifications and reclassifications of course can Q209 Angela Eagle: Unlike the Governor of the
happen, but we are confident that the sustainable Bank of England.
investment rule will be met. Mr CunliVe: I think receipts have come in in line

with forecasts and there is buoyancy in some sectors
of the economy and we think this forecast isQ205 Peter Viggers: The European Commission
reasonable and achievable.reviewed theUK economy and it recommended that
Mr Neale: I do not think there is a structuralthe UK deficit be declared excessive under the
problem. We obviously keep an eye on theGrowth & Stability Pact and the US was asked to
implications of globalisation and freer movementscorrect the situation, and the EuropeanCommission
of capital and labour on our ability to collectdid say that this should be done. Of course there is
revenue, but as things stand at the moment I wouldsome increased expenditure which was indicated in
not say we were facing a structural problem withthe Budget and the European Commission
maintaining our revenues.anticipated this, but it also said that budgetary

pressure would be quite severe in some areas. Where
Q210 Mr Newmark: Probably most of thesewill the shoe pinch because the Chancellor is good at
questions are directed to Jon as to debt managementtelling us the good news, but he is not quite so good
and gilt issuance. The Debt Management OYce’sat telling us where the shoe will pinch and where the
intended issuance of index-linked notes for 2005–06bad news will come?
is £16 billion which I understand from people in theMr CunliVe: I think what the Commission were
City is well below market expectations. Do you feelcommenting on was the forthcoming Spending
that the Government is doing enough actually toReview and I think it is very diYcult for us to
take advantage of the currently low yields?anticipate the outcome of that Review.
Mr CunliVe: I cannot comment on the fact that gilt
issuance is below City expectations.

Q206 Peter Viggers: What action are you taking to
meet the European Commission’s deadline of Q211 Mr Newmark: Market expectations.
24 July 2006 by which time the UK is supposed to Mr CunliVe: I know that some of the market were
have taken the necessary eVective action to correct expecting a higher amount, but I do not know why,
the deficit? so I think that is really for them to comment on.
Mr CunliVe: Since the Commission forecast, we
have had the PBRwhich of course changed the fiscal

Q212Mr Newmark: That is because the cost of debtposition. If you look at Table C1 on page 250, it
at the moment is higher and why not retire thatshows the Treaty deficit at 3% this year going down
higher cost of debt while you have the advantageto 2.4% in 2007–08 and 1.9% in 2008–09, so my
of the—answer would be that these projections show the
MrCunliVe:Well, I suspect that the people who owndeficit coming to theMaastricht level and then going
that debt will see you coming. I am afraid there is nobeneath it.
free lunch here. If you have a gilt at 10% and I want
to refinance it, I think you are going to charge me
exactly the value of that gilt in order to letme borrowQ207 Angela Eagle: I just have a quick question

about tax receipts because the forecast is for those to at 5%, I am afraid, so that is why we do not retire.
There may be other reasons, such as pension funds,rise year on year for this coming financial year by

6%. Features of the last six years and certainly in the which prefer longer debt than shorter debt, but
refinancing the debt portfolio at lower cost does notPBR to Budget comparisons, there has been

diYculty in actually getting into the Exchequer the work because the people who hold the gilts demand
the value of the gilts they have got. On the generalforecast receipts, but what is your view of how that

will look in the next financial year? Do you think point as to whether we have done enough, we have
done two things this year: we have skewed thethat 6% is a reasonable assumption and do you think

that there is an emerging structural issue with issuance again to the longer index-linked end within
the amount of debt that we have to sell; and we havecollecting tax receipts which is to do with globalising

issues and the way that business can actually avoid also listened to some of the market commentators
and introduced for this year some flexibility to skewpaying on revenue?

MrCunliVe:At a high level, I think the receipts have it even further. We could wind up with, I think, 43%
of the issuance in longs and about 26% in index-come in in the Budget as we forecast. We have seen

strong receipts from corporation tax from the linked which would be a much higher proportion
than we have done in the past. The debt portfoliofinancial sector and we have seen strong receipts on

income tax, a lot of which has come from bonuses though and the debt managers have an objective to
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minimise cost subject to risk and it is not an objective MsMullen: I do not know the detail of the issues that
are still being addressed. I think it is a whole range ofof debt policy to help out particular sectors of the

economy. It could be an objective of government issues, but we announced alongside the PBR in 2005,
that we were still on track to meet that target andpolicy, but from a debt management point of view

the debt remit is set to minimise costs subject to risk, indeed published a paper alongside the long-term
fiscal projections report.and I think we have gone quite a long way there.

Q213 Mr Newmark: Just to be clear, because the
Q222 Mr Newmark: You must have some sort ofpeople I have been speaking to say otherwise, you
clue as to what the problems are or the potentialactually do not believe that the Government should
problems that are building up for a delay? I am onlybe attempting a more ambitious programme of
saying that because there has been an 11-monthactually retiring short-dated debt and replacing it
delay in producing the accounts for 2004–05, so doeswith long-dated, cheaper debt because your view is
this mean that the Treasury is less likely to meet itsthat the market will see this coming a mile oV and
whole of government accounts timetable becauseone will not be able to refinance at a cheaper rate?
there has been a delay in the previous year? Is there aMrCunliVe: I do not think you savemoney by trying
knock-on eVect that is going onwith the same issues?to buy—
Ms Mullen: Do you mean a delay in departments
getting their resource accounts done?Q214 Mr Newmark: A lot of people disagree with

that.
MrCunliVe: I do not think you savemoney by trying Q223 Mr Newmark: Yes.
to buy debt back because people charge you the Ms Mullen: My understanding is that, although
value of that debt. there have been delays, those delays have been

getting better rather than worse, so I do not think
Q215 Mr Newmark: That of course happens all the that that would necessarily have an impact.
time. People refinance debt because they can take
advantage of the lower cost of capital and that

Q224 Mr Newmark: The Comptroller and Auditorhappens every day of the week.
suggested that hemight actually qualify the whole ofMr CunliVe: Yes, and sometimes you have to pay a
government accounts because of the diVerences inrefinancing penalty if you do that.
accounting treatment, as I mentioned earlier, for
PFI schemes. What do you think this would do forQ216 Mr Newmark: They pay the refinancing
public confidence in these accounts?penalty and it is still cheaper to refinance it.
MsMullen: I am not aware of the detail of that, butMr CunliVe:My guess is that if we try and buy back
I imagine that whether or not the overall WGAhigh-yielding gilts, then the price that the owners of
accounts were qualified would depend on thethose gilts will charge us is, if you like, the value of
component parts, so that would be an issue ratherthat yield. There could be other reasons for doing
than the WGA. I am not sure of the detail.debt swaps and I thought that the reason the market

had suggested we do debt swaps is predominantly to
increase the amount of long index-linked debt, in the Q225 Mr Newmark: I think it comes down to a
portfolio. That is a separate issue. definition of what is on or oV balance sheet, which

brings me tomy next question. TheComptroller and
Q217 Mr Newmark: Absolutely right. Auditor General recently said that many oV-
Mr CunliVe: There could be reasons for doing that. balance-sheet PFI contracts “relate to projects

where the risk still lies with the local authority or
Q218 Mr Newmark: The reason for that is because national health service trust . . . and if the majority
of the demand for pension funds. [of the risk] still lies with the local authority, it
Mr CunliVe: And that is a separate point, but I do should be recognised as on balance sheet”. What
not think we could get the debt costs down by would be the implications on the sustainable
doing that. investment rule from including these contracts on

balance sheet, which, Jon, I think you touched on
Q219 Mr Newmark:Do you think the Treasury will earlier?
meet its timetable for publishing and having a fully Mr CunliVe: The sustainable investment rule works
audited set of whole of government accounts on the national accounts basis and the national
available for 2006–07? accounts are drawn up by the ONS on the basis of
MsMullen:Yes, we are still on target for that. There internationally agreed statistical reporting rules. We
are some challenging issues to be tackled along the have discussed before sometimes the discrepancy
way, but— between how something is seen by the accountancy

side and how something is seen by the statisticians,
Q220 Mr Newmark: And those challenging issues but I have no estimate for what eVect it might have
are what? because at present those are outside the national
Ms Mullen: A number of methodological issues. accounts definition, they are oV balance sheet, and

they are not counted. The ONS, and I think you
took evidence from them, have said that the on-Q221 Mr Newmark: Is it PFI contracts, what is on

balance sheet, what is oV balance sheet? balance-sheet PFIs, which will come on to the
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balance sheet, will impact the sustainable investment two years out of kilter, which is serious in terms of
rule, but the oV balance sheet, I think, is outside the public sector delivery. That is why I say, what are the
international accounting standard. criteria of value for money and is it proving eVective

as a form of procurement?
Mr Martin: Obviously I cannot comment on anQ226 Mr Newmark: I have just one final question
individual project because I would not have thebecause it is important to deal with the side which is
details about that, but I think our view is that overalloV balance sheet and where debt could be. What
PFI continues to provide a useful vehicle fordiscount rate is used to discount future public sector
procurement in some circumstances. It is a smallpension liabilities to a present value and what does
proportion of overall procurement in the publicthis rate compromise? To what extent does the
sector. We have adapted and modified the system asdiscount rate include any premium for the risk of
we have learnt lessons from experience. Fordefault?
example, we are no longer recommending PFIMs Mullen: For the purposes of the fiscal
projects for IT systems. The document you areframework, what is relevant for pensions is future
talking about here is suggesting that there may be anet cash payments, so a discount rate is not a
tougher test on what are called the “soft services”,relevant factor and indeedwe set out our forecasts of
but we are confident, because we do a rigorousfuture net cash payments on pensions in the Long-
assessment and we require all procuring authoritiesTerm Fiscal Report.
to do a rigorous assessment before going in and
choosing PFI over any other procurement method,Q227 Mr Newmark: I am not clear what you mean
that—because a discount means eVectively that the

Government is backing these pension liabilities, so
there is a diVerence whether you use 2.4%, 2.3% or Q230 Ms Keeble: Do you have requirements about
2% as to the actual amount of public sector pension the skill levels in the authorities concerned about
liabilities out there. managing very large contracts on PFI? Do you have
Mr CunliVe: I think the point goes back again, I am actual skill requirements there?pretty sure, to the international statistical reporting

Mr Martin: I think there is a challenge around therules, and the way you report for these pensions and
sort of management of these contracts. It isyou deal with these pension schemes is that you look
something we have seen in the private sector as wellat the net cash payments over a period of time and
as outsourcing and so on has developed. We haveyou do not discount them back in that way. The
put in place a number of things to improve the skillaccounting treatment may be diVerent, but the fiscal
and quality of management both in the contractingrules work on the national accounts which work on
process and then in the actual management of thethe international standards.
contracts. That will always remain a challenge, but
that is one of the things, I think, that any procuring

Q228Ms Keeble:Your report on the PFI referred to authority needs to make sure it is thinking about at
a survey which said that the public service managers the start of the process.
thought that PRI projects were delivering value for
money. It talked about this, I think, globally and
referred to perceptions. How solid is the evidence Q231 Ms Keeble: Do you correlate your
and what criteria were used and were they applied procurement policies with other government
consistently across the sectors? policies? For example, if you are increasing spending
Mr Martin: I think the first thing to say about the for education, is that correlated with the
projects is that there are very clear objective criteria procurement methods you would use and also of
when you make a decision to use PFI versus an course thenwith the EducationBill proposals and all
alternative form of procurement. PFI represents of the assets that would go out to trusts as well?
a small proportion of overall government Mr Martin: It certainly informs it. For example, we
procurement. It is a useful device in some scenarios. have, and I think this has been raised in this
When making a decision, a department, a local Committee before in previous years, considered the
authority or whoever else, to use PFI, they have to impact on the construction sector, and there is a
go through the full appraisal process of public sector particular issue in London at the moment around
comparator and then see whether it oVers value for the Olympics, looking ahead over the next five to six
money in those circumstances. What the research years, so certainly existing kind of capital plans feed
was about, as I understand it, was more getting a into the procurement strategy of the OYce of
sense about the extent to which the projects when Government Commerce and become more widely
working were delivering kind of quality for the adopted.
clients like management, if you like.

Q232 Ms Keeble: As more markets and quasi-Q229 Ms Keeble: I understand that, but you are
markets develop for public services, do you thinkgoing to have to be clear about what is defined by
that the higher fixed costs which relate to PFI‘quality’. If we look at the number of education
contracts or projects could then lead to someauthorities who for all their schools have PFI, of
providers failing?which my local authority is the largest one, yes,
Mr Martin: I am not sure I would accept that thereindeed it is on budget, but that is by cutting

specifications and the project has slipped, it is now are necessarily higher fixed costs for PFI contracts.
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Q233 Ms Keeble: But they cannot flow down. Once doing anyway their own consultations around the
Spending Review, so they will be part of it, but it isyou are locked into a PFI contract, you cannot

adjust your cost savings, whereas new providers in the context of the long-term challenges going
forward.coming in can compete and undercut.

Mr Martin: You mean in terms of the charges as
specified in the contract? Q239 Kerry McCarthy: You mentioned that the

Treasury was going to publish a report later on this
year. Do you have any idea of the timescale for that?Q234 Ms Keeble: Yes.
Ms Mullen: I think we have said the middle of thisMr Martin: That is actually a contractual matter
year.and you may be able to do that. For example, you

have seen how we have adapted the framework to
ensure, where there is some refinancing windfall, Q240 Kerry McCarthy: Is there a danger that it will
that the benefits of that can be shared. I am sorry, I be published just before Parliament goes on its
forget the name of the company, but there have been summer recess?
some circumstances where particular owners of Ms Mullen: We have not got a date yet.
contracts have suVered financial problems not
necessarily because of the PFI contract, but maybe Q241 Kerry McCarthy: Is that a factor you are
because of wider business problems they have had. trying to build in, that there will be an opportunity
Actually these are potential attractive assets and for parliamentary scrutiny?
they have an income stream attached to them and Mr CunliVe: We and ministers always take
the normal process of insolvency and consolidation Parliament into account.
can kind of deal with that. In some ways, I think we
have been quite pleased with how robustly the Q242 Kerry McCarthy: Will you be publishing the
market has dealt with the normal process that you PSAs for consultation prior to the outcome of the
sometimes see when companies do fail. CSR?

Ms Mullen: The PSA framework has been an
Q235 Ms Keeble: It is early stages though, is it not? important feature of our public spending framework
If you are talking about themarket, you are only just since 1998 and that will certainly be the case for the
talking about diVerent education providers coming CSR.We obviouslywant to, as part of the CSR, take
in and challenging— the opportunity to look at what the framework has
Mr Martin: It obviously depends on the sector, but delivered and how we can evolve it further through
I think PFI was established in 1991–92, so we are the CSR, but yes, at a later stage in the process
sort of 10 to15 years now into it. departments will be consulting on their own PSA

targets and they will be published alongside the
Q236Ms Keeble: But not with many major projects. outcome of the CSR in the usual way.
Mr Martin: No, but I think we are entering the
maturing phase, which is I think the best way of Q243 Kerry McCarthy: On education spending, the
putting it. Institute of Fiscal Studies have done some

calculations and, in order to meet the pledge to
Q237 Kerry McCarthy: With the CSR, it was match spend on state school education to the
announced in the Budget that there are plans to average private sector spend, school spending would
initiate a national debate, so could you tell us a little need to increase by the equivalent of £17 billion and
bit more about exactly what that will entail and how would need to increase at a rate of 5.3% a year if the
people can contribute other than simply putting in target is to be reached by 2013.
their bids for a share of the costs? Ms Mullen: I do not think it is for me to comment
Ms Mullen: The Chancellor did announce that he on the IFS analysis. What I can tell you is what the
was initiating plans for a national debate, in Chancellor announced and what he announced was
particular in the context of the long-term challenges a long-term pledge that we would move towards
that the economy faces going forward and those are providing levels of funding for the state sector per
the challenges thatwe set out in our earlier statement pupil the same as the levels of today’s funding in the
on the CSR around demography, globalisation, independent sector, so that is broadly about £5,000
global security and the environment. What we want at the end of the CSR period, I think, so we are
to do is begin to build a consensus around what the moving towards £8,000 per pupil.
implications of those long-term challenges are and
then later in the year actually launch a wider Q244 Kerry McCarthy: But a calculation has been
national debate in the context of those challenges done and you have projections that if youmeet these
about what the priorities for future spending by 2010, it would involve X amount of increase in
should be. expenditure, and if it was going to increase by

2015—
Ms Mullen: The Chancellor did not actuallyQ238KerryMcCarthy: So it is going to be structured

on sort of broad-based, cross-cutting themes rather announce a timescale for that pledge, but he did say
that it would depend on wider factors likethan within departmental budgets?

MsMullen: It is early days to say exactly how we are aVordability and demographics, but, as a first step,
what he did announce was that we would be movinggoing to structure it and I certainly envisage

involving departments who no doubt will want to be through the CSR period to spend the same level on



3347711002 Page Type [O] 26-04-06 21:29:50 Pag Table: COENEW PPSysB Unit: PAG1

Treasury Committee: Evidence Ev 35

29 March 2006 Mr Jon Cunliffe, Mr Mark Neale, Ms Sarah Mullen and Mr Chris Martin

capital per pupil as in the independent sector and MsMullen: Just generally on the report by theNAO,
we very much welcome it as a positive contributionthat will mean that the capital budget for education

will increase from about £6.4 billion at the end of the to the eYciency programme. I think there was lots
that was positive in there and indeed the recognitionSR04 period to £8 billion at the end of the CSR

period. of the unprecedented scale and ambition of the
programme was welcome. The NAO did raise a
number of issues that we want to take account ofQ245 Kerry McCarthy: But there are no actual
going forward and indeed will want to work closelyforward projections done at the moment as to what
with them going forward to address. Those issuessort of scale of increase in spend you would be
did include ones like ensuring that we havemeasureslooking at?
to satisfy ourselves that quality of services had notMs Mullen: I do not think that would be helpful
been aVected, and that is certainly something thatwegiven that it is a long-term pledge and there is no
want to work on going forward. Now, all of thetimescale set for that.
eYciency initiatives in the programme will have
quality measures attached to them and some need

Q246 Kerry McCarthy: In terms of the spending further work and that is where the OGC and the
settlements, I think the DWP, HMRC, the Treasury departments concerned will be concentrating their
and the Cabinet OYce have announced tight eVorts.
spending settlements. Do you expect other
departments to follow suit before the CSR?
MsMullen:We did announce in the Budget that the Q251Mr Love: Sorry to stop you, but I am not quite
departments that you mentioned would have sure whether you have actually taken on board this
settlements which will be minus 5% real per annum. particular recommendation. Are you saying to us
We also announced that the Home OYce settlement that you are in discussions with the NAO about
would be set at flat real against its 2007–08 baseline. implementing that particular recommendation?
Our planning assumption is that the other MsMullen: I think we will want to take on board all
departments will be settled as part of the Spending of the good advice that the NAO have given us in
Review in 2007. I cannot speculate as to whether the report.
other departments might reach a settlement before
then, but the planning assumption is that the

Q252 Mr Love: In the response to our report on themajority of departments will be settled at the end of
Pre-BudgetReport, you confirmed that departmentsthe spending review in 2007.
are allowed to use diVerent starting dates when
reporting staV reductions. Does thatmean that there

Q247 Kerry McCarthy: So it is only the four might be a change in the target of 84,000 headcount
departments that have announced the settlement reductions in the timescale of April 2004 and April
already plus theHomeOYce which has the increase? 2008?
Ms Mullen: Yes. MsMullen:No, the target is the target as announced

in SRO4. For a minority of departments who
Q248KerryMcCarthy: Sorry, I didn’t quite catch all actually implemented eYciency and modernisation
of that.Did you say that theHomeOYce budget will earlier than SRO4, and I am thinking in particular
increase in real terms? of DWP here, then we have agreed with them that
Ms Mullen: It will stay flat in real terms from they can start with an earlier baseline, but that is
2007–08 through the CSR period. taken into account in the 84,000 and in the reporting

going forward.
Q249 Mr Gauke: This is just a very quick question
on the education pledge, the long-term pledge. Can Q253MrLove:Thismay be a slightly wider question
I press you on whether there is an assumed timescale for Mr CunliVe, but Gershon in his original report
for this. I understand that Ed Balls has been going said that the 2% eYciency savings were the
round telling the lobby that it is going to be met in maximum that could be achieved and anything2020, but I do not know whether that is something greater would impact on the quality of service. In theyou are aware of and whether you actually do have Budget speech, the Chancellor indicated that aan assumption on education. number of departments, including the Treasury,MsMullen: I cannot comment on that. All I can tell

were looking for 5% eYciency savings. Is that likelyyou is what the Chancellor announced in the Budget
to have a similar impact on services from thoseand there was no timescale attached to that long-
departments?term pledge other than the particular funding
MrCunliVe: If I can speak for theTreasury, there areprovided for capital.
four of us here rather than the usual five, so maybe
that is—

Q250 Mr Love: Turning to Civil Service workforce,
pay and other issues, in its recent study on eYciency,

Q254 Chairman: Is that an eYciency saving!the National Audit OYce suggested that a
Mr CunliVe:We were confident in the Treasury thatheadcount reduction should only be reported “if it
we could meet that target over a period, because wecan be demonstrated that costs have not simply been
have some time to get used to it, withouttransferred from one activity to another”. Have you

complied with that recommendation? compromising quality of service.
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Mr Neale: If I could come in on DWP and HMRC, Ms Mullen: Yes, the framework that was set out in
October 2005, and which set the context for thethese settlements were reached with the departments

concerned— individual negotiations, was that the cost envelope
would be respected, so we do still fully expect to
recoup the level of savings set out in the originalQ255 Mr Love:We were reassured about that.
proposal.Mr Neale:—and we are very confident that it will be

possible to deliver the eYciency savings presupposed
Q260Mr Love:Can you tell us whether any of thoseby these settlements without an adverse impact on
sector-by-sector negotiations are discussing thethe quality of service.
current pension age that people would retire at?
Ms Mullen: The framework agreement that wasQ256Mr Love:Howmuch does that depend on this
reached in October dealt with the issue of the normalmodernisation fund?
pension age and the agreement was that newMr Neale: The modernisation fund is a very, very
entrants would move to a normal pension age of 65,helpful one and it is part of the reason that the
but existing members would not be compelled tosettlements were attractive to the departments,
move to that pension age, and that is the context forbecause they will have access to a fund of around
the negotiations, so that is not under discussion.£800 million to invest in their businesses.

Q261Mr Love: So that is the basis on which they areQ257Mr Love:Can I turn to the single pay gateway, negotiating?as it is called. We were told by one of our expert Ms Mullen: Yes.witnesses that it is the biggest recentralisation of pay
negotiations since the early 1990s and then there

Q262 Jim Cousins: Could you tell me whathave been various comments in relation to local pay
additional measures are in place to guarantee thatby the introduction of the gateway. How do you
the Government achieves its target of reducing childrespond to the suggestion that there is a tension
poverty by 2008?between better Treasury control implied by this new
Mr Neale: The Budget makes a number ofgateway arrangement and the so-called development
provisions to continue the progress that has beenof local pay arrangements which are supposed to be
made on child poverty. One is obviously thea priority?
commitment to increase the child element of theMs Mullen: I do not think there is a tension. The
child tax credit at least in line with average earningsGovernment is still very committed to regional and
through to the end of this Parliament and therelocal pay flexibility, and I think we provided a note
is also further support, including employmentto the Committee at the time of the PBR about that.2
measures supporting lone parents, aimed at helpingI should also note that the pay gateway is not a
us to deliver the lone parent employment target, andTreasury body, but it is actually made up of oYcials
that will also make an important contribution.from across Whitehall who have an interest in pay.

I do not think there is a tension in that it is perfectly
possible to have localised and regionalised pay, but Q263 JimCousins:Actually looking at the section of
at the same time ensure that at central government the Budget Report which deals with the measures to
level you are co-ordinating your advice to pay review assist lone parents, I also notice that there is a
bodies and overseeing the guidance on pay remits, proposal from June of this year to have the
for example. fortnightly job reviews coupled with a power for the

adjudicator to sanction those who are unable to
demonstrate that they have undertaken suYcientQ258 Mr Love: Let me quote from the report just
job search.briefly, or it is actually an article in relation to
Mr Neale: That is right. These provisions wouldregional pay policy at odds with the Treasury and it
bear on unemployed people rather than lonesays, “there has also been a tension between
parents.delegated bargaining and central control . . . That

could now be exacerbated given that the
Government’s policy for more local pay flexibility Q264 JimCousins:Yes, but some of the unemployed
runs counter to a widening of the vetting procedure people will of course be responsible for children.
introduced by the gateway”. You do not think there Mr Neale: They will.
is any validity in that argument?
Ms Mullen: No, I think the two are consistent. Q265 Jim Cousins: I was just wondering how a

policy inwhich people on jobseekers’ allowance with
family responsibilities are subject to those sanctionsQ259 Mr Love: Can I move on to public sector
contributes to the target of relieving child poverty.pensions. The Chancellor came before us on the Pre-
Mr Neale: First of all, the objective of this measureBudget Report and talked about the sector-by-
is to help people claiming jobseekers’ allowancesector negotiations around about the framework
make the quickest possible transition back intoagreement. Are you still confident that those
work and it is designed to help underwrite thenegotiations will deliver the 2% saving to the public
existing provisions of the jobseekers’ allowancesector wage bill that the Treasury has been seeking?
arrangements which expect claimants of jobseekers’
allowance to apply for jobs.2 HC (2005–06) 739, Ev 84
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Q266 Jim Cousins:Howmany of these sanctions are is that there should be no net reduction in housing
benefit expenditure, will apply to the national roll-you expecting to be applied from June?

Mr Neale: I cannot answer that question, I am out?
Mr Neale:You are right that I am talking about theafraid.
pathways.Wewill have to seewhat the proposals are
on the national roll-out.Q267 Jim Cousins: Can you let the Committee

know please?
Q273 Jim Cousins: So there is nothing in the BudgetMr Neale: Yes, we can let you have a note about
Report which guarantees that the national roll-outthat.
will have the same protection measures as the
pathways?

Q268 Jim Cousins: Can you provide us with an MrNeale:The Budget contains no provisions on the
estimate of how many people on jobseekers’ national roll-out.
allowance in fact have child responsibilities?
Mr Neale: We can also let you have a note about Q274 Jim Cousins: So we are back to my original
that, but I would make one further point and that is point. Could a reduction in housing benefit
that where sanctions are imposed, there are expenditure impact upon the achievement of the
provisions to protect dependants and vulnerable Government’s child poverty targets? Has that been
people. taken into account when looking at the future of

housing benefit?
Mr Neale: There are no proposals here to reduceQ269 Jim Cousins: That is good to know. It would
levels of housing benefit.be useful to have that spelled out, and it is actually

quite complex, is it not, that policy which puts
sanctions on people and then you say, “Oh woops, Q275 Jim Cousins: I see. We know that 30% of

children in poverty are living in households whichsome of these people have childcare responsibilities,
so we’ll build something into the sanctions which are owner-occupied. What measures does the

Government have to assist low cost ownerwill put right some of the damage we have done by
imposing them”, but that is the sort of task for the occupation where children are involved?

Mr Neale: People in owner-occupiedGovernment which is a bit beyond me?
Mr Neale: Sanctions are very few and far between, accommodation with children are eligible for the full

range of support that Child Tax Credits and otherbut we will let you have a note on them.
Government support provides.

Q270 Jim Cousins:Child poverty after housing costs
Q276 Jim Cousins: The level of child poverty afterare taken into account is much higher than child
housing costs is very much higher than the level ofpoverty before housing costs are taken into account
child poverty before housing costs. That does implyand the figure is about one million higher, so clearly
to me that additional measures are required in thehousing costs are having a big impact on child
housing cost arena to deliver the Government’spoverty. Could you tell me how the Government’s
target of a reduction in child poverty.proposals for housing benefit reform will impact on
Mr Neale: I think if you look at the child povertythe achievement of the child poverty targets?
figures you will find that child poverty is veryMrNeale:Yes, the objectives on housing benefit are
disproportionately concentrated in the rentedto simplify the system greatly.As you know there are
sector, both the private rented sector and the socialpilots in place that are trying out a housing
rented sector, rather than in the owner-occupiedallowance for people who are renting their
sector.accommodation in the private sector. This is very

diVerent from the current system in which a rent
Q277 Jim Cousins: We have just been through theoYcer is involved in judging whether the rent that is
private rented sector and you will have understoodbeing paid is reasonable. What this does is greatly
my concerns that if the national roll-out of localsimplify the process and speed up the process and
housing allowances does not contain the protectiveremove some of the uncertainty that people face
measures that are in the pathway pilots there couldwhen they claim housing benefit. That helps the
be a considerable impact on children living inlabour market and reduces child poverty because it
poverty in the private rented sector. You will haveremoves the disincentive to take a job and, therefore,
understood that and you will have understood theto have to reapply for your housing benefit.
implications of your own answer, which is that there
is nothing in this Budget that provides that

Q271 Jim Cousins: Could it result in less housing guarantee.
benefit being paid? Mr Neale: There is nothing in the Budget that has a
Mr Neale: As I understand it the current measure is bearing on the roll-out of housing benefit reform
designed not to aVect the levels of payment. nationally.

Q278 Mr Todd: I want to return to the eYciencyQ272 Jim Cousins: Of course, that is the measures
being applied in the pathways, which are savings. You have already commented on the NAO

Report. Among the concerns they have is bothexperimenting with this scheme. Are you saying that
that provision which applies to the pathways, which establishing clear baselines of where we start from
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and also determining the proportion of cashable and Q286 Mr Todd: If that is the case, can we have a
calculation of the net outcome because I think thatnon-cashable savings that have been achieved. Can

you throw a bit more light on what has actually been is what most people probably would perceive as
being a saving?done on the £6.4 billion that has been identified in

claims so far? Ms Mullen: That is not the basis on which the
Gershon study was put together.Ms Mullen: On the point about the £6.4 billion that

we have reported in the Budget, all of the eYciency
initiatives that are contributed to that will have Q287 Mr Todd: I agree that is not the basis, but in
baselines. We do not count savings that have not got the real world most of us look at the amount of
an established baseline. money that has been committed to achieve a certain

saving as being relevant to the saving overall.Would
you not accept that? Therefore, it would be useful toQ279 Mr Todd: The proportion with a baseline,
us to have a picture which included that perspective.according to the NAO, is relatively low, is it not?
Ms Mullen: We will have to look at that.Ms Mullen: I think over the EYciency Programme

something like 85% by value of projects have a
baseline. Q288 Mr Todd: To be honest, I think most people

now recognise that there needs to be rather greater
transparency over this whole programme. TheNAOQ280Mr Todd:They commented that 108 of the top
Report identified some concerns about quite what300 projects did not have a baseline.
was going on and how clear it was to people whatMs Mullen: The figure I have got is something like
was being achieved. Would you not agree that that85%.
is pretty essential?
Ms Mullen: I would say that the programme doesQ281 Mr Todd: There is a diVerence between the
have quite a lot of transparency and I think theNAOnumber of projects and the value. You have quoted
acknowledged that. It is really for departments to setthe value and they have quoted the number.
out the detail of how they are achieving their targetsMs Mullen: I would accept that there are a number
in their performance reports and departmentalof projects that do not yet have a baseline.
reports.
MrTodd: I do not think that is adequate because this

Q282 Mr Todd: What about the proportion of the is a centrally directed programme.
savings that is cashable as opposed to related to
service quality?

Q289 Peter Viggers: I want to ask a couple ofMs Mullen: I am not sure what your question is
questions about the tax credits. In the Budget thethere.
Chancellor talked about the possibility of using £500
million to raise personal tax allowances and then he

Q283 Mr Todd: There has been a claim that £6.4 went on to say that he preferred to spend the £500
billion has been achieved to date. million changing tax credits. The documents
Ms Mullen: Yes, that is what we have reported in produced by the Treasury—it is page 14, Table 1.2—
the Budget. make it absolutely clear that the amount that the

change in tax credits will cost is not £500 but £940
Q284 Mr Todd: It has not been clearly identified million. Can you comment on that?
what proportion of that is cashable savings andwhat Mr Neale: The forecasts for tax credits expenditure
are other improvements in services which have a reflect a number of factors, not just the decision to
monetary value. link the child element to earnings. Changing our
Ms Mullen: I do not know what the distribution forecasts of tax credit take-up and the slightly slower
between the two is oV the top of my head but I could growth of incomes, particularly towards the lower
provide you with a note on that. In terms of the end of the income distribution, lead to an increase in
overall savings by 2007–08, then we broadly expect tax credit spending.
it to be half cashable and half non-cashable, but that
is not to say that the profile through the next three Q290 Peter Viggers: That seems to chime quite well
years will necessarily show that half/half split, it will with the Government’s response to the Treasury
depend on the diVerent projects and the timing on Committee Report on tax credits which said, “There
which they come on-stream. are also complicated interactions between elements

of the package announced in the 2005 PBR that
make the costs of individual elements meaningless”.Q285 Mr Todd: We also need something which

shows the investment cost that has been put in to Perhaps you wrote that. Do you think that the
projections of costs of diVerent aspects of tax creditsachieve those savings. Presumably that is available

for the £6.4 billion that have been claimed to date. Is meet the normal Treasury criteria in terms of
robustness and accuracy?there something which sets out howwewill take that

into account in future in measuring eYciency Mr Neale: I am satisfied that our forecasts are
robust. I know the Committee has asked about thissavings in the remainder of the £21.5 billion

programme? in the past. I have not been back in the Treasury long
enough to have written the piece of text you refer to,MsMullen: The way that that saving is calculated is

as a gross saving and not a net saving, so it is not net but I do endorse the view entirely that you cannot
take these individual measures separately and costof any upfront costs, it is a gross figure.
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them separately because they each interact on the Mr Neale: You cannot project precisely what
individual measures will deliver because muchother. Indeed, I myself have not seen a separate
depends on how the underlying economy isbreakdown of the costs of the individual measures,
performing and how incomes are moving in theonly the forecasts of the overall costs.
economy.Peter Viggers: If it is possible for the Treasury to

clarify the situation a bit more, in a manner which
enables the observer to understand the process more Q296 Kerry McCarthy: I want to ask about
clearly, that would be very helpful. Thank you. environmental taxation based on theONSdefinition

of what is an environmental tax rather than the
Treasury’s. According to the ONS the proportion ofQ291 Angela Eagle: The Chancellor announced
total tax revenues made up from environmentalsome extra measures in tax credits to shore up the
taxes has fallen almost every year since 1999, from aprocess which have been substantial in alleviating
peak of 9.8% down to 8.3% in 2004, which is thechild poverty. There must have been some work
lowest figure for over a decade. Do thedone in the Treasury to move forward on the target,
environmental tax measures in the Budget helpto cut it in half and then go further as it is clear that
address this downward trend?tax credits cannot take thewhole strain of that. Is the
Mr Neale: I do not think the right way to measureTreasury doing any work to anticipate the next steps
the eVectiveness of the environmental measures inin achieving the child poverty target for the CSR?
the Budget is in terms of the revenues coming intoMr Neale: Yes. We keep progress towards the child
the Exchequer. The point of the measures in thepoverty target under continuing review. The major Budget is to change people’s incentives and thechanges I have already described to the child element incentives of business, and I think we need to look at

of the child tax credit and measures to support lone the eVectiveness of these measures in terms of
parents are reflected in the Budget. Looking whether they are indeed having an impact on
forward, achievement of the target obviously people’s incentives and behaviour.
depends on quite a wide range of factors. It will
depend on how incomes grow in the economy

Q297 Kerry McCarthy: So your argument would begenerally, how the incomes of people towards the
that the fact the percentage of taxation is falling is alower end of the income distribution grow and it will
sign of the success of the measures, would it?depend on what happens in the labour market. I
Mr Neale: It could be in the sense that business andthink it is too early to say now exactly what other
households are moving away from energy intensivemeasures may be needed to reach the target.
consumption. What I am saying is that the amount
of revenue being raised through environmental taxes

Q292 Angela Eagle: It would be nice to know that would not be our main measure of the impact and
somebody was doing some work on how we take it eVectiveness of those measures. The impact and
further because the tax credits systemwill not deliver eVectiveness needs to be judged in terms of
the target at its end. It is a very good start but it will behavioural change and the savings we make on
not be the policy tool which delivers final success, greenhouse gas and carbon emissions.
will it?
Mr Neale: Tax credits have made a very significant

Q298KerryMcCarthy: So when you are consideringcontribution and will continue to do so. The labour
the level of environmental taxation you do anmarket also makes a very important contribution in
analysis of the underlying behaviour and thehelping people with children move back into the
changes in patterns of behaviour, do you?labour market where they have been out of it. That
Mr Neale: The analysis we make is what impact ouris what one of themeasures in the Budget is designed
policy instruments whether they are tax or publicto support. Other measures that the Government spending or regulation will have on people’s

has announced in the Welfare Reform Green Paper behaviour.
will alsomake an important contribution, and we do
keep the progress under continuing review.

Q299 Kerry McCarthy: With air passenger duty,
though, in terms of changes of behaviour there, you

Q293 Ms Keeble: What is the break down between have got a situation where it was cut for short-haul
those three elements? flights in 2001 and passenger numbers have gone up
MrNeale: I do not think it is possible to break it out by 35%, greenhouse gases from aviation by 10% and
quite so precisely; it is not an exact science. revenue has gone down by 8% because of the cut and

it has been frozen for the fifth year in succession.
That does not seem to be having an impact in termsQ294 Ms Keeble: How do you know if your
of modulating people’s behaviour.measures are working or reaching the targets?
MrNeale: I think it has had an impact on emissions.Mr Neale: We can see the steady fall in the number
I think you are right to pick up the contribution toof children living in households with below 60% of
emissions that the transport sector makes. That ismedian income year-on-year.
why theUKGovernment has been taking the lead in
the EU to bring the transport sector and the aviation
sector within the EU Emissions Trading Scheme.Q295 Ms Keeble: But you cannot project?
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We see that as the most eVective way of creating the as opposed to 25. Was that a deliberate intention or
is that something that has arisen as a consequence ofkind of incentives that I described in the aviation

sector. your proposals?
Mr Neale: The purpose of this measure is to ensure
that trusts remain available for the wholly legitimateQ300 Kerry McCarthy: I do not quite see how, if
purpose of protecting the interests of vulnerablepassenger numbers have gone up by 35%, you can
people including children, but as in a whole range ofsay it has had an impact on behaviour. It is not
other contexts, voting and so on, we regardstopping people from taking flights.
childhood as ending at age 18.Mr Neale: You need to look at the counterfactual

situation, ie what the level of air travel would have
been without an air passenger duty. Q307 Mr Gauke: So it would not be wholly

legitimate to have a trust that came into eVect for the
beneficiaries at 25?Q301 Chairman: How do you do that? Do you just
MrNeale: From 2008, a trust that enabled people tothink of a number and double it?
benefit at the age of 25 would come within the newMr Neale: You can base it on surveys of people’s
tax measures.behaviour.

Q308 Mr Gauke: When we had John Whiting hereQ302 Chairman: Have you done that?
he commented on the fact that you have beenMr Neale: There is quite a sophisticated audit
consulting since December 2003 on modernising theprocess to ensure that the numbers we give are
tax regime for trusts and yet there has not been arobust in terms of the reductions in emissions, yes.
word of these proposals and he described that asThe point I am making on transport and aviation in
“outrageous”. Why was there no consultation onparticular is that we see bringing aviation within the
this?EU Emissions Trading Scheme as the most eVective
MrNeale: I do not agree with that because we do notway of bearing on incentives and behaviour.
generally consult on Budget measures where there is
a potential behavioural impact and the risk ofQ303 Kerry McCarthy: I accept that is important. I
forestalling, and that would certainly have been thewould like to pick up on the statement in the Red
case in this case.Book that the freeze in the air passenger duty for the

fifth year in succession is linked to the volatility of
the oil market. I am not aware of much evidence that Q309 Chairman: Could you give us an estimated
the fluctuations in fuel prices are having much of an number of the trusts that are aVected by these
impact on the price of air flights. Would freezing the changes?
air passenger duty have an impact in the big scheme Mr Neale:We estimate that there are about 100,000
of things? Would it make much diVerence? discretionary trusts and only a small minority of
Mr Neale: The underlining rise in oil prices has those are accumulation and maintenance trusts of
certainly had an impact on the cost of aviation and the kind that are caught by this Budget measure.
that in itself has an impact on people’s behaviour Of that small minority of accumulation and
and propensity to consume. maintenance trusts, only those containing assets

above the inheritance tax threshold will be caught,
so it is a minority of a minority.Q304 Kerry McCarthy: It is certainly not having a

downward impact on the number of people taking
flights as compared to the number of people who Q310 Chairman: The consultation you have set up
would have been doing so anyway. on the independence of the OYce of National
Mr Neale: The point is that the cost of air travel has Statistics is set to close by 14 June. What is your
risen as a result of the rise in oil prices and that will expected timetable after that point for publishing a
have had an impact on people’s behaviour. White Paper, a drift bill and a bill?
Chairman: I think you need to brush up on your Mr CunliVe: Our ambition is to have a bill
answers for tomorrow with the Chancellor coming. introduced in the autumn, if there is room for it in

the Government’s programme and we would
respond to the consultation probably after theQ305 Mr Gauke: I want to ask about trusts and
summer break and before the instruction of a bill.inheritance tax. There is widespread concern within

the legal profession about the proposals for taxing
trusts. What were your estimates of the number of Q311 Chairman:One point that has beenmade to us
wills that will be aVected by your proposals? is about the work done by statisticians in
MrNeale:Wedonot have an estimate of the number government departments themselves where there
of wills that will be aVected. What we do have is an was a question mark over the eVectiveness of the
estimate of the number of trusts that will be aVected. authority of the ONS if there is still a separation

between these statisticians.
Mr CunliVe: We took a decision to maintain theQ306MrGauke:What I am hearing is that there are

an awful lot of wills that are going to have to be decentralised nature of statistics in the UK. It goes
back a long way and it has a lot of benefits. Nationalreviewed as a consequence of this and it is something

that the Treasury does not seem to have expected. Statistics which are produced in departments will
need to conform and will be audited by the newYou appear to be creating a tax incentive for

beneficiaries to control family trusts at the age of 18 body. If a National Statistic is produced in the
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department, it will come under the new body and it The second point is that the issue of Scottish Water
is a matter wholly for the Scottish Executive. As farwill check it for quality and rigger and conformity

with the Code. as I know there has been no announcement and so it
is not included in the figures.

Q312 Jim Cousins:Will the length of the trade cycle
be one of the issues covered by the Independent Q315 Mr Fallon: So it remains true that there have

been no discussions between the Treasury and theStatistics Commission?
Mr CunliVe: I think the trade statistics will certainly Scottish Executive?

Mr CunliVe: It is entirely a matter for the Scottishcome under the Commission.
Executive.

Q313 Jim Cousins: No, it was the trade cycle I was
referring to, not flows of goods in and out of the Q316Mr Fallon:Does it remain true that there have

been no discussions between the Treasury and thecountry. For example, in your own presentation
earlier you referred to a half cycle and then another Scottish Executive?

Mr CunliVe: Scottish Water is entirely a matter forhalf cycle in the trade cycle. Will the trade cycle be
something that is independently evaluated by the the Scottish Executive.
Statistics Commission?
Mr CunliVe: The forecasts of the economic cycle are Q317 Chairman: That means that if Scottish Water

was at some stage being considered for privatisationbased on statistics and those statistics will come
under the new body, but the Treasury remains or going to be privatised then it would be the

Scottish Executive announcing that and theresponsible for its own forecasts. The ONS is not a
forecasting body. Checking ex post on the date of proceeds would go to the Scottish Executive, would

it not?cycle is something thatwe have asked theNAO to do
and they will audit. The ONS will be responsible for Mr CunliVe: All this table shows is privatisation

receipts from the public sector generally.the statistics on which we make forecasts but they
will not become a forecasting body, nor would the
new statistics board. Q318 Chairman: Could you answer my question

specifically?
Mr CunliVe: As to where the receipts will go?Q314 Chairman:You have promised us a few pieces

of information.
Mr CunliVe: I may be able to answer one question Q319 Chairman: Yes.

Mr CunliVe:We will have to give you a further notenow. Mr Fallon asked about Scottish Water and
whether it was included in the privatisation on that. My guess is they will go to the Scottish

Executive.proceeds. The answer is that the NAO audited
assumption is only to include in those proceeds Chairman: Thank you very much for your time. It

has been a very helpful session.privatisations where sales have been announced.
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Q320 Chairman: Chancellor, good morning to you the timetable is important but, yes, we also need
now to look at other measures as well as timetablesand your colleagues. On Monday this week the

Foreign Secretary said that the European Council to deliver the benefits of the single market.
had “reaYrmed” the timetable for the liberalisation
of energy markets by 2007, yet on Tuesday, Q323 Chairman: Given that oil and gas prices
Mervyn King told this Committee that the remain high, indeed, in Treasury questions this
“underlying economics of the gas market across the morning I think you mentioned the trebling of oil
Channel is not likely to change quickly”, even with prices over the past three years, are you surprised
the interest of the EU. Is the Governor right? by the lack of second round eVects on wages, and
Mr Brown: Can I first of all introduce my what chance do you think there is that we will see
colleagues? them in the future?

Mr Brown: I think the Governor of the Bank of
England spoke to this Committee and talked aboutQ321 Chairman: I am sorry.
some of the inflationary dangers in the world today.Mr Brown: Michael Ellam, Director of Policy
The Committee will have noted that euro areaPlanning, Jon CunliVe, Managing Director of
interest rates went up even at a time whenMacroeconomic Policy and International Finance,
European area growth is less than 2%. You willChris Martin, Head of Productivity from the
also have noticed that this week again the FederalFinancing Industry Directorate, Sarah Mullen is
Reserve has raised interest rates in the Unitedthe Director of Public Spending and Mark Neale
States of America to interest rates higher than weManaging Director of Budget, Tax and Welfare.
have at 4.45% to deal with the impact on inflationThis is a question for me, obviously, on the
of oil prices and potentially secondary eVects; so wesingle market.
have always got to be vigilant about this. One of
the things that I said in the Budget, and I repeat

Q322 Chairman: We had the pleasure of your now, is that public sector pay is one of the signals
oYcials yesterday. that is sent about the determination of governments

and the general public to fight inflation. The truthMr Brown: As I was saying only a few minutes ago
in Treasury questions, the failure to complete the is that we have gained from the fall in goods prices,

particularly manufacturing goods that are comingsingle market and the lack of liberalisation in some
of the key industries is damaging, not just to from China and Asia as a whole, but we must

guard against service sector inflation, andindustries across Europe but is obviously hitting
consumers as well. The most obvious example, as therefore, if people are trying to catch up for the

rise in energy prices and that were to have a secondI think you have indicated as a committee, is gas
prices and the fact that it is probably costing us round eVect in wage rises that were inflationary,

then the Bank of England would take note of this,£10 billion more for gas than it should. I believe
that the way forward has got to lie beyond simply as the Governor has said. Today you will have seen

that in the public sector pay settlements we havesetting political timetables, and that is why I have
been suggesting (and we will discuss this at the accepted the public sector pay review bodies’

recommendations but in key areas we have stagedmeeting of finance ministers in Vienna in only a few
days time) that we need independent investigations these recommendation; so for consultants, for

judges, for senior civil servants and, as a result ofinto particular sectors where we are worried about
the limits of liberalisation, and we need, therefore, that, for Government Ministers and Members of

Parliament, their proposal is a 1% pay rise fromalso powers to act on these investigations when
they reveal that practices that are being pursued in 1 April and from 1 November the full impact of

the Pay Review Body’s recommendations will becertain countries are not beneficial to the
completion of the single market. So the issue is, yes, implemented. That will have the eVect of saving
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considerable money in allowing resources to go to flights in 2001 passenger numbers have gone up
35%, greenhouse gases from aviation have gone upother front-line services, but, equally, at the same

time, it is sending out a very powerful message that 10% but revenues have gone done by 8%. You have
now frozen it for the fifth year in succession. Is thatwe will not tolerate rising inflation.
justified in oil prices? Is there really not a case for
green taxes here?Q324 Chairman: How would your forecast for
Mr Brown: On the airport levy, I think you haveGDP growth be aVected if these second round
got to remember that when we made that lasteVects took place and the Bank of England took
change we were adjusting to a European Unioncorrection?
requirement that there could not be discriminatoryMr Brown: I think all these things are taken into
air passenger duties in Britain as against the rest ofaccount when the Treasury makes its forecast for
Europe, and the only distinction between airthe year. I think the remarkable thing at the
passenger duties could be within Europe or outsidemoment is that both the Bank of England and the
Europe. I think, if I am right, it was a cost neutralTreasury are saying roughly similar things about
change rather than an overall cut in the amount ofhow they see the development of the economy over
duties that we intended to receive.the course of the next period. We are resuming a

higher growth level and then we will be running a
trend in the next year, and I think all the evidence Q327 Chairman: Again, Chancellor, usefully the
that we have seen and the Bank of England has ONS says the net impact of this reform has been
seen points in that direction. revenue negative, as the recent expansion in

aviation has overwhelmingly been in short-hall
budget flights; so the introduction of the new lowerQ325 Chairman: On environmental taxes,
rate has more than cancelled out the RevenueChancellor, we know that in 1997 you made a
gained from an extra 25 million passengers?Statement of Intent committing the Government
Mr Brown: If I may say so, if you hear the secondover time to shifting the burden of taxation from
part of my answer, that was a decision we madewhat you call “goods” to “bads”. According to the
then to adjust to a European ruling. Subsequently,ONS the proportion of total tax revenues made up
we had a choice as to whether we raise airfrom environmental taxes has fallen almost every
passenger duty or not raise it, and you areyear since 1999 from a peak of 9.8% down to 8.3%,
suggesting that the answer would have been to raisethe lowest figure for a decade, and yesterday your
it further, but you have got to take into accountoYcials told us that the Treasury measures the
something else that has been happening right acrosseVectiveness of environmental taxes, not in terms
the world. Oil prices, as you yourself have said,of the amount of revenue yielded to the Exchequer
have more than doubled. The cost of fuel forbut in terms of the behavioural changes triggered
aviation, for motoring and for household energyby such taxes. What do they mean by “behavioural
supplies has risen very substantially, and what ischanges” and how exactly does the Treasury
driving the changes in behaviour now is not simplymeasure behavioural changes?
the tax that is levied but the cost of the fuel in theMr Brown: Environmental taxes would include, for
market place, and I think, in terms of motoring andexample, the Landfill Levy, the Aggregates Levy
in terms of aviation, this is a very powerfuland the Climate Change Levy, and these were three
determinant of behaviour as well. In addition toof the new measures that we introduced and
that, we have also said the inclusion of aviation inextended after 1997. If you take the Climate
the European Union ETS is the best approach toChange Levy, the ability of firms to then have
dealing with the international problem of aviationclimate change agreements makes it possible for the
emissions; so we look forward to internationalClimate Change Levy in itself to have an eVect on
negotiations on that in the future as well, and thatthe behaviour of bad firms, and I did say in the
is a powerful way, I think, of dealing with an issueBudget that a large number of climate change
that can only be dealt with, in the end, at anagreements have been signed as a result of the
international level.Climate Change Levy; so the eVect of the Climate

Change Levy, which raises, I think, about £6–700
million a year, is way beyond the impact of the tax Q328 Chairman: I would suggest to you,
itself. It is in the change of behaviour that has Chancellor, that there is no evidence that the
happened in companies, and it is responsible for Treasury has that people have been priced oV

40% of the cuts in emissions by 2010. planes by rising prices, and, if I could use a pun,
this market has really taken oV.
Mr Brown: If you put it another way, it isQ326 Chairman: I accept that for the Climate

Change Levy and the Aggregates Levy, but since happening right across the world that more and
more people are using airline travel to visit1999, Chancellor, the Government’s overall impact

in shifting the burden has gone into reverse with relatives, to go on holidays or for work. This is
something that is inevitable. If you take, forlatest figures showing the proportion of tax

revenues gained from environmental taxes to be at example, the market in internationally mobile
students, there are two million students round theits lowest, and it is that particular point. Let me

give you an example on air passenger duty. Since world who travel from outside their country of
origin to study in universities or colleges, many ofyou cut air passenger duty for short-hall economy
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them in this country, and that is a market that will by the child benefit payment and the child tax
credit; so by raising the child tax credit higher thanrise to six million, and that is something that is

going to happen. We have got to make a judgment earnings we are putting people in a better position.
I did note this report, particularly, I think, tableyear to year on air passenger duty as to whether

what is happening to oil prices or what is 3(2)(a) on page 81, and that shows that we
outperform our major European partners. What ishappening to usage should lead us to make a

diVerent fee for the air passenger duty, and we will called the tax wedge is there to see, and then table
3(5)(a), about a family with two children, again wemake that decision on an annual basis, but I have

to take into account on airlines, as well as on cars, are in a better position than other European
countries. I think this does destroy the myth thatthe eVect of a rise in oil prices round the world. If

I may say so, those people who are saying that we has been perpetrated in recent weeks that somehow
our tax system is less favourable than that, say, ofshould have exactly the same percentage now of

taxation from environmental taxes as a percentage Germany at the moment. The truth is that
Corporation Tax is higher in Germany, the top rateof all taxes are eVectively arguing for a rise in fuel

duties on cars or in the air passenger duty. I do not of tax is higher in Germany, VAT in Germany is
about to rise to 19%; so in these three major taxesthink at this stage, when we have a doubling of oil

prices and people are having to pay the price for for business and for income and for consumer
goods German tax rates are higher than ours. Thethat, that that is entirely the right thing to do if we

are going to get the balance between environmental reason why German tax revenues have been lower
is that they have eVectively got five million peoplecare and the needs of the economy right.

Chairman: I will leave you with the message that if unemployed and unable to contribute, through
working, to the tax revenues of the country. Thewe are taking our climate change obligation

seriously, something more needs to be done in this reason that we have managed to keep tax rates low,
with the basic income tax rate at 22 pence, the 10pparticular area.
starting rate of tax introduced by us and with the
Tax credit that helps seven million families in thisQ329 Ms Keeble: Both the Bank’s Inflation Report
countries and Corporation Tax reduced from 33 toand also the Budget suggest that economic growth
20 pence, is because we have been able to financewill be consumer-led. I wonder if you have
the development of public services and theseidentified what risks this might pose to the
relatively low rates of tax on business and oneconomy?
income because we have got 2.4 million moreMr Brown: I think the risks to the British economy
people in work. Once we have more people in workare internationally from an unwinding of current
and an economy that is growing, you will inevitablyaccount balances in a way that was deleterious to
generate more tax revenues, but it is tax revenuesthe European and to the British economy. The risk
based not on higher rates of income tax or higheralso improves the volatility as well as the high level
rates of Corporation Tax but based on there beingof oil prices, and that is to some extent influenced
more economic activity in your economy.by political uncertainty, although the major driver

of oil prices is the rise of Asia and Asia now
consuming a third of the world’s oil. Domestically Q331 Ms Keeble: Perhaps I could roll my next three
I would identify the wage inflation issue that I questions about savings into one. If families have
raised with you right at the beginning as something got more disposable income, then one would hope
that, again, we have got to be vigilant about, but that there might be more encouragement to save. I
I think all the evidence is that, having unwound a wonder if you could pick up on three points there:
house-price inflation at the same time as having to (1) what have you done in the Budget to encourage
deal with a doubling of oil prices, the British savings, particularly amongst lower and middle
economy is set to grow faster this year than last. income families, (2) what is the impact on the

incentives to save from the more targeted benefits
which you have tended to favour, and (3) I wonderQ330 Ms Keeble: Another aspect of consumer
if in relation to that you could also comment onspending and family finances generally is obviously
the Wanless Report this morning, which, as Itax takes and tax rates. Looking at the ONS CD
understand it, is going to support more targetedreport that was published today, in particular the
financial support to old people for the payment oftax rates for low income people—that is, I think,
social care? I wonder if you could wrap those threetable one—and the one on families on average
into one.earnings—which I think is table two—what impact
Mr Brown: On savings, obviously the introductionwould you expect this Budget to have on that tax
of ISAs that replaced the previous savings schemeswage and what are your predictions as it moves
has been very popular, with a very big take-up andforward?
a large amount of money contained now in the ISAMr Brown: One of the decisions made in this
schemes. In addition, we have identified a realBudget was to raise the child tax credit and
problem in low-income households about thecontinue to do so higher than inflation at a level of
inability to save, and so we are experimenting atearnings until 2010, and that is the equivalent of a
the moment with pilot schemes for low-incomefamily tax cut. In other words, a family with two
households, matching their savings with achildren on earnings of about £22–23,000 will

eVectively have their income tax liability wiped out contribution from us to encourage greater savings.
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For children and young people the Child Trust future is, if you look at going sectors of the world
economy, if you look at where there is going to beFunds are a means by which we are encouraging

families, particularly young children, to be in a the fastest growth in both jobs and exports for the
British economy as a result of that and, therefore,position to develop their own savings account over

the period of their teenage years, and I think that where you have sectors where it is worth investing
for the future and where there is clearly evidenceis an important innovation where I announced that

there would be a second payment of £250 and £500 that investment is taking place, Britain is in the
league and is certainly participating in some ofin the Budget. The savings ratio is around about

5% at the moment, but, if I may say so, it is higher these big and fast-growing sectors. I mention, for
example, financial and business services wherethan it was at certain peak periods under the

previous government, and, of course, it is a lot people said a few years ago that we would not be
able to compete with Frankfurt and Paris after thehigher than the American savings ratio, and I think

that has got to be borne in mind as we look at the creation of the euro. In fact we are competing with
New York. If you take the creative industries righteconomy. On the Wanless Report, if you might call

it the second Wanless Report, I think we have got across our country from fashion design and
architecture to media and communications, a wholeto take into account that he would be proposing

very substantial increases in public expenditure, range of creative industries, that is an increasing
share of our national income and a source of majorand that has got to be one of the issues that we

consider as we look at his report. He has identified, investment, and then, if you take education itself
and healthcare, these are major sources of growthof course, an issue where Wales, Scotland and

England deal with personal care for the elderly in for both the British economy and for exporting
in the future which will repay considerablea diVerent way, but at each stage we have got to

take into account the public expenditure costs of investment. The evidence is that we can, around the
world, be even more successful in exporting thesemaking any changes that are proposed.
particular services and industries, and that is one
of the reasons why we set up a city taskforce in theQ332 Ms Keeble: The impact of targeted benefits
Budget, why we have re-organised and are in theon incentives to save—that would be particularly
process of doing even more revamping of UKTIin relation to pensions, would it?
(United Kingdom trade and investment), and in theMr Brown: Yes. Pension credit is the first benefit
area of healthcare we are creating a new NHS andof its kind that actually rewards savings rather than
medical research council, research institute,penalising savings. I think those people who
bringing people together with a single budget ofcriticise the pension credit forget that before the
about a billion pounds and, of course, in the fieldpension credit people were penalised with
of environment and energy, we are also making awithdrawal rates that were far higher than exist
very big proposal for a research institute that itselfnow. That is exactly the same as the reforms with
would be a catalyst for yielding further investmentchild tax credit as well, where we have tried to help
in our economy. If you look at the dynamic sectorsand encourage people to save with lower marginal
of the future, I believe that Britain is well placedrates of taxation than existed before. We have got
and we have got to take the measures that willto remember that with the old family credit and
make us even better placed for the future.family income supplement some of marginal rates

of taxation were above 100%, and this is not what
Q334 Mr Mudie: I think you are a shade defensive,happens under the new scheme.
but the Budget book says something slightly
diVerent. UK business investment as a percentage

Q333 Mr Mudie: Chancellor, one of the features of of GDP has not yet caught up with the rates in
the economy is that, despite you giving a stable Germany, France and the US. All the conditions
outlook over the past few years, low interest rates, are there: they have the brass, prices are cheap, and
low inflation and businesses paying overwhelmingly inflation is low. Why on earth are you not
in cash, they do not seem to be investing at a level scratching your head and wondering what it takes
that you have anticipated. The Governor of the to get British industry to invest?
Bank of England expressed puzzlement at this. Mr Brown: I think there has been an increase in
Do you share his puzzlement and even his investment, and it has been quite considerable.
disappointment?
Mr Brown: The average rates of business

Q335 Mr Mudie: That is not what your book says?investment are higher in the post 1997 period than
Mr Brown: If you look at the figures in the bookthey were in the decade before, and let us be
it is 35% higher in real terms than it was in 1997.realistic about what actually happened to the

economy. Business investment has risen. It has
risen substantially since 1997. There was a Q336 Mr Newmark: Not as a percentage of GDP.

Mr Brown: That is a considerable increase. GDPparticular building of investment in IT in the late
1990s in almost every country around the world. has been rising, of course, as well, but the business

investment is 35% higher than it was in 1997. ThatWhen the IT boom came to an end there was a
retrenchment for a time. We expect business is a better record than the previous 10 years, and

I think you would have to go back to the statisticsinvestment rates to rise again. The reason that I am
more confident about business investment in the for the last 10 years and show that—
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Q337 Mr Newmark: It is the lowest since 1965, past”, and the figures are not good. Is it not better
to agree that they are not good and work out howChancellor?

Mr Brown: I am afraid our new member has got we can improve them?
his figures wrong? Mr Brown: I just do not accept what you are

saying. In one year you refer to there was a lower
rate of business investment increase, but it was anQ338 Mr Newmark: I have got them right.
increase. Equally, over the period from 1997 to nowMr Brown: He has got his figures wrong, because
business investment has risen by 4.5%. That isthe rate of business investment increase in the
higher than the rate of the previous 10 years. Inperiod beforehand was 3.4% from 1979 to 1996,
fact, business investment has risen by a third since4.5% from 1997 to 2005, and the reason, of course,
1997. Obviously, as you look to the future, we asis that there has been very considerable investment
an economy wish to do better because we inheritedin IT. If I may say so, and the Committee should
a productivity gap that we have to close and we arelook at this, the OYce of National Statistics has
making some progress in doing so. One of therecently announced that the estimates for software
reasons that the productivity gap has existed isinvestment in the United Kingdom economy have
because historically, that is over decades, there hasbeen far lower that the actual rate of investment
been a lower rate of business investment in ourthat they now identify. They had originally
economy but the rate of business investment in theassumed that software investment was eight billion,
last years since 1997 is 4.5%—it compares withnow they assume it is 21 billion and that means
3.4% in the years from 1979 to 1996—and one ofthere was 13 billion more investment in software in
the reasons, of course, that people are morethe year 2003. That will lead, if I may say so, to a
confident about investing for the future is that werevision of the ONS statistics upwards for business
have low inflation and we do not have a stop-goinvestment. I have talked to people in America and
economy in the way that we had in the past. If Iother countries about this. We have been
may give you the figure now, between 1997 andnotoriously poor in our oYcial statistics in
2004 the UK sold 490 billions of inward investmentreflecting the scale of investment in software, in IT,
flows and our stock of foreign direct investment, ofwhich, of course, is diYcult to quantify and to
course, stood second only to the US.record and, when we get these new figures coming

through from ONS, the rate of business investment
will actually be even higher than the 4.5% a year Q342 Peter Viggers: Most commentators and,
over the last few years since 1997. indeed, the Treasury agree that the level of business

investment is disappointing and, indeed, rather
Q339 Mr Mudie: In paragraph 3.9.4 that is what surprising: VAT registrations growth of only 1.2%
the Treasury puts forward as hope for the future last year, showing that there were very few smaller
that we will revise the statistics, that we will have businesses wishing to move into the VAT register,
inward investment? GDP up only 1.8% in 2005 and then, of course,
Mr Brown: No, we will not revise the statistics. The there are factors like public sector growth, private
ONS will revise them. sector depressed by regulations and controls, large

personal debt and disposable incomes up by only
Q340 Mr Mudie: Yes, but that is just a revision of 1% a year for the last two years. Are not those
statistics. The next thing is inward investment. factors which might be taken into account by
Nowhere in that paragraph is there any urgency or businessmen who are deciding not to invest, which
any expectation that British industry will get their is a fact?
finger out and actually invest some of this money. Mr Brown: I am surprised that you take such a
You have kept the economy going through short-termist view of the economy. We have had a
consumer spending, public expenditure, we are now period of consistent growth over these last few
back to consumer spending. When on earth are we years. In fact, as I said in the Budget, we are the
going to see a change for growth? only Government in history that can look forward
Mr Brown: I have to tell you that our record with to a tenth year of consistent and sustained growth.
investment is a very good one, and it is one that We have had low inflation, low interest rates and
has been improving over the years. I think, if sustained growth. In 2005, the year which you are
someone will send you the oYcial statistics that referring to, we had to deal with two problems. We
were published only a few weeks ago, they show had to deal with the rise in house prices, which had
that our performance in inward investment is to be brought under control. Historically there is
superior to that of other countries in Europe. no example in British recent economic history

where that has been brought under control without
there being a recession. Equally, we had a doubleQ341 Peter Viggers: You sound in denial of your
blow because we had the rise in oil prices, which,own Red Book, page 239, paragraph B87: “Yet
again, historically has caused rising inflation andbusiness investment on the basis of latest estimates
has been brought under control only by there beinggrew modestly in 2005 rising by 1.5% on the
recessions in British history. We managed toprevious year as compared with growth of 3.25%
survive both these problems in a diYcultin 2004.” But then at paragraph B91 on page 240:
environment where we have had recessions in the“There are a number of reasons why real business

investment may have been subdued over the recent past in America, in France, in Germany and Japan
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and other countries. We have avoided recession. permanently into Britain for work. I think you are
talking about a series of diVerent studies aboutWe are now going faster and we point to the

recovery of business investment at a higher level what is bringing people into the United Kingdom.
next year and the year after, and I think there is
pretty good evidence of the sectors that are moving Q346 Mr Todd: Indeed, but we knew relatively little
forward in the British economy and ready to play about any aspect of these in terms of their
a leading global role. I would not confine my impact on inflation, growth, productivity, our
remarks to a period of 18 months or two years. I understanding of the output gap; all of those issues
would look at the long-term perspective, where simply appear to be pretty limited in our
business investment is higher, where growth has understanding of where migration played a part
been sustained and where we continue to ensure in that?
that inflation is low, and that is the foundation on Mr Brown: The former Chairman of the Federal
which people are prepared to invest in our Reserve, Alan Greenspan, says that immigration is
economy. responsible for something in the order of a 0.25%

each year of additional American growth. We will
Q343 Peter Viggers: We seem to be living in have to test these figures in Britain, but, as I say,
parallel universes, because in most commentators’ there are a number of quite complex issues here
world business investment has not been good and, where the measures that you would use to quantify
indeed, the Red Book says next year the corporate the eVect would be quite diVerent when you look
sector should be relatively well-placed to undertake at students to looking at people temporarily here
somewhat stronger business investment growth as from Eastern Europe.
domestic demand picks up.
Mr Brown: That is our forecast for next year and

Q347 Mr Todd: Indeed. You drew attention to ourthe year after. If I may say so, our record is a higher
strong performance in improving productivity overrate of business investment than was achieved in
the period of this Government, but there is anthe previous 20 years, and the record of 4.5% is
acceptance that that progress has slowed in the lastsomething that you cannot ignore when looking at
year or two. What steps are you taking to makethe issues before the British economy.
sure that that progress is maintained and that we
catch up with countries like France?

Q344 Peter Viggers: Let us hope we are all here Mr Brown: We are catching up with countries like
next year and the year after when, indeed, the France, and we have eliminated the gap with
forecast of 4.5% to 5.25% growth has been Germany and we are ahead of Japan. That is
achieved. undeniable. I think that people look at the statistics
Mr Brown: If I may say so, because we have for GDP per head and compare our record in 1997
achieved 4.5% consistently as an average over the with the rest of the G7 and now find that we are
last eight or nine years, there is good reason to second in the G7 for GDP per head. That is, again,
believe that we can return to that rate of business an undeniable fact about the progress of the British
investment growth. economy. We obviously wish to see even greater

productivity growth. In a period when you have
lower growth, as we had last year, and peopleQ345 Mr Todd: The far-sighted decision to be

relatively liberal about inward migration into this retain employment, then your productivity growth
will be slower than in previous years, but the factcountry appears to have yielded substantial

economic benefits. In the last few days we have of the matter is that productivity growth in the
previous cycle was 2%, productivity growth in thisbeen questioning, among others, your oYcials, and

it has become clear that actual knowledge about cycle so far is 2.3% and, therefore, we have
increased the rate of productivity growth in theinward migration and its impact is relatively

limited. What research is being commissioned by British economy and we will do better, in my view,
in the years to come. One of the remarkable thingsthe Treasury to improve our understanding?

Mr Brown: You have to look at this as a series of about the American economic experience in the
1990s was in the first period of economic growth indiVerent issues. For example, there is a very large

number of students, as I mentioned a few minutes the 1990s in America there was major employment
growth without productivity growth. As peopleago, who come into the United Kingdom. To

encourage students to study here, as opposed to took on new workers these workers were not as
productive initially as they became after eitherother countries, a set of incentives, for example, the

ability to stay on after you have graduated and being trained or getting used to the jobs that they
were doing. In the second period of Americanworked in the British economy for a year, is

something that is particularly of value. The policy expansion there was productivity growth that was
combined with the employment growth that theythat you will adopt and the research you will do

into the eVects of that in that area will be quite had previously had. I believe that Britain has gone
through a period where we have had 2.4 billiondiVerent from perhaps looking at what is

happening from migration within the European more people taken into work, and I think we will
see greater productivity gains in the years ahead,Union, where people who have got skills in Poland

or other countries, Hungary and so on, in Eastern but even now productivity is 2.3% in this cycle
compared with 2% in the previous one.Europe are moving either temporarily or
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Q348 Mr Love: Earlier on, Chancellor, you about a business investment of 1–1.5%. We move
mentioned that one of the risks domestically was forward and in 2007 it is expected to increase from
wage inflation. Is that the reason for setting up the 4.5 to 5.25%. When we were talking about this in
Public Sector Pay Committee, and what do you previous sessions of the Committee the indication
hope that will be able to achieve in this regard? that seemed to be, if you looked at the German
Mr Brown: The public sector pay review bodies experience and if you looked at the American
submit their reports to Government every year, and experience, there was a lag between better
we have got to take an overview about what the conditions and the increase of business investment.
country can aVord but also what is necessary for Is that what we are depending on to see this
anti-inflation discipline while at the same time increase, the same lag that existed in Germany and
being fair to employees in the public services. It is America experienced in this country, or have we
because of the importance of anti-inflation got a more sound basis on which to base that
discipline and because we recognise that there increase in business investment?
could potentially be a second round eVect from the Mr Brown: I think you have got to look at this in
rise in oil prices that we have made the decisions the round. Companies have been under pressure
that we have made today. We are honouring the through high energy prices, that is undoubtedly the
reports of the public sector pay review bodies by case. Equally, as I explained, at the end of the 1990s
implementing them during the course of the year, there was a spirit of investment in new technology,but in three specific instances we are staging the in IT in particular, and I think all the evidence isawards, and that is in the instance of hospital

from that new investment we are probably onlyconsultants, judges and senior civil servants, which
half way to realising the productivity gains thatincludes a wider range of people, including
have already taken place, so there are gains still togovernment ministers themselves, and so we will
come from investment has been made. I wouldpay them 1% only on 1 April and by 1 November
point to the measures that we have taken in thewe will complete the honouring of the pay review
Budget to identify how we as a Government canbody. As I said earlier to the Committee, I think
help some of the fastest growing sectors of thethis sends a powerful signal about determination as
economy. Our R&D tax credit has been extendeda government to take on inflation. We have met our
to companies with employees of 500 or less insteadinflation target every year since 1997, something
of 250 or less, and that is a powerful incentive forthat no government at any point has been able to
encouraging research and development expendituresay for 50 years. At the same time, we are
by these companies. Equally, we are supportingdetermined to meet our inflation target in the future
companies who are wishing to export education,and we will take whatever measures are necessary
healthcare, pharmaceuticals, financial and businessto do so. I believe, when you look round the world
services in the way that the Budget describes. I doand you see that interest rates have had to rise in
believe that if you look at the picture of the Britishthe European Union and they have had to rise

again in America this week, it is very important economy looking ahead we have got these great
that we recognise that we have succeeded in advantages: first of all, we are a stable economy
mitigating the eVect of rising oil prices in the last and there is no investment that is going to take
few months and kept inflation low, but we have got place at the level you need in economies that are
to continue to succeed over the next few months as unstable, and historically that was one of Britain’s
the eVects of these oil price rises feed through to greatest problems. Secondly, we are a free trade
people and to business in our economy. It is an economy. It is because we reject protectionism that
important element of our policy that we should obviously we are subject to the most intense
maintain anti-inflation discipline while at the same competitive pressures because we are an open
time being fair to nurses, and I hope that the economy, but it is also because by withstanding
Committee has noted today that the headline these pressures British companies can have a global
“increase for nurses” is 2.5%, the typical salary rise reach that is greater than other companies and
for a nurse will be 5.2%, the average nurse will see other countries around the world, and I believe that
her salary rise from £27,000 to £28,400 and we are makes for a strong position. Our investment in
being fair to that group of the population on whom science, if I may say so, is something that is
we rely who are lower paid than some of the other incredibly important to the future. We have
professional workers in the National Health doubled the amount of support we are giving for
Service. science and technology for future years with our 10

year science framework, and that has led to a great
deal more pharmaceutical investment andQ349 Mr Love: There has been a lot of discussion
healthcare investment and that will pay rewards inabout rebalancing the economy, and therefore,
time. Obviously we wish to see world classwithout labouring it too much, I want to go back
education services exported from Britain to createto business investment for which there are great
wealth for our economy as well as having thehopes that that will increase in coming years. Let
highest standards of education in Britain. All ofme put to you the question as is posed to me.
these things coming together point to a futureConditions are relatively ideal at the present time,
where we could be alongside America, and ofprofits are high, equity prices are high, interest rates

are low, yet this year and next year we are talking course the growth rates that we are achieving in
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Japan are going to do well in the future, but as well trade at the moment is with India, is a vast
expanding market and we should do better, andas the advanced industrial economies we are well

placed to do well in the future. will do better, in the future.

Q352 Mr Love: You mentioned earlier theQ350 Mr Love: As a former failed scientist you will
international risks and talked about imbalances. Inever get me not to argue strongly in favour of the
am going to embarrass Mr CunliVe again byinvestment in science in this country, and I think
quoting from an earlier comment he made: “Thethat is very much to be welcomed.
US current account deficit heading or increasingMr Brown: I hope you will support what we are
past 5% is a concern”. Is that a continuing concern?doing in the schools as a result of the Budget where
Again, are you making estimates of what actionwe have got more science teachers, more science
would need to be taken if there was an adjustmentafter-school clubs, more support for science in the
in the US?curriculum. I do think that one of the reasons that
Mr Brown: Is this a question to Mr CunliVe orscience has had diYculties in previous years is if to me?you look at the newspapers almost all the stories

about science have been bad news stories about
Q353 Mr Love: I think it is to you but no doubtanimal experiments, GM foods, controversies over
Mr CunliVe will comment.stem cell research, all these issues that perhaps have
Mr Brown: Mr CunliVe is a very wise man. Whengiven science an image that it does not deserve as
we go to the IMF meetings in a few days from nowone of the great creative and innovative forces in
we will receive a report on the world economy. Inour society. I do believe that some of the measures
every year the problems of current accountthat we are taking is giving science not only a better
imbalances have been a source of considerableimage for young people but showing people just the
debate and in every year people have said that ifcontribution that science can make to a modern
such and such happens then we are going to faceeconomy.
very diYcult circumstances. You have got to look
at current account imbalances in the context of the
global economy as a whole. The fact is the worldQ351 Mr Love: As a former failed science teacher,
economy is growing quite fast at the moment.and I know the Chairman was a science teacher as
Chairman: Chancellor, just for the record, I am awell, I think we would support that very strongly
former science teacher, not a failed science teacher.as well. When the Governor of the Bank of
Mr Love: I was a failed science teacher.England came to us during the week, in oral

evidence he said: “there would be some less
negative contribution of net trade towards growth Q354 Mr Fallon: Chancellor, table C.9 shows the
than we have seen in the past decade”. We have tax burden rising to 38.7% of national income in
been running a large current account deficit for two years’ time. Excluding the world recession
some time. Do you factor into your calculations the years when taxes rose temporarily, that is the
risk of an exchange rate adjustment happening that highest since Denis Healey’s 36.4%. In which of
would impact on the economy? To what extent do your three Labour manifestos did you promise the
you think that is a possibility at this stage? highest tax burden for 30 years?
Mr Brown: I never get myself into a position of Mr Brown: I see you want to make this a highly
commenting on individual movements of the political discussion. If you wish that to be the case

I think you have got to recognise that the highestexchange rate, that has been a problem when
tax burden was under Lady Thatcher at 38.9% andChancellors or Governors have done so in the past.
the figure of 37.5% at the moment is exactly theWhat I can say is that exports, according to the
same as the average under Lady Thatcher’s years.projections that we are making, will continue to rise
I just do not accept the contention that you make.over the next few years. Yes, we are running a
Tax rates in this economy have come down. Thecurrent account deficit but as a proportion of
income tax rate went down from 23 pence to 22national income it is nothing to the level we had in
pence.the 1980s and, of course, it is a lot lower than the

level that America is sustaining at the moment. The
key to this is to expand your exports. You have got Q355 Mr Fallon: The burden has gone up.
to expand your exports into new areas and into new Mr Brown: The 10% rate was introduced by a
industries. One of the focuses of UKTI and its Labour Government. Corporate tax went down
reorganisation is India and China. I know that this from 33 pence to 30 pence. Small business tax has
Committee has taken a big interest in what is gone down from 23 pence to 19 pence. Capital
happening in these two great countries. As far as gains tax for business assets of a long-term nature
China is concerned, we are signing new agreements has gone from 40 pence to 10 pence. National
with China in a whole range of areas from stem cell Insurance has been raised by 1% to pay for the
research to education to financial services, and we National Health Service, which I thought was
have products in Britain where we are world leaders agreed by all parties as necessary when we fought
which the Chinese and other countries in Asia wish the last General Election. The tax rates in the
to go into partnership on or work with us in individual areas have gone down but, of course,

what is happening as a result of the increaseddeveloping. Equally, India, where only 1% of our



3347711003 Page Type [E] 26-04-06 21:29:50 Pag Table: COENEW PPSysB Unit: PAG1

Ev 50 Treasury Committee: Evidence

30 March 2006 Rt Hon Gordon Brown MP, Mr Jon Cunliffe, Mr Mark Neale, Ms Sarah Mullen,
Mr Chris Martin and Mr Michael Ellam

growth of the economy and 2.4 million people hardly surprising that with more people going into
work and more people claiming the child tax creditjoining the labour force and paying taxes rather

than being unemployed and receiving benefits is or the working tax credit you will have this issue
that you have got to deal with. Obviously we wouldthat revenues have increased.
like to do more, and we will do more over time,
but what we have succeeded in doing is eliminatingQ356 Mr Fallon: So why did you rebuke Mr Bill
the highest marginal tax rates which wereRammell on Tuesday who said—I quote the exact
unacceptable and which existed for 20 years underwords—“We are probably about at the limit of
your government.what people are prepared to pay to improve public

services”? Did you rebuke him because he was
letting the cat out of the bag or because you want Q360 Mr Fallon: But your former Chief Secretary
to put taxes up more? calls for “radical action if we are to unfreeze social
Mr Brown: What Mr Rammell was talking about mobility in our country”. He wants additional ways
was Adult Learning Grants. What he was of making direct, targeted cuts in the tax burden
launching was the Further Education White Paper on low income families. Is he wrong?
and what he was being asked about was whether it Mr Brown: We have done that already. The fact of
was right that the under-25 tuition exemption the matter is that we have reduced the tax burden
should be extended to adults. He was saying, for millions of families. There were three million
perfectly reasonably, that there were many adults families with children who eVectively had their
who could aVord to pay a fee for their further income tax liability wiped out because they have
education courses rather than that being financed child benefit and child tax credits. You, Mr Fallon,
through the tax system. That is a perfectly who are studying all these matters, know perfectly
straightforward comment about further education. well that the eVect of the tax credit has been to

increase the income of the lowest paid families in
this country, made work pay for them, in whichQ357 Mr Fallon: I am surprised you rebuked
case there are more people who find it worth theirhim then.
while to work, as well as reducing child poverty. IMr Brown: I have said nothing about it until today.
just do not accept the contention you are makingI have not been asked about it until today, Mr
in your question that somehow the system of childFallon. I am saying for the first time something
tax credits has made it less attractive for people toabout Mr Rammell’s comments.
work; it has made it more attractive for people
to work.Q358 Mr Fallon: Okay. What about your former

Chief Secretary, Mr Alan Milburn’s comments
Q361 Mr Fallon: Could I quote directly from thethat, as the Red Book confirms: “ . . . the number
OECD Economic Survey. You quoted the OECDfacing marginal tax rates of 60% or more has
this morning. Their survey last October said—increased by nearly one million largely as a
Mr Brown: Last October’s survey?consequence of the workings of the system”. That

is table 4.2. It has gone up from 760,000 before
Budget 1998—these are your own figures—to Q362 Mr Fallon: Yes. “While the tax credit reforms
1,730,000 in the year starting 1 April. Is he wrong over recent years have successfully reduced child
as well? poverty while maintaining incentives to work”, that
Mr Brown: Mr Fallon, you have got to look at this is your point, “the eVect for the average person in a
table. When we came into power the number of couple with children has been to push up marginal
people with a marginal tax rate above 100% was eVective tax rates by five percentage points”. That
5,000. We have eliminated that. The number of is not me, that is the OECD.
people with a marginal tax rate above 90% was— Mr Brown: I do not accept that because we have

got the working tax credit on top of the child tax
credit, we have reduced the basic rate of income taxQ359 Mr Fallon: I am sorry to interrupt you but I

was talking about 60%, Chancellor. 60% was the from 23 pence to 22 pence and we have introduced
a 10 pence rate of income tax. I am quite happy tofigure Mr Milburn gave. It has gone up by one

million. challenge the OECD on that contention. When we
came into power the tax rate was 23 pence; it is nowMr Brown: What we have done is reduced the

numbers of people on marginal tax rates above 22 pence. We introduced a 10 pence rate for the
first time and abolished the 20 pence rate to do so,100%, 90%, 80% and 70%. The fact that we have

got more people into work, and therefore people so instead of the 20 pence rate we have a 10 pence
rate. Over a period of time with the workingare claiming the working tax credit or the child tax

credit, is a success story of the Government. You families tax credit we moved the child tax credit
and working tax credit into place. The eVect ofhave got to look at these figures to show that the

eVect of introducing the working credit and the that, Mr Fallon, has been that 2.4 million more
people are in work. This is an undeniable fact aboutchild tax credit has been to eliminate people having

100%-plus marginal tax rate and to virtually the British economy, that we have more people in
work than at any time in our history. More womeneliminate those above 90%. We have substantially

reduced by half those above 80% and we have have been able to go into work. There are 200,000
more single parents in work. There are largereduced by half a million those above 70%. It is
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numbers of people on Incapacity Benefit and for of income tax and we have cut the rates of business
tax when we have been able to do so over the lastthem it is worthwhile to come back into work. A

tax system that previously penalised people and few years.
made it diYcult for them to justify working now
makes it possible for people to work. I do dispute Q368 Angela Eagle: Chancellor, could you explain
what the OECD is saying and I think point-by- to us what the eVects of what you have
point these issues raised by them can be answered. characterised as the third fiscal rule, the idea
Generally they support us, of course. somehow that public expenditure should not rise as

much as growth year-on-year, would do to
Q363 Mr Fallon: We have the OECD criticising the investment in our economy?
tax burden, we have got your— Mr Brown:We have two fiscal rules at the moment.
Mr Brown: I am sorry, the OECD published a The first is that current expenditure must be paid
report yesterday which praised what we have for by current revenues over the economic cycle.
managed to do. The second is that you should be able to borrow

to meet the investment needs of the economy, but
Q364 Mr Fallon: It shows that other industrialised to borrow you must have a sustainable level of
countries have been cutting their tax burden while debt. I believe that these two rules over the cycle
you have been increasing ours. have served us well. There is a proposal to
Mr Brown: I am sorry, Mr Fallon, you have got introduce a third fiscal rule. That rule would
this entirely wrong. require you, irrespective of the economic

circumstances at the time or the needs of public
investment in the economy or the requirements ofQ365 Mr Fallon: I have got the figures here.
infrastructure, to have a growth rate for publicMr Brown: You have really got to look at what
spending during the cycle that was less than thehappens over the cycle as against what is happening
growth rate of the economy. That would mean thisstructurally. Tax rates are going down in Britain
year we would have to cut public spending bybecause we reduced income tax and we introduced
about 16 billion, next year by about 17 billion, anda 10 pence rate at the bottom end, and equally we
it would therefore have a devastating eVect oncut corporate tax and capital gains tax, but
public services in our country if that wasrevenues from tax are bound to go up if you have
implemented. What I find very diYcult to acceptgot 2.4 million more people in work.
about a third fiscal rule is that by overriding the
other two fiscal rules it would make it almostQ366 Mr Fallon: You have got your own minister
impossible for us to have the levels of publiccomplaining about it, you have got your former
investment that we need for the future of ourChief Secretary complaining about it and you have
economy. When I have a Budget I make agot the OECD complaining about it.
commonsense decision Budget-to-Budget aboutMr Brown: Mr Fallon, I have just answered the
how we balance tax, spending and borrowing. Inpoint about Mr Rammell and I put it in its
this Budget I was able to freeze the Fuel Duty, giveproper context.
a family tax cut through the tax credit system and
do a number of other things while raising theQ367 Mr Fallon: Chancellor, the reason you are
Climate Change Levy. Under the third fiscal rule, ifblind to the damage you are doing is you are
instead of a commonsense position about balancingaddicted to high taxes, you are tax junkie, you
tax, spending and borrowing, we have a dogmaticbelieve in them.
requirement that irrespective of the publicMr Brown: If you are telling me that the reduction
investment needs of the economy you have to cutof income tax from 23 pence to 22 pence, if the
public spending as a share of national income, I dointroduction of a 10 pence rate instead of a 20
not believe that for an economy that needs to investpence rate, if the cut in corporate rates from 33
in science, in infrastructure, in education, and ofpence to 30 pence and if the reduction of the small
course the Olympics, that is a fiscal rule that wouldbusiness rate from 23 pence to 19 pence are not the
serve us well at all. That is exactly similar to somereducing of tax rates then, I am very sorry, I think
of the proposals we had from the same party beforewe do misunderstand each other. We have reduced
the 2001 election and the 2005 election.the rates of tax. When we have put up tax I came

to the House in the Budget concerned and was
absolutely straightforward with people and said, Q369 Angela Eagle: How would you summarise the

eVects of this Budget on women?“If we want a National Health Service that employs
the nurses and doctors we need then we will have Mr Brown: One or two of the measures that we

have introduced are in response to the Women into raise National Insurance”, and I believe that
75% of the public supported that rise in National Work Commission which was led by Lady Prosser.

I believe that that is a path breaking commissionInsurance. I believe at the last election even your
party did not want to reverse that rise in National because it not only focuses on low pay, it focuses

on mobility and opportunity. The majority ofInsurance. I am not sure what your policy is on this
and other issues now. The fact of the matter is that entrants to medical schools are women. Women

are increasingly dominating the accountancywe raised National Insurance to pay for the
National Health Service but we have cut the rates profession and some of the financial services
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professions. But there is a lack of mobility in a increases insecurities. I believe that the proper role
of government in a global economy is to equipnumber of key occupations, partly because people

have not got the skills that are necessary to get the people for the future so that they can maximise the
opportunities that are available in their interestsjobs and partly because there has been

discrimination in the past. What we have tried to but we have also got to help minimise the
insecurities, so far from there being a lesser case fordo in the Budget is to provide more funds for

training women who have low skills to encourage a National Health Service now, given all the
changes in technologies and the cost of medicine,them to get higher skills. The National Employer

Training Programme called Train to Gain will be there is probably a bigger case for a National
Health Service in 2006 than there was even in 1948.put to use to enable more women to get basic

qualifications and, therefore, to enable there to be
a greater degree of mobility. There are a number

Q371 Angela Eagle: In terms of the New Deal, itof Skills Council pilots in jobs that women have
has done a very great deal in my own constituency,traditionally not filled. Only a few days ago I was
for example, helping unemployment to be cut byat the Battersea power station site which is being
over 50%. How do you see it developing in theconverted into a huge conference and leisure centre
future? Do the Gershon savings in eYciencyand I met some of the most recent recruits as
actually threaten it?apprentices for bricklaying and painting and
Mr Brown: I think we are looking at a New Dealdecorating, who were girls. This is an area where
that in the future will have to be a New Deal forwomen are moving into jobs that traditionally they
skills as well as jobs. Those people who are doinghave not been identified with. For lone parents,
the innovative thinking about the future ofessentially measures that help mainly women, I
economies are looking at how an unskilled workerbelieve that the improvement in the help for lone
who fails either at school or at college or in theparents through the Employment Service as well as
workplace to get the skills that are necessary for thethe improvement in benefits for those who go into
future is as disadvantaged as someone who was notwork will enable more lone parents to get into
able to be oVered a job because there were nowork. We have raised the rate of employment for
vacancies in the 1930s. In other words, the need forsingle parents from 45% to 55% and our target is
unskilled workers in our economy is going to70%. If we can do that we will not only get more
change over the next few years and if you do notwomen into work, and therefore give them higher
have a skill you are going to be increasinglyincomes, but we will be able to deal with the
unemployable. That is a factor that we must nowproblem of child poverty.
take into account in the New Deal. Instead of a
traditional Labour Exchange where all that

Q370 Angela Eagle: Irwin Stelzer recently said happens is information is given about jobs that are
about the UK economy that eVectively there could available to people looking for jobs, you have got
not really be entrepreneurship and it could not be to have a far more sophisticated New Deal policy
encouraged so long as there was a welfare state that where you not only give people information and
would pick up the pieces of failure. Do you believe encouragement but you also help people get the
that entrepreneurship is only “driven by the fear of skills that they do not have. If people are going to
destitution in a society without safety nets”? change jobs on average seven or eight times during

their working lives they will need to be retrainedMr Brown: You may be misquoting Mr Stelzer,
who is a well-known commentator and who has for the skills that are necessary in the future. The

Leitch Review has published a report alreadypushed us, rightly so, to deliver our competition
policies in the economy and we now have an saying that there are nine million skilled jobs in the

economy at the moment but we will need 14 millionindependent Competition Authority and greater
penalties for those who operate monopolistic jobs by 2020. There are three million unskilled jobs

in our economy at the moment but we will onlypractices. We are grateful to him for the advice in
this area. As far as entrepreneurship is concerned, need half a million of these by 2020. The need for

people to re-skill and get not just informationthere has been a very big increase in the numbers
of young people particularly starting businesses about jobs but the skills that are necessary to get

the jobs is something that in my view makes it moreover the last few years. What we are achieving in
schools with our Enterprise Initiatives is to necessary to have a New Deal, makes us refashion

the New Deal not simply as a New Deal for jobsintroduce young people far earlier, or in some cases
introduce them where they would never have been but for the skills that people get. It means that in

the Employment Service we need to haveintroduced, to business and commerce and that is
helping investment. If you are looking at information for people about how they can get the

skills, we need to have colleges, as we have doneglobalisation and its eVects on individual
economies and on families, global economic change with the reform, able to give people the skills, we

need employers who employ people and who aremaximises opportunities for large numbers of
people. It gives people like us opportunities to prepared to let people get the training that they

need so that they can secure the job they have ortravel the world, it allows people to work in
diVerent countries, allows people to have a skill be ready for the next job that comes along.

Employment policy in the future is not usthat is a marketable skill at a global level and
enables them to work in any country, but it also sustaining people in jobs that become redundant,
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in other words keeping people in their last job, it Q375 Mr Gauke: You knew in December and you
knew in July, why do you not know now?is helping people get the next job, and I think that

is where the New Deal can be so important for the Mr Brown: Because everybody now accepts there is
one economic cycle and not two. The one economicnext stage. I just wish there was all-party consensus

on that. cycle is the one that started in 1997 and is
continuing. On that basis we meet the fiscal rule,Angela Eagle: Thank you.
and we continue to meet the fiscal rule.

Q372 Mr Gauke: Chancellor, since your 2005
Q376 Mr Gauke: But you would have missed it.Budget and 2005 General Election the assessment
Mr Brown: Again, if I may say so, you are not ableof the economic cycle for the purposes of the
to produce any evidence to the contrary.Golden Rule has been changed twice. According to

the IFS, had the first change not happened you
Q377 Mr Gauke: I am not arguing about thewould not have met your Golden Rule. Putting
technical merits, what I am trying to get clear is youaside for the moment the technical arguments
used to have a position that you would have metabout the economic cycle, do you accept that those
the Golden Rule under the old definition but youchanges have damaged the credibility of the
do not hold that position any more, do you?Golden Rule?
Mr Brown: I have not looked at that again becauseMr Brown: No, they have enhanced the credibility
there is no evidence that there was an economicof our approach. The reason I say that is very clear:
cycle between 1997 and 1999. We have establishedthere was no cycle between 1997 and 1999. If we
that. If the Committee wishes to do a newhad continued to say that there was an economic
investigation into whether there was an economiccycle that started in 1997 and finished in 1999 when
cycle between 1997 and 1999 we will co-operateall the evidence was there was no cycle in that
fully with it, but the fact is if you have got 3%-plusperiod, and there has been a continuing cycle from
growth in each of the years from 1997 to 1999 therethat period right through to now, then we would
can be no evidence that there was a separate cycle.have been standing in the face of all the evidence.
If there is no evidence that there was a separateI know you are new to the Committee but at the
cycle, do you wish us to produce results for a cyclelast meeting I showed the Committee a graph which
that did not exist or do you wish us to producedemonstrated that growth in 1997 was above 3%,
results for the cycle that does exist? I really thinkgrowth in 1998 was above 3% and growth in 1999
the assumptions on which you are basing yourwas above 3%, so the idea that we had undergone
questions are so wrong that either the Committeea separate cycle between 1997 and 1999 is
wishes to go back and look at the cycle of 1997 tosomething that no economist could accept. If you
1999 or I think you should withdraw that sort ofare going to have credible economic policy you
questioning.have got to be able to go with the evidence and the

evidence is that there has been not two economic
cycles in our period of government but we have Q378 Mr Gauke: I make the point the IFS accepts

to some extent your argument about the cyclebeen living through one economic cycle and that
economic cycle is continuing because that is what beginning in 1997 but it also makes the point that

that argument was quite strong at almost any pointthe evidence shows. If the Committee wishes to
investigate the economic cycle argument then they in the previous five years but it so happened you

changed it in July when in the previous June yourshould be free to do so.
public finances looked dodgy.
Mr Brown: This is just not true either.

Q373 Mr Gauke: I did say putting aside the
technical argument.

Q379 Mr Gauke: You did change it in July.Mr Brown: I would be very happy to put forward
Mr Brown: The evidence about growth above 3%all the evidence that we have got, but there is not
was evidence that became available to us by theone Member of this Committee who has been able
revisions that were made not by us but byto produce evidence that there was a separate
independent organisations. I come back to this: ineconomic cycle between 1997 and 1999, and that
1998 people thought that growth had gone belowwas what the evidence pointed to and I was right
2% and there was a suggestion in that period thatto go with the evidence. Credible economic policy
there was going to be a recession. At that pointdepends on going with the evidence.
people thought that we may be going through an
economic cycle but the fact of the matter is that
growth was 3% or more in each of these years. IQ374 Mr Gauke: You are right, I am a new

Member of the Committee. At the previous two have seen no evidence since we produced our
analysis to contradict the position that we putmeetings of this Committee in December and July

you told the Committee that had you not changed forward when I came to this Committee last July.
We proceed on the basis that there is nowthe rule you would have met the Golden Rule

anyway. Is that still your position? agreement that we are living through one economic
cycle rather than two. I oVer to the Committee theMr Brown: I do not know because I do not go back

to check. We are just going with the evidence. Why opportunity to look again at the evidence for 1997
to 1999, there could be a very interesting academicshould I because the economic—
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inquiry into it and we are happy to co-operate with Mr Brown: From the IMF that is pretty generous,
is it not?it. If you are not prepared to produce evidence to

the contrary then your question should not be
based on the wrong assumption. Q387 Mr Gauke: From the IFS. There are a

number of assumptions within your projections
Q380 Mr Gauke: We had Martin Weale here from that are pretty optimistic, including a very tight
the National Institute who made the point—this public sector round, good receipts from
comes back to credibility—that under your new privatisation and tackling fraud. Can you
definition of the economic cycle if you were not understand why there is widespread scepticism
going to meet your Golden Rule you would change about this? Given this is a post-election Budget,
the definition again. Can I help you restore your and in most post-election Budgets you put up taxes
credibility here. quite considerably, why have you not done it this
Mr Brown: I do not think our credibility is an issue. time?
The issue is whether there was an economic cycle Mr Brown: Because we did not need to because we
and there was no economic cycle. This is the key have got the right balance between tax, spending
point. This is based on evidence, not on some and borrowing for this year. The issue that a
prejudices that you wish to introduce into the Chancellor faces coming to a Budget is a
debate. commonsense position of what is the right balance

this year between tax, spending and borrowing. We
made a number of decisions in the Budget whichQ381 Mr Gauke: I am merely referring to what you
cut tax in certain areas but also, rightly in my view,told the Committee previously, that you had met
increased investment in schooling and in theyour Golden Rule under the old definition. In my
provision of Community Support OYcers to dealview there is a credibility problem with the Golden
with crime, and in areas of the environment. ThatRule, but if your public finance forecasts prove to
is the commonsense way of looking at the Budget.be inaccurate, and the Red Book acknowledges it
As far as the provision of funds in the next periodcan be diYcult and it would be fair to say you have
we have estimated our asset sales and, given thenot the best record in the last four years on public
sales we have had in the last year, I think peoplefinance projections, would you be prepared to raise
would feel that we are able to meet that target.taxes or lower public spending from your current

projections in order to meet the Golden Rule?
Mr Brown: What I would say to the Committee is Q388 Mr Gauke: Do you accept there is a
we would meet our Golden Rule. I think the possibility you are not going to meet it? What is
Committee should understand how diYcult it is to the level of possibility on a range of views?
meet the Golden Rule. If I am right, in the previous Mr Brown: Hold on. As far as our ability to meet
economic cycle under the previous government our fiscal rules are concerned, we have assumptions
there was a minus 150 billion, so you were out in independently audited by the National Audit OYce
meeting that Golden Rule by about 150 billion. We and that never happened under a previous
are meeting the Golden Rule and I am telling you government.
we will continue to meet the Golden Rule.

Q389 Mr Gauke: You have got the public finance
Q382 Mr Gauke: You will do whatever is necessary assumptions wrong before, what is the possibility
to meet the Golden Rule? that it is going to be wrong this time?
Mr Brown: I am saying we will meet the Golden Mr Brown: I am sorry, we have our VAT
Rule, yes. assumptions audited, we have our employment

assumptions audited, a whole range of assumptions
Q383 Mr Gauke: You will do whatever is necessary about oil prices, about what we can secure from
to meet the Golden Rule? corporate taxes, we are prepared to have them
Mr Brown: I am saying we will meet the Golden audited independently by the National Audit
Rule. OYce, and that is why our fiscal projections are

nearer to the actual outturns than happened under
previous governments.Q384 Mr Gauke: Right, okay. If that included

raising taxes, can I ask are you sympathetic to the
idea the Fabian Society were putting out this week Q390 Mr Gauke: But they are still wrong. There
of raising higher rate income tax to having a must be a possibility, you would accept, that you
50% band? are going to have to raise taxes or lower public
Mr Brown: That is not our policy. spending in order to meet the Golden Rule.

Mr Brown: You just need to look at the Budget.
You said historically, I think you are talking aboutQ385 Mr Gauke: That is staying as it is?
Conservative Governments when they alwaysMr Brown: That is the policy that we set out in this
raised taxes the year after the election.manifesto and in our previous manifesto.

Q386 Mr Gauke: The IFS says there is a 50:50 Q391 Mr Gauke: So did you in 1997 and 2001.
Mr Brown: It is a bit of a revelation about yourchance you are going to meet your Golden Rule

even though— view of politics.
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Q392 Mr Gauke: Look at your record, Chancellor. are now over five million pensioners still subjected
to means-testing and that is nearly half of allYou raised taxes in 1997 and 2001.

Mr Brown: I am sorry, I did not raise taxes in this pensioners. When are you going to deliver on
your promise?Budget because I did not need to.
Mr Brown: Our aim is to link tax and benefits for
pensioners in a way that there is a seamlessQ393 Mr Gauke: I know you did not, that is why—
transition through the benefit and tax system. It hasMr Brown: Thank you very much, you have
not been possible so far to do that. What we haveacknowledged we did not raise taxes because we did
reduced is the amount of means-testing that is donenot need to because we wanted—
for pensioners. If you are a pensioner at the
moment you do not need to fill in the form, youQ394 Mr Gauke: You had that in the PBR.
can phone up the Department for Work andMr Brown: Mr Fallon wished to build his case on
Pensions and give the information that is necessary.the fact I was raising taxes and you have accepted
We have reduced the amount that has to be giventhat I have not raised taxes. What we have got is
about capital, so we are gradually eliminating thethe right balance between tax, spending and
amount of income-testing that is done.borrowing for this year but obviously you make

decisions Budget-to-Budget. What I can say is we
Q397 Mr Newmark: If I look at what Stephenhave reduced the rate of income tax, we have got
Byers said earlier, and this slightly contradicts whata 10 pence rate of income tax as well, we have
you said, he said: “We all know the nature ofreduced the rate of corporation tax and we have
pensioners, however, they are reluctant to goreduced the rate of small business tax.
through a means-tested process so those sums are
unavailable to them. Means-testing was never aQ395 Mr Gauke: Chancellor, I recently read
long-term solution to the problem of establishing aRobert Peston’s book, Brown’s Britain, and I am
fair pension regime”. I am still curious, when aresure you have read it as well. There is an interesting
you going to actually end means-testing forsection about how when you came to power in 1997
pensioners?you were determined not to find yourself in the
Mr Brown: The long-term solution for pensions isposition of having to raise taxes and lower public
that people are in a position to make their privatespending in the latter half of the Parliament in the
savings over the course of their lives.run-up to an election and you avoided doing that

in 1997–2001 and 2001–05. When we look at the
Q398 Mr Newmark: You are answering a diVerentfigures here, at the 50:50 chance that you are not
question.going to be able to meet your Golden Rule without
Mr Brown: Hold on, hold on. Mr Byers is talkingdoing that according to the IFS, it seems to me that
about what the long-term position is. Let meyour electoral cycle and your fiscal cycle have got
explain this about pensions: the long-term positionout of sync. I just wonder why. I have to say, I
is to create a savings system that makes it possiblewonder if the story of this Budget is that you are
for people privately through their own savings forpreparing the ground for a snap election once you
pensions to make possible suYcient income inbecome leader in a few months’ time.
retirement. That is what we are trying to achieve.Mr Brown: My job as Chancellor is to run the
But there is a generation of people who neithereconomy and the fiscal side of the economy to the
have suYciently high occupational pensions, norbest of my ability. That is what I try to do in
do they have suYcient savings who in some way orthe national interest. Whatever allegations or
another would be in poverty unless we took action.prejudices you wish to bring to your argument
They are primarily, and you will know it in yourabout why decisions are made, the decisions that I
own constituency, widows in their 70s or 80s whomake in the Budget are for the national interest and
have been left widowed without provision eitherit was right in this Budget to make changes in VAT,
through an occupational pension that is suYcientit was right until September at least to freeze Fuel
or, alternatively, savings. It is for that group ofDuty, it was right also to improve the child tax
people that the pension credit was a necessity.credit and it was right to raise the Climate Change
There are around three to four million people whoLevy. All of these decisions were taken on their
benefit from the pension credit as a result of that.merits with a commonsense view of what was the
Some are benefiting by—right balance between tax, spending and

borrowing. What I would regret is if people
Q399 Mr Newmark: I am not questioning—dogmatically came to a Budget with an assumption
Mr Brown: Hold on.that, for example, spending on each occasion had

to fall in relation to national income because that
would not be necessarily the right way to make the Q400 Mr Newmark: You are answering a diVerent
decisions for the economy. question.

Mr Brown: Sorry, let me finish my answer and then
your can put your question.Q396 Mr Newmark: Chancellor, in 1993 you said:

“I want to achieve what in 50 years of the welfare
state has never been achieved: the end of the Q401 Mr Newmark: But you are answering a

diVerent question.means-test for our elderly people”. Yet today there
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Mr Brown: There are some benefiting to the tune know about fuel poverty, they are also worse oV

because they do not have the £200 extra that theyof £30–£40 a week. Any of this Committee who
look at what is happening in their own expected.

Mr Brown: But they have got their winterconstituencies know that far from people resisting
the idea of there being a pension credit, there are allowance of £200 and £300 for the over-80s

guaranteed over a Parliament—three to four million people who are benefiting
from it.

Q406 Mr Newmark: Pensioners really did not
Q402 Mr Newmark: Chancellor, I do not want to expect—
accuse you of dissembling. It is the mechanism of Mr Brown:—which was something your party
delivering what you are oVering pensioners that originally opposed. I think any pensioner who is
pensioners have a problem with, and that is what watching this discussion will be interested to know
I am questioning. I do not need an answer because that our help for insulation for pensioners’ homes
I have got another question for you. Help the and for the installation of central heating means
Aged, in commenting on the £200 council tax that any pensioner who wishes to install either
rebate, said: “The Government issued a pre- insulation or central heating will—
election bribe last year but they have not renewed it
for 2006. This exposes a shameful level of political

Q407 Mr Newmark: Chancellor, you are switchingexpediency”. Can you explain what has changed
subjects again. Answer my question.since the General Election?
Mr Brown:—get support to do so.Mr Brown: What has changed is we said in the last

Budget that this was for the year and we made no
commitment for it beyond that. Q408 Mr Newmark: Let us move on to something

else. We are all aware that the Parliamentary
Ombudsman has called for the Government to payQ403 Mr Newmark: So it was a political bribe?
compensation to 85,000 pensioners who lostMr Brown: No, it was not. You have got to look
pension savings because oYcial statements wereat what we are doing to keep the costs of the
“vague, incomplete or misleading and constitutedcouncil tax down. What we have done over these
maladministration”. However, do you agree withlast few years to keep the council tax down is we
the Prime Minister’s repeated statements to thehave provided far bigger grant support for local
House that it will cost the taxpayer £15 billion toauthorities, and John Prescott yesterday said in the
comply with the Ombudsman’s recommendation?House of Commons that there had been a 36% real
This is a yes or no answer. Do you agree with theterms increase in the amount of money for local
Prime Minister, yes or no?authorities. The second thing we have done is on
Mr Brown: This is a matter on which the Secretaryan annual basis, and we did it this year, we have
for Work and Pensions has answered in detail. Itput additional money from central Government
is his departmental responsibility and he has giveninto local authorities, 500 million or so this year,
detailed answers to this.to keep the rate of increase of council tax down.

So every pensioner and every household is
benefiting from that additional central Government Q409 Mr Newmark: This has an impact. Do you
money that is being put into local authorities, first agree with the Prime Minister that it will cost the
on the regular basis of the Spending Round and Exchequer £15 billion?
secondly by this individual allocation this year and Mr Brown: As I say, this is a matter—
next year, and that has reduced the rate of the
increase of the council tax from what was an

Q410 Mr Newmark: It relates to publicaverage of 7% as a result of the policies we
expenditure.inherited from the previous government to about
Mr Brown: This is a matter on which detailed4.5% this year. Government is acting by giving
answers have been given about both the diYcultieslocal authorities more funds to keep the rate of
and about the specifics raised by the Ombudsman.increase of council tax down and that is to the

benefit of pensioners. In addition, of course, every
pensioner still has the winter allowance of £200 and Q411 Mr Newmark: So you do not want to answer

the question because you know the Prime Minister£300 for the over-80s. That is something that your
party originally opposed. is wrong.

Mr Brown: I am saying that this is a matter where
the detailed answers have been given by theQ404 Mr Newmark: Chancellor, you are being
Secretary for Work and Pensions who has preparedslightly disingenuous here. Fuel prices, as you well
a full set of answers to this, answers which theknow, have gone up.
Committee could get hold of.Mr Brown: That is why the winter allowance is so

important.
Q412 Mr Newmark: Chancellor, you are absolutely
right, one of the big concerns was the impact onQ405 Mr Newmark: Council taxes have gone up,

so in essence pensioners are not only worse oV this public expenditure. Going back to you, I am asking
the question is this figure right or wrong?year to the tune of fuel price increases, because you
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Mr Brown: The figure is one that the Department Q420 Mr Newmark: Okay. Let me take a quote of
yours. Back in 1998 you promised that you wouldfor Work and Pensions is dealing with in looking

at all the—There have been a number of enhance economic stability by ensuring that fiscal
and debt management policies operate inrecommendations from this report and the

Department for Work and Pensions is looking at accordance with principles of transparency,
stability, responsibility, eYciency and fairness.it. There will be a fuller reply at a later stage in this.
Again, I am curious, should the Government not
adhere to the same accounting principles that are

Q413 Mr Newmark: Chancellor, yes or no, do you expected in the private sector with respect to
agree with the Prime Minister? pension liabilities? In that case, why would public
Mr Brown: I am sorry, I suggest that you refer sector pension liabilities not appear on balance
inquiries on this question to the Department for sheet? The reason why I am concerned about this
Work and Pensions and that you do collaborative is because you stated in the Budget that public
work with the Work and Pensions Select sector net debt remains at the prudent level of
Committee. 36.4% of GDP. The total public sector net debt

figure could—and I say could—be as high as
£1.3 trillion or 105% of GDP if public sectorQ414 Mr Newmark: That is a way of sidestepping
pension liabilities and PFI projects were includedthat you disagree with the Prime Minister on this
on the balance sheet. In other words, you are hidingmatter.
£2 oV balance sheet for every £1 you are puttingMr Brown: What I am saying is there are a number
on balance sheet.of recommendations from the Ombudsman—
Mr Brown: This is an amazing argument because
we are pursuing exactly the same rules that

Q415 Mr Newmark: Chancellor, you are not previous governments have done. We are following
answering my question again. internationally agreed accountancy standards for
Mr Brown: There are diVerent ways of costing them the public sector. If you wish to treble the public
and it is a matter for the Department for Work and debt for the purposes of a political argument then
Pensions to answer in detail. you could never meet a sustainable investment role

and you would have to be cutting public investment
not just in hospitals and schools but in transportQ416 Mr Newmark: So you are disagreeing with
and every other area. I just do not understand thethe Prime Minister. I can only assume that is the
logic of your position. You want to hold to a 40%case because of your failure to answer the question.
rule on debt but you want to say that the debt isMr Brown: I am not disagreeing with the Prime
not X but three times X and, therefore, you wouldMinister at all.
have to come to me with proposals to stop building
any school in the country, any hospital, to stop

Q417 Mr Newmark: So you agree with him, that building any road, to stop building any houses.
15 billion figure is a real figure. Now if that is the logic of your position, I do not
Mr Brown: I am sorry, Mr Newmark, I have think it is either credible or would have any
explained to you there are a number of separate public support.
recommendations from the Committee that have
been looked at by the Department for Work and

Q421 Mr Newmark: I guess what I am simplyPensions.
trying to do is reflect your point that there should
be greater transparency with the public accounts.

Q418 Mr Newmark: Chancellor, I am curious, I am If in the private sector companies now are being
assuming you are not going to really disagree with told they have to account for their pension
the Prime Minister on this. We have this £15 billion liabilities how are we doing to deal with that
liability figure that would probably appear on the conundrum from a public sector standpoint?
balance sheet of the Government if you had to Mr Brown: Our Government has introduced a
absorb it, therefore I am curious, the logic would degree of transparency into the public finances with
be that you would have to accept, in the interests independent auditing by the National Audit OYce
of transparency and responsibility, you should also that is completely diVerent from what we inherited.
include public sector pension liabilities as being on We have opened up the process by providing
balance sheet or would you not assume that? information to the National Audit OYce that is
Mr Brown: I think, having not got the answer you then audited by them and they report on all the
wanted to the previous question, you wish to major assumptions which underlie our fiscal
assume you have got the answer you wanted. projections. That is a major change. We are making

the OYce of National Statistics independent of
Government and we are introducing legislation toQ419 Mr Newmark: You did not answer my
do so. We are following on pensions exactly thequestion so I have to assume something.
same rules that were followed by the previousMr Brown: Having not got it, I am not going to
Government and are the norm for internationalhypothetically add to the public sector finances a
standards with regard to public finance. I just dofigure that has not been agreed by the whole of the

Government as being necessary to spend. not understand the logic of your position because
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if you want to load the public sector with all this moment. That is not an input related view I am
putting forward, it is about the amount of tuition,additional debt, for reasons of a political argument,

and then want to have a fiscal rule that says you the small group learning and the classroom support
that individual pupils can get in our schools. Sincecannot borrow above a debt of 40% then you

would have to be closing every investment project 1997 the amount of money spent on a pupil has
enabled us to reduce the pupil/teacher ratio quitethat is going on in the country. I think that is a

most remarkable position for the Conservative substantially but there is still a vast disparity in the
pupil/teacher ratio in private schools and in stateparty to be in.
schools. It is something that I think is a problem
moving forward if we cannot get this individualQ422 Mr Newmark: I am only asking you,
tuition and the small group teaching. I think peoplereflecting what you have said, that you want greater
know that there is a review taking place into thetransparency, people want to see greater
advantages of tuition and classroom learning thattransparency in public accounts in the same way
is personalised, it is called the Gilbert Review andthey do in the private sector, and we need to think
we are going to await the results of that to see theof a way of reflecting the fact that oV balance sheet
sort of speed that we should be moving forward.liabilities are getting bigger and bigger each year.
Since 1997 spending per pupil, which was £2,500Mr Brown: I think the oV balance sheet liabilities
has risen to £5,000 per pupil. We have doubled theyou may think of are the Conservative party’s
amount of expenditure per pupil. In the Budgetfailure to disclose its loans.
itself I raised the amount of spending per pupil thisChairman: Chancellor, no politics here please.
year and next year by about £60 per pupil so it is
about £5,060, nearly £5,100; by 2007–08, theQ423 Mr Newmark: Yes, that is a strong point,
expenditure should be in the order of £5,500 toright. One final question, and it is a question I
£5,600 as a result of that. In addition, as you rightlybelieve I asked Jon CunliVe yesterday. With long
said, we have committed ourselves to capitalterm gilt rates at record low yields should the
investment by 2010-11 and increased the amount ofGovernment be attempting a more ambitious
expenditure per pupil on capital to about £1,000refinancing programme by retiring short-dated
per year. Given that when we came into power inmore expensive debt and replacing it with cheaper
1997 the average expenditure on capital, that is onlong-dated debt?
computers, equipment, buildings, was £100 a year,Mr Brown: This is an important issue and we make
to get to £1,000 a year by 2010–11 is a majora decision on that year to year. I will be interested
change, a ten-fold increase in the amount ofto hear what the Committee says on that matter.
investment per pupil. That would raise every year,We have made our decision.
obviously, the amount of money spent on capital to
2010–11. As far as the next stage of our objectives, I

Q424 Kerry McCarthy: If I can ask you about your think we have to look at the reports that come
long-term spending plans and about the CSR. Once forward and then look at the resources which are
again, to quote Mr CunliVe which seems to have available to us to decide the speed at which we can
become a regular feature of today’s meeting, back advance to complete this objective.
in December Mr CunliVe told the Select Committee
that “Clearly public spending cannot grow
indefinitely faster than the rate of growth in the Q426 Kerry McCarthy: From what you were
economy”. In terms of the CSR period can we saying, you said that the first priority is to get the
expect the rate of growth of public expenditure to capital investment in but then the next thing that
be below the growth rate of the economy? you are most interested in looking at is the
Mr Brown: We have set out our assumptions for personalised learning, reduction in class sizes,
the spending round in paragraph C 237 which has teacher/pupil ratio?
all the details of this. That shows what we are Mr Brown: Yes. If you take GCSE teaching for
assuming at the moment for 2008–09 and 2009–10 pupils just as they are about to do their exams, it
and 2010–11. is clear that there are benefits from smaller classes

but it is also clear that for children to catch up, if
they fall behind, you need far more personalQ425 Kerry McCarthy: I have not had a chance to
tuition. It is clear, also, that when people are ofget to that bit. If I can particularly ask you about
great ability in one or two subjects that to helpthe commitment to raise spending on education to
them move forward and get the benefit of theirthe average level that is spent on pupils in the
potential you also need a smaller group teaching,private sector. I know that you have announced
in some cases individual tuition and setting inalready the increase in the capital investment to £8
schools is obviously going to be something whichbillion by 2010–11. What are your forward
is important to the future. This is about givingprojections in terms of when you are likely to meet
individual pupils the best support that is necessarythe commitment in terms of other expenditure?
for them to achieve their potential in a world whereMr Brown: What I said in the Budget is we should
in science and maths we cannot aVord to fallset an aim under which, over a period of time, we
behind, particularly for economic reasons.can match in real terms the amount of expenditure
Therefore we will continuously reassess howthat exists at the moment on a private school pupil

with the expenditure that is on a state pupil at the quickly we can move towards our objective.
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Q427 Kerry McCarthy: You touched fairly briefly things which are innovative, particularly at a one-
to-one level of personal help for individuals orin the Red Book on local area agreements. I guess
families but it is not easily able to be done soit is probably easier if I set it into the context of
quickly by local authorities or other organisations.the number of initiatives that are out there, the

voluntary sector bidding for public funds. Certainly
concerns have been raised by the voluntary sector Q429 Ms Keeble: Just in terms of improving the
that they are caught up in this endless cycle of skill level, you have mentioned the importance of
always moving from one bidding round to another improving the skills of people who are in work as
and always chasing diVerent pots of money. I very well as getting people into work and the experience
much welcome what looks like the Government’s in the US. I wonder, therefore, what your view is
initiative to simplify that, streamline that and of the role of the FE—further education—sector in
perhaps turn more of it into mainstream funding. doing this and if you have thought about reducing
Is that the general thrust of what you are doing? the bureaucracy around the way they spend their
Mr Brown: I think David Miliband, the money?
Communities Minister, has put forward some very Mr Brown: This is a huge issue that is raised by the
good proposals about how we can have far more Further Education White Paper and I am grateful
local agreements with communities and voluntary that you see it as important, as we do, in trying to
organisations. In addition I think the Committee solve these huge skill problems of the future. If I
may be interested to follow this through as well. In am right we will need five million more skilled
the run-up to the next spending review we have a workers by 2020 and people who have not got skills
voluntary sector review taking place. We are going will need to get these skills otherwise they will be
to consult widely with the voluntary and charitable less employable in future years than even they are

now. FE colleges have got a major role to play inorganisations that are at the heart of so many
this, and if you look around the world there arediVerent communities around the country. We are
very good examples of postcode colleges which aresetting up in the Treasury a new oYce for the
right at the heart of meeting business needs andvoluntary sector, for faith and non-faith
giving individuals the opportunities that they needorganisations, to give both advice about gift aid
to get their skills for the jobs which are available.and the future builders and other means by which
The principles which govern our reform of furtherwe can give support to voluntary and charitable
education are quite similar to the principlesorganisations but also for them to play the fullest
governing the reforms of our schools: more choicepart in this review that is taking place over the next
for the individual, the student, about the coursesyear. I think we are coming to realise that we can
they can go to, far more local accountability so thedo more working in partnership with voluntary and
college is far more accountable to its localcommunity organisations without aVecting their
community; the provision to deal with failingindependence of action to bring stronger
courses and to remove failing courses and to putcommunities into place.
the resources not into those courses but into
successful courses and far greater employer

Q428 Kerry McCarthy: Do you accept there is a involvement. We published our plans on Monday.
balance to be struck between having fairly short- I have statements from Digby Jones of the CBI,
term funded arrangements so that you can assess, Miles Templeman of the IoD, Martin Temple of
particularly if it is a new project, an innovative way the Engineering Employers Federation, Bill
of spending money—it has to be fairly short-term Midgley of the Chambers of Commerce, Stephen
so that you can assess the success of that—but then Alambritis of the Small Business Federation, all

saying that they want to call on employers andat the same time if you have organisations which
businesses to take a far bigger interest in the furtherhave spent some time getting themselves oV the
education colleges in their area. The principlesground, setting themselves up with staV in oYces,
governed by reform are relevant to the future ofit is potentially a problem if they know they have
individual schools needs being met in constituenciesonly got funds for two years unless they come up
like yours and mine.with some innovation before?

Mr Brown: This is a constant dilemma because the
voluntary organisations and charities complain to Q430 Mr Todd: The NAO, when it reported on the
us that the core funding is a huge issue for them. outcome so far of the Gershon programme,
While they can get support for an innovative indicated that the programme was high risk—I
project the very need to stay in existence requires have to say that must be a truism really—and that
a core set of funds. Often the schemes and a substantial number of the programmes had not
initiatives are not designed for them to be able to got clear baselines established. Do you accept those
get that. I think we have to look at that seriously descriptions?
with the voluntary sector. We do not want to in any Mr Brown: I think we learn all the time about how
way aVect the freedom of action of voluntary and to do things better and I am grateful to the NAO
charitable organisations. The strength in our for such a full report. It is on the whole very
communities comes from the independence of our positive about what we are trying to do. It does say
innovative abilities. It is often the case that new we are the first to look at the eYciency of the public

sector as a whole, including central and localorganisations formed in the voluntary sector can do



3347711003 Page Type [E] 26-04-06 21:29:50 Pag Table: COENEW PPSysB Unit: PAG1

Ev 60 Treasury Committee: Evidence

30 March 2006 Rt Hon Gordon Brown MP, Mr Jon Cunliffe, Mr Mark Neale, Ms Sarah Mullen,
Mr Chris Martin and Mr Michael Ellam

government. It points to many examples of good agency staV. £60 million stayed in better patient
care and that is referred to in the NAO report. Iprogress. In many respects departments, it says, are

managing their eYciency projects well and the do think all departments are trying to improve their
eYciency. I just say about the health service thatprogramme is being eVective in encouraging

managers to focus on eYciency. The net eVect of the cost of administration as a share of the budget
of the NHS has fallen from 6.1% to 5.3% andthe first year is that 31,000 posts have been

removed in net terms, and 40,000 in gross terms. management costs as a share of the budget have
fallen from 5.1% to 3.7% so we have got to put thisThere have been major changes in DWP and the

Ministry of Defence, the Revenue & Customs and in its proper perspective. We are pushing forward
with productivity improvements and administrativethe Home OYce, people are meeting the targets

that have been set by Gershon. changes but compared with a private health
scheme, or compared with American or other
health care systems, the percentage of money takenQ431 Mr Todd: They also remark that some of the
in administration and bureaucracy in the NHS isinitial eYciency savings that have been claimed
less, not more. Some private schemes have gotneeded further verification.
administrative costs at 15–30% of the wholeMr Brown: Yes, we are very happy to work with
amount of money that is spent on health care. Thethem on this.
health service in that respect is in a diVerent
position but we will clearly have to drive down,Q432 Mr Todd: You are working with the NAO to
again, as we are doing in other areas, the costs ofestablish a basis on which those savings can be
administration so that we can have more from frontagreed?
line services.Mr Brown: Absolutely. I think the important thing

is that we are in a very comprehensive way making
progress, perhaps for the first time in many Q436 Mr Todd: When will we see an encompassing
decades, in a comprehensive and re-engineering, if report which covers progress to date from a
you like, of many of the public sector departments coherent and unified perspective?
that is moving resources from the back oYce Mr Brown: We have the NAO report but the next
services, which are subject to huge technological stage for us is the spending review. I know we will
change and therefore need less workforces, to publishing material at the time of the spending
getting the resources to front line services. review.

Q433 Mr Todd: Would it assist in communicating Q437 Jim Cousins: In the Budget book last year,
about this programme if there were a periodic Chancellor, the Government did say—and it spoke
publication of the programme as a whole rather collectively—“Alongside council tax benefit for the
than relying on individual departments to report as poorest pensioners the Government believes that it
and when they feel fit? Also particularly one which is right to help elderly households with their council
identified what the net savings of the programme tax”. That was in the Budget book last year. I take
might be as opposed to the gross saving because it that commitment on behalf of the Government
there appears to have been sometimes confusion as remains?
to whether the savings are net or gross? Mr Brown: We have done these two things that I
Mr Brown: The next saving review, when it has its have just mentioned. We have increased the
report, will take these things forward. I think the amount of money going to local authorities this
onus should be on departments to develop their year. The central Government expenditure for local
responses to Gershon. authorities’ services has been raised, and that keeps

the level of the council tax increase down. Equally,
Q434 Mr Todd: It is also important that the we made a special payment this year and we have
methodology of those reports should be consistent made it also for next year as an additional payment
across departments. from central Government to local authority so that
Mr Brown: Clearly as a result of the NAO report the council tax could stay lower. You can
we are sharing information and discussing some understand that the problem of the council tax that
of their recommendations as they aVect all we have inherited, and that is why we have got the
departments. I think the first responsibility should Lyons Review looking at it, is that it is a relatively
be for departments themselves to deal with the narrow base. As you know when councils wish to
Gershon recommendation. increase expenditure by 1% for local authority

services they have to increase the council tax by
something in the order of 4%. The narrowness ofQ435 Mr Todd: Have you been comfortable about

the Department of Health’s approach to this where the base is an issue that the Lyons Review is
looking at, obviously, but the key point I ameYciency savings of £1.7 billion have been claimed

at a time when obviously the Department of Health making is that there are a variety of ways in which
Government at a central level can help localhas found itself with significant budgetary

problems faced during this year? government to keep the rate of increase of the
council tax down. We have done two things:Mr Brown: I have to say about the Department of

Health they have reported improved productivity significantly increased the amount of money from
central Government for local authorities and thenfrom lower levels of staV sickness to reduced use of
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an additional amount of money that was paid this Q440 Jim Cousins: Chancellor, you have referred
year that means that the rate of increase of council there to future spending on pensioners, very
tax this year and last year have been far lower than properly, you have said there will be a national
in previous years. debate to inform the next Comprehensive Spending

Review. In the section of this year’s Budget book
that refers to that it tells us that by 2017 there areQ438 Jim Cousins: The Government in the Red
expected to be nearly 2.3 million more people overBook last year did also say, and I accept your point
the age of 65 in the UK. Perhaps at this point Iabout the gearing eVects of council tax: “The
should—Government understands the position of older
Mr Brown: You should declare an interest.people on fixed incomes facing pressure of council

tax bills”. I am just seeking an assurance that those
statements made in the Budget book last year

Q441 Jim Cousins: — declare a prospective intereston behalf of the Government remain the
in 2017. I wonder how many of those extra 2.3Government’s policy?
million people will be receiving pension credit?Mr Brown: It is because we understand the
Mr Brown: I hope that people will build updiYculties that people have faced in relation to the
suYcient savings during their working life with thecouncil tax that we have put in this extra money
incentives that are there for saving, that they willfrom central Government direct to local
have a fully adequate income from both the stateauthorities. We have done it direct to local
pension and their private pension arrangements. Iauthorities generally as part of our three year
think people are misunderstanding what thespending settlement which has risen, but equally we
pension credit is achieving. Until we introduced thehad a special allocation this year which was decided
pension credit, you either got the state pension oronly a few weeks ago that enabled local authorities
you were on fully means-tested benefits but thereto have a lower rate of increase of the council tax.
was no reward for people who had small savingsIn addition to that, I just remind you that we as a
or people who had small occupational pensionGovernment have held to the £200 winter
schemes. Just to have a small occupational pensionallowance for this year and for every year of the
ruled you out of any benefits and how manyParliament and £300 for the over-80s.
pensioners used to say to us, “I get no help
whatsoever because I have got a small occupational

Q439 Jim Cousins: I am sorry to persist with the pension. I get no help because I have got a small
point but the statements made in the Budget book level of savings”. The pension credit rewards
last year on behalf of the Government as a whole saving, it is quite wrong to present the pension
were not about councils or council tax increases, credit as a disincentive to save, the pension credit
they were a general understanding of the position is rewarding the savings. Where people have smallof older people on fixed incomes facing pressures

and limited savings, small and limited occupationalsuch as council tax bills and the Government said
pensions, they can get into pension credit and it isit believed it was right to help elderly households
because of it that millions of pensioners—indeed Iwith their council tax. I am seeking an assurance
think the figure is over a million pensioners now—from you that remains the position of the
have been taken out of poverty and many more areGovernment?
in a position where their relative poverty has beenMr Brown: We have a Pensions White Paper
reduced. It has helped particularly that group ofcoming out very soon that will deal with the issues
people whom I think we have to worry about athat you are raising as well as the long-term issues
great deal: widows in their 70s and 80s whoseof the future of the pension. If I may say so, as far
husbands have died who have no other sources ofas pensioners are concerned, we do have a
income than small occupational pensions and smallresponsibility to those who have served the
savings. The pension credit was designed to helpcommunity all their lives and that is why, in
them and has taken many of them out of poverty.addition to the state pension rising faster than

inflation, which it does, we have also introduced the
pension credit which is helping millions of

Q442 Jim Cousins: I am glad you said that againpensioners. We have also introduced the winter
because you said it before and I was not sure I hadallowance. There are free television licences for the
understood you properly. I would like to exploreover-75s. We have now moved from free local oV-
the significance of what you have just said. We allpeak bus travel for the elderly citizens of our
understand the importance of pension credit as itcountry to, by 2008, national oV-peak bus travel.
is now but your remarks just now seemed toAll these things are a recognition of what we can
indicate that pension credit is a transitional featuredo to help pensioners. As far as the council tax is
of our pensions system because what I amconcerned, I do tell the Committee that both an
concerned about is that by 2016 even long retired,increase in the amount of money local authorities
long forgotten backbench MPs such as myself willhave generally and a specific additional allocation
be on pension credit.has meant that while we have had faster rises in the
Mr Brown: I do not think, Mr Cousin, you will becouncil tax in previous years, we have a lower rise

in the council tax last year and this year. on pension credit—
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Q443 Chairman: Is that a promise? Q446 Jim Cousins: In the Budget book we are given
the figures of the value of tax relief, roughly £23–24Mr Brown:—if I have got any knowledge of the
billion this year supported tax relief on pensionpension arrangements of Members of Parliament.
saving, National Insurance rebates, the contractedWhat you have to understand is there are a million
out system. I just wonder what the distribution ofpeople in their 50s—
that benefit across the income range is, thinking of
your point about future pensions.

Q444 Jim Cousins: Is pension credit a transitional Mr Brown: The scale of that shows just how much
feature of our pensions system or is it permanent? we try to do to encourage savings. Obviously the
Mr Brown: Let me explain because then I think you more people save the more tax relief they get.
will get the point that I have been driving at. There
are about a million people who are under pension

Q447 Peter Viggers: It is fairly customary for aage at the moment in their 50s or in some cases in
Chancellor of the Exchequer to make much of histheir early 60s who even if we have the most
Budget judgment and to spell out what that Budgetlucrative savings schemes in the world could not
judgment is. I am not the only observer not to fullyamass in that period of time suYcient pension
understand exactly what the Budget judgment ofentitlement to enable them to be free from the
this Budget is. The consensus seems to be that afterproblems or the fear of poverty in their retirement.
a significant amount of spending this is the time forIt is because they have such small occupational
tightening and, indeed, the European Commissionpensions and relatively small savings that they
in its assessment on 22 February said, lookingcannot, even if they saved every penny they had in
ahead “Given the existing policy commitmentsthe next few years, be in a position to escape the
reducing the expenditure to gross domestic productproblems of at least relative poverty in retirement. ratio implies significantly slower currentTherefore, the pension credit is something that they expenditure growth, probably particularly markedwould want to look forward to. I have always said in some areas”. They are looking forward to ait is a decision for governments as to whether the significant tightening, especially in some areas. My

pension credit rises in line with earnings or not. question is this: if there was a problem to address
That is a decision you have to take on the basis of why did the Government not address it this year?
the evidence that is available to you and all these Mr Brown: I do not accept there is a problem as
things are being looked at as a result of the work you suggest, quite the opposite. I think our public
being done by Lord Turner. I come back to this finances are in a strong position and I think we are
central point, the key issue in pensions for the meeting both our fiscal rules but also able to
future is how we can build a stronger savings improve public services in our country and get the
culture in this country so that more people can save balance right between tax, spending and
more in their early years and their middle income borrowing. As far as the Budget judgment of 2006
years so that they can build up the pensions is concerned, I would refer you to page 15 “The
entitlements that are necessary for the future. eVect of the total policy decisions” which is a
Almost all the recommendations, as Lord Turner modest tightening in years two and three. As far as
would tell you himself, of the Turner Commission the issue of the slow growth of public spending over
are designed to increase that amount of savings the next few years, what I think you can see from
that people have in their early and middle years so the announcements I made in the Budget itself is
that they can build up entitlements for the pension we wish to release resources from certain areas to
that would mean they would be free of the fear of enable us to do what we need to do for health,
having low incomes in retirement. That is where the education and other additional priorities. We
debate should move to: how we can move in future announced the Home OYce budget for 2008–11
years to encourage people to build up certain would be a zero real terms growth. We announced
entitlements for their pensions so that they do not a minus 5% figure for the budgets for DWP, the
need to rely on other sources of income. Treasury, the Cabinet OYce and Her Majesty’s

Revenue & Customs. The very question that you
are asking to some extent has been answered byQ445 Jim Cousins: The implication of that,
these decisions that we are making and our aim isChancellor, is that you are looking forward to a
to release from that resources which, as Imuch higher rate of savings in the pensions? That
mentioned in the Budget, would allow us to moveis going to be very hard to achieve given the present
faster and more quickly to meet our education goal,pension credit means-testing bite which
for example.discourages saving?

Mr Brown: That is not true. It is not true that the
Q448 Mr Mudie: Going back to what Mr Cousinspension credit discourages savings. The pension
said to you and your answer that council tax wascredit rewards savings. I think perhaps the
a matter for the pension review, et cetera.Committee should look at that in more detail,
Chancellor, last year they got some help with thealthough I suspect this is also work being done by
council tax, this year they have got a 212% increasethe Work and Pensions Committee. The pension
on pension but council tax is anticipated to go upcredit is designed to reward people who at the
412%. When the council tax bills start going throughmoment have limited savings to enable them to

have a decent income. the letter boxes there are going to be a lot of very
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worried pensioners. Why is the help, if it is going is going to happen. A government cannot wish
away something that is an internationalto come, going to be put oV until later when the

Turner Review reports? phenomenon, we have to act to try and make sure
that the energy market is better balanced in futureMr Brown: No, what I said was the Turner Review

is feeding into a Government pensions paper which years. On child poverty, the Budget says 700,000
have been removed from the relative poverty thatwill look at all issues relating to pensions. We made

our announcement last year about the special help we have described and that means their income
levels are rising in real terms. I said in the Budgetfor pensioners and said this was an announcement

for one year. we could help more people out of poverty, first of
all by raising the child tax credit in line with
earnings and, secondly, by the initiative we areQ449 Mr Newmark: Because it is a bribe.
taking for single parent employment. A largeMr Brown: As far as benefits to pensioners are
number of single parents, about a million, are stillconcerned, the inflation rate at the moment is
not in work. Many of them have children who arearound 2%, pensions are rising by 212%, the pension
either at school or leaving school, there arecredit is rising by earnings by about 412%. What we
opportunities now available and about 600,000have tried to do with the council tax is the rate of
vacancies throughout the country, and we want toincrease of council tax was about 7–8% for a year
give lone parents the best support possible in bothor two, there was a very big rise two or three years
training, sometimes help with child care andago, I think, but now the rate of growth of the
certainly information and encouragement so theycouncil tax is in the order of 4–412% some councils
can take up the jobs which are available. In ahave got far lower rates of growth than that and,
number of cities around the country, we are alsotherefore, individual councils will be sending out
running particular projects with big companies—quite diVerent bills. Some are a lot more than 412% hotel chains, BT, other sorts of companies—who

as well. are prepared to take on workers, particularly single
parents, recognising the hours they want to work

Q450 Mr Mudie: What you leave out of the are perhaps diVerent from the hours traditionally
equation though is the real worry to a lot of businesses have asked for. So there is a real chance
pensioners which is the fuel bill increases which here that the combination of child tax credit and
have come through. the employment opportunities available for lone
Mr Brown: That is exactly why we want to see in parents can move us towards the target we really
the world economy a fall in the fuel rates. want to achieve.

Q451 Mr Mudie: Chancellor, you cannot say to the
Q452 Mr Fallon: Chancellor, you were party at thepensioners about the statistics about the world
December European Council to the increase ofeconomy. They are being hit by high poll tax and
some £7 billion in our new contribution over theenergy taxes and they are just worried. The
seven years 2007–13 without any CAP reform.question I have to put to you is the question of
What are the additional benefits we get for thechild poverty. I will read the words which are in
additional contribution?the Red Book: “Whilst these reductions represent
Mr Brown: First of all, we are part of the Europeanstrong improvements . . .” which I totally
Union and this is a negotiated settlement andacknowledge, 700,000 is very impressive “. . . they
therefore I think we have got to accept the resultsare less than the Government’s ambition”. They are
of those negotiations. Secondly, the review which isunder the first set of targets and the question is are
going to take place into the Common Agriculturalyou lowering the next set of targets and if you are
Policy I think will be quite fundamental innot what additional measures are you going to put
changing the Common Agricultural Policy for theinto place do you envisage? Obviously the present
future. Thirdly, we have published in the Budgetpolicies are under hitting the target so if you have
documents figures which show that the cost of thegot the second target you are either going to
changes in the financing arrangements are at theseriously under hit that or you are going to do
end of the period rather than at the beginning, sosomething diVerent. Are you lowering the targets
it does not have a huge eVect in 2007–08 but itand, if not, what are you going to do diVerently?
grows as times goes forward. All these costs areMr Brown: Just to finish oV the first discussion, can
reflected in the figures we have published.I just add because I do think people need to know

about this, to keep heating bills down there is an
oVer of free central heating for large numbers of Q453 Mr Fallon: But we get some benefit for the

additional contribution?pensioners, support for the installation of central
heating provided by both the energy companies and Mr Brown:When I say we are part of the European

Union, a very substantial part of this money isthe government, free insulation for many
pensioners and financial support for every going to finance the development of Eastern

Europe. It is common between the two parties thatpensioner to be able to insulate their homes and
these will bring down energy bills. I do say to you the enlargement of the European Union is to the

benefit both of the economies of these countries butit is important that around the world the dialogue
between producers and consumers can bring the oil also Europe as a whole, but it is also to the benefit

of democracy in Europe where we have encouragedprice down and I believe that over time that is what
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nascent democracies in these countries which are last year, and this is just a point, it was directed
now flourishing as a result of the support which to help pensioners, which was a good thing. Your
comes from the European Union. Perhaps 3 to 4% answer on what you are doing this year is a more
of the income of these countries is provided by the blunt instrument because it is helping councils in
European Union. They seek, as Spain and Portugal general and I am curious why you took something
did, as Greece did, to rise to the standard of living away which was directed to really help those in
we have in the rest of Europe. I do not think as need, such as pensioners, and replaced it with
partners in the European Union we should say that something helping councils in general, which helps
we are not prepared to contribute to the myself as well as a pensioner who is in genuine
improvement of growth and living standards and poverty.
particularly the infrastructure, because that is Mr Brown: First of all, I think it is right to help all
where a lot of the money is going, in European council taxpayers if we can and we have given both
Union countries which have been added to the a higher local authority grant and the special
European Union in recent years. Most of the additional payments we have made available. You
additional expenditure is in relation to that. can see the eVect of that in both the years we are

talking about is the rate of increase of the council
Q454 Mr Gauke: I would be grateful if you could tax has been lowered. The second thing as far as
write to the Committee on the point we discussed pensioners are concerned is that it is not simply
earlier, the assessment as to whether the golden rule there is a winter allowance of £200 and £300 which
would have been complied with on the original is every year of the Parliament financed out of
dates. You said you do not know the answer. Given public funds and an untaxed payment which is
that you have given testimony to this Committee made to pensioners, the pension credit is rising in
twice before, in July and December, I would be line with earnings also and that is available to
grateful if you could write to confirm the position. 2 million to 3 million. Of course there is also
Mr Brown: The Treasury does not have these council tax rebate available to pensioners as well.
figures any more because it is not an issue for us. I repeat also, as far as heating costs are concerned,

which Mr Mudie has raised, I hope that Members
Q455 Mr Gauke: I think you will find it will not of Parliament will help us publicise the
take you very long to put the figures together. opportunities for pensioners to achieve the energy
Could your oYcials do it? If they want a hand, I savings as a result of insulation and as a result of
have most of them here. the addition of central heating. There are suYcient
Mr Brown: I am sorry, we do not deal in these support systems available to both install insulation
hypothetical exercises. and to install central heating for all pensioners,

some of it is free and some of it is substantially
Q456 Mr Gauke: But you were able to deal with a reduced as a result of the measures we are
hypothetical exercise in December. putting forward.
Mr Brown: That was when there was a debate— Mr Newmark: Indeed, but you are not answering

my question.
Q457 Mr Gauke: There is a debate now.
Mr Brown: There is no debate now because you

Q461 Mr Love: Going back briefly to the tax reliefhave—
on pensions, the lifetime pension pot has been
increased from 1.5 million to 1.8 million. There isQ458 Mr Gauke: You have said so.
no longer a limit of 15% on the amount of tax reliefMr Brown: I am sorry, you have not produced any
which can be claimed in any year. The justificationevidence there was a cycle between 1997 and 1999.
for this change was to simplify the system but is
not the net eVect of that to make what is alreadyQ459 Mr Gauke: There is a debate that there is a
a regressive relief even more regressive? Is thislack of credibility in the golden rule because you
something which will be looked at in thehave changed the rules because you were not going
considerations of the Pensions Commission as theyto comply with it otherwise. That is why I am
go through between your Department and theasking for you to write.
Department of Work and Pensions?Mr Brown: I am afraid, Chairman, there are
Mr Brown: Of course all issues aVecting pensionsresponsibilities for a Committee as well as rights
are being discussed at the moment, but I believehere. If the Committee wishes to produce an
there was a general welcome for the lifetime limit.argument there was a cycle between 1997 and 1999,
You are right, we have raised it from 1.5 initiallylet this Committee come forward with these figures.
to 1.6, and it is 1.8 at a later stage, and we haveChairman: Chancellor, I take it from what I can

gather, your answer is no there, is it? given figures right through to 2010 for the value of
Mr Gauke: You will not provide the Committee the lifetime limit. I believe this has generally been
with that. We know why. welcome. Of course, when you are making a big

change, because there is a whole series of diVerent
limits which are built into the legislation forQ460 Mr Newmark: I just want to go back because
diVerent occupations and everything else, there areI think Mr Mudie and Mr Cousins were being

gentle with you. When you gave the £200 rebate issues which will have to be sorted out, but
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generally I think people have welcomed it. I am their priorities are for the future. If you take, as
we have just talked about, primary and secondaryhappy to give the Committee a note about the

limits year to year which are available for people. schooling, we spend £100 a week on the teaching
of a pupil on average but, as I said in the Budget,
in a private school people expect to spend £8,000Q462 Angela Eagle: Chancellor, you said in the on average but in many cases it is 10,000, 12,000,Budget you wanted to start a national debate ahead 14,000, 16,000. The public ought to decide what isof the next Comprehensive Spending Review, how the priority. Is it right to spend more on thedo you see that proceeding and is the Treasury education tuition and therefore the back-up ingoing to set the framework for debate so we can terms of small group teaching and everything elsecome up with things nationally which are coherent? to encourage every pupil? What is the right sum ofMr Brown: We published with the Budget a money for that priority to be achieved? That is thestatement of where public money goes and what sort of debate on public spending which I think therevenues are raised. We want there to be a public country would benefit from.

debate on some of the key priorities for public
spending and we will be taking measures over the Q463 Chairman: Thank you, Chancellor. Just a
next few months to stimulate that debate. For wind up from me: in terms of the independence of
example, I do not think people know the average statistics, could you give us an undertaking to
family spend for the Health Service is about £80 a publish in draft any legislation necessary to
week, £4,000 a year, and that covers the average implement your proposals for an independent
family. Whether people think that is good value for OYce for National Statistics?
money or bad value for money is a question we Mr Brown: I shall write to the Committee on that.
should debate, but compared with the cost of
health care, for example, in America, France or Q464 Chairman: You have kindly agreed, along
Germany, it is substantially less. If you take with the Governor of the Bank of England, to come
policing, for the average family it is £20 a week for and give us evidence on the IMF. We still need a
the policing, law and order, community and date to put in the diary for publication but we are
neighbourhood services which are provided. People grateful for your agreeing to that, Chancellor.
can ask whether that is good value for money or Mr Brown: I think I have oVered a date to the
bad value for money but that is where the debate Committee, if it is helpful.
should lie, whether it is right to build up the
community support oYcers and the extra police Q465 Chairman: Thank you very much. I would
that we have on the beat and everything else. We like to thank you for the opportunity to question
want a dimension in the debate about the future of you. Thank you and your silent oYcials for your
public spending to be people asking these sort of attendance today.

Mr Brown: Thank you very much.things, knowing what services cost and asking what
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Written evidence

Memorandum submitted by the National Audit OYce

THE GOVERNMENT’S EFFICIENCY PROGRAMME

Introduction and Summary

1. One of the issues examined by the Treasury Committee in its inquiry into the 2005 Pre-Budget Report
was the reported progress that had been made in identifying and securing the eYciency savings identified in
theGershonReview. The Committee noted in its report, published in January 2006, that theNational Audit
OYce would be reporting on the EYciency Programme in the spring of 2006.1 Subsequently, the
Comptroller and Auditor General reported on progress in improving government eYciency in February
2006.2 The Committee of Public Accounts took evidence from the OYce of Government Commerce on
6 March 2006, and will be issuing its own report in due course.

2. This memorandum sets out the National Audit OYce’s findings to date on the progress of the
EYciency Programme and is submitted with a view to assisting the Treasury Committee in its own
consideration of this subject.

Summary

— The Programme is, and will remain, high risk.

— In many respects departments are managing their eYciency projects well.

— Progress in improving government eYciency has been made but the reported eYciencies of
£4.7 billion should be regarded as provisional and subject to further verification.

— Measuring and validating the achievement of eYciency gains is proving a diYcult challenge
for departments.

— The challenge of measuring eYciency gains extends to local government.

— The OGC has made good recent progress in challenging departments on the robustness of
eYciency gains.

— The revised EYciency Technical Notes oVer more assurance that the methods being
adopted by departments will accurately capture eYciencies but risks remain.

— The potential for reform goes well beyond the £21.5 billion target.

The Programme is, and will Remain, High Risk
3

3. The Gershon Review has resulted in a demanding and publicly quantified EYciency Programme, with
further challenges for the longer term. Delivering the expected benefits requires a change programme that
involves not only a diverse range of challenges across departments but also a number of structural, cultural
and process reforms within central government. These challenges have to be met by departments alongside
the wider public sector delivery agenda.

4. Given the ambition of the Programme to drive eYciency across the public sector, the biggest risk is
that eYciency gains are accompanied by unintended falls in the quality of service delivery. Demonstrating
that service quality has not been adversely aVected is essential if the Programme is to be successful. TheOGC
recognises this and is assisting departments to develop appropriate service quality measures.

5. The achievement of the £21.5 billion target is dependent on a small number of departments and
individual projects, as well as being highly reliant on two of the five workstreams. More than 80% of the
£21.5 billion of eYciency gains is forecast to come from the top 50 of more than 300 projects. The
procurement and productive time workstreams are expected to account for more than 60% of the targeted
gains. In addition, 15% of the £21.5 billion of planned eYciencies depend on Information and
Communications Technology projects, the risks associated with which are well known.

In Many Respects Departments are Managing their Efficiency Projects Well
4

6. The Programme has been eVective in encouraging senior management to focus on eYciency. The
Permanent Secretaries in the Home OYce and the Department for Work and Pensions, for example, chair
the departmental boards set up to deliver their eYciency targets. Most projects we reviewed have clear
objectives and appear well resourced. There has also been progress in recruiting high calibre project
management professionals.

1 Treasury Committee, Second Report of Session 2005–06, The 2005 Pre-Budget Report, HC 739, paragraphs 71–76.
2 Progress in improving government eYciency, Report by the Comptroller and Auditor General, HC 802 of Session 2005–06
3 C&AG’s report, Summary paragraphs 15–17.
4 C&AG’s report, Summary paragraph 18.
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Progress in Improving Government Efficiency Has Been Made but the Reported Efficiencies of

£4.7 Billion Should be Regarded as Provisional and Subject to Further Verification
5

7. The NAO report on the EYciency Programme reviewed a sample of 20 projects representing
£6.1 billion (28 per cent) of the £21.5 billion targeted eYciency gains. In many of the projects we examined
we saw that good progress towards achieving eYciency gains is being made. As at 30 September 2005, the
Government reported eYciency gains totalling £4.7 billion, of which just under half were cashable, but the
reported eYciency gains should be regarded as provisional and subject to further verification, given the
degree of risk that eYciencies may not be measured accurately. At the same time, lags in reporting of data
mean that there could already be further gains achieved beyond what has been reported. While some
reported gains are robust and greater confidence can be placed in the September figures than in the £2 billion
of eYciency gains reported in March 2005, delays in obtaining data on service quality, other time lags in
reporting and limitations in measurement methodologies mean caution must be applied to reported gains
at this stage.

8. Figures 1 and 2 show the breakdown of the £4.7 billion of reported eYciency gains by department and
by workstream.

Figure 1: THEMAJORITYOFGAINSREPORTED IN THE 2005 PRE-BUDGET REPORTCAME
FROM TWO DEPARTMENTS
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Source: National Audit OYce analysis of December 2005 OGC EYciency Team milestone chart.

Note: Other departments reported £0.3 billion of eYciency gains.

Figure 2: THE MAJORITY OF THE GAINS REPORTED IN THE 2005 PRE-BUDGET REPORT
CAME FROM TWOWORKSTREAMS
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5 C&AG’s report, Summary paragraph 10.
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Measuring and Validating the Achievement of Efficiency Gains is Proving a Difficult Challenge

for Departments
6

9. The Gershon Review stated that “auditable and transparent measures of performance are vital if
departments are to be eVectively held to account for their progress against their eYciency targets”.We tested
how our sample projects were measuring their eYciency gains against three key principles:

Early agreement of clear baselines—EYciencies should be measured against baselines which fairly
reflect inputs, outputs and service quality prior to an eYciency initiative. Within our sample, half
of the projects had either still to develop their baselines or were using baselines which carried
significant risk of inaccurate measurement. Furthermore, at December 2005, returns provided by
departments to the OGC did not include information on the baselines for 108 of the top 300
projects.

Comprehensive calculation methodologies that help sustain eYciency—The methodologies should
take account of all the components of eYciency; changes in inputs and outputs, as well as the
quality of service delivery. On the basis of adopted methodologies there are significant risks of
inaccurate reporting of eYciency gains. For example, in line with the Gershon Review, most
departments report eYciency gains gross of upfront capital investment costs and ongoing
expenditure such as additional maintenance costs incurred through eYciency projects. Reported
gains are more accurate when net of these costs.

Clear audit trails and robust data assurance—EYciency gains should be based on data from systems
that are subjected to regular assurance processes and where clear audit trails are available to track
data from collection through to processing and reporting. While reported gains are increasingly
being supported by audit trails, data assurance remains a challenge across the Programme and
some projects rely too heavily on self-assessments.

10. We recognise the challenge departments have faced in measuring eYciency gains for the first time
using information systems made for other purposes. However, for any given project, if a department is
unable to satisfy the principles of good practice in eYciency measurement outlined above it would be
prudent to look to an alternative activity as a basis for reporting eYciency gains. This is not to imply that
if projects are unable to measure their contribution to departments’ eYciency targets accurately they should
be abandoned; in most cases contribution to the target for eYciency gains is only one of many intended
project benefits.

The Challenge of Measuring Efficiency Gains Extends to Local Government
7

11. Local government is responsible for achieving £6.45 billion of annual eYciency gains by 2007–08.
This total consists of three elements:

— Schools (40%)

— Police and fire authorities (15%)

— EYciency gains worth 2.5% of a local authority’s remaining annual budget (45%)

12. As Figure 3 shows, the schools, police and fire services elements are reported directly through the
relevant central government department, eg in respect of schools, the eYciencies contribute towards the
Department for Education and Skills’ target of £4.35 billion.

13. The remaining eYciency gains are reported by each local authority to the OYce of the Deputy Prime
Minister in Annual EYciency Statements. TheOYce of theDeputy PrimeMinister publishes the Statements
on its website and splits the reported eYciencies into those feeding into central government departments, eg
local transport which is reported through the Department for Transport, and those which are reported
directly by theOYce to theOGC, eg corporate services. Authorities have full flexibility as to how they secure
their eYciency gains.

6 C&AG’s report, Summary paragraph 11, paragraph 2.1 and Figure 24.
7 C&AG’s report, Figure 26 and paragraph 2.35.
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Figure 3: REPORTING PROCESS FOR THE £6.45 BILLION OF EFFICIENCIES FROM
LOCAL GOVERNMENT

OGC

Home
Office DfES ODPM

central DfT DoH Other

ODPM
Local authorities section

Local authoritiesFireSchoolsPolice

Annual Efficiency
Statements

Non-departmental
efficiency gains

14. In respect of local authorities, the Programme has had to make diYcult decisions in striking the right
balance between introducing additional reporting burdens and making sure reported eYciency gains are
based on sound measurement principles, including the need to monitor fully the impact of reforms on
service quality.

15. For each category in which eYciency gains are reported, local authorities must select at least one
“quality cross-check” indicator per service area. It is recommended that this quality cross-check be chosen
from a list developed by the Local Government Measurement Taskforce. The use of these indicators is not
compulsory but if an unapproved indicator is used an explanation must be provided. Where the indicator
only covers a part of the areas aVected by projects, councils are requested to provide further information
on service quality. If local authorities only use single indicators there is a risk that they will not accurately
monitor all aspects of quality for a service andmay even distort behaviour. This risk is recognised in ODPM
guidance to local authorities, which advises that the indicator must be appropriate and recommends
secondary indicators where needed.

16. Assurance on the validity of the gains, while including elements of external review, is mainly derived
from sources internal to a local authority. The primary source of assurance comes from the ODPM’s
requirement for Statements to be certified and approved by an authority’s senior management (including
the chief executive and the chief finance oYcer) and political leadership. External assurance includes work
performed by the Audit Commission. The Commission will review how the Statements are prepared as part
of each authority’s Comprehensive Performance Assessment although this will not be fully undertaken
until 2005–06.

The OGC has Made Good Recent Progress in Challenging Departments on the Robustness of

Efficiency Gains
8

17. Based on our sample projects, we concluded that most of the eYciency gains announced in March
2005were not based on clear audit trails and, fromour understanding of the process throughwhich the gains
were collated, were not subject to adequate challenge by theOGC. SinceMarch 2005, theOGChas provided
increasingly thorough monitoring and challenging of departments’ progress.

8 C&AG’s report, Summary paragraph 19–20 and paragraph 2.32.
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18. The process of reporting progress to the Prime Minister and Chancellor is ensuring that eYciency
remains a priority for senior management in departments, but the OGC recognises that more work is
required in streamlining the process and to align departmental reporting systems so that data is up to date.
The improvements made to how departments are measuring eYciency gains are, in part, due to the support
and challenge provided by the OGC.

19. The Programme would have benefited from decisions about how the Gershon Review was to be
implemented being taken at an earlier stage. This would have made it more likely that a stable OGC team
could have been in place from the outset. The limited period of transition from the Gershon Review to the
EYciency Programme along with significant turnover of staV during 2004 and the time taken to recruit
suitable replacements hindered the OGC in fulfilling its dual role of monitoring and supporting
departments’ progress.

20. The OGC’s ability to provide relevant and timely support to projects has varied across the
Programme. While procurement projects have been benefiting from the available guidance for some time,
support for projects of other types has taken longer to develop.

The Revised Efficiency Technical Notes Offer More Assurance that the Methods Being Adopted

by Departments will Accurately Capture Efficiencies but Risks Remain
9

21. Joint NAO and Audit Commission work in 2004 on the first round of EYciency Technical Notes
highlighted a number of concerns about the capacity of departments tomeasure eYciency gains, for example
the well known and long-standing limitations in departments’ data systems and the robustness of their
management information systems. Although much progress has been made in a second round of updates
to the Notes in 2005, further work to refine measurement methodologies is required. For instance,
deficiencies in departments’ management information systems mean that their ability to measure changes
in output quantity and quality as well as inputs still lags behind the needs of a Programme that is aiming to
deliver real eYciency gains rather than just spending cuts.

22. Figure 4 summarises the findings of our review of the ETNs. Formore detail of our work on the latest
ETNs, see Appendix 4 of the NAO report “Progress in improving government eYciency”.

Figure 4: KEY FINDINGS FROM THE NAO REVIEW OF REVISED EFFICIENCY
TECHNICAL NOTES

All departments have improved their ETNs, specifying more clearly how and where targeted gains
will be realised. To a large extent, this reflects the greater certainty within departments about the
content of their eYciency programmes.

Departments have set out more clearly their measurement arrangements but gaps and inconsistencies
remain.Only a few departments recognise the potential risks from double-counting, cost-shifting and
additional operating costs.

Most progress still needs to be made in measuring the quality of services provided by departments.
ManyETNsdo not clearly elaborate the risks to the quality of services arising from eYciency savings,
or the measures established to monitor quality levels. Where service quality measures are identified,
the interpretation of the information is also generally unclear and weaknesses indicate wider
limitations in departmental management information systems and measures.

Most measurement arrangements are ad hoc, project-based and make little use of unit cost measures.
They are unlikely to provide a basis for measuring the ongoing organisational eYciency of
departments beyond the lifetime of the individual projects.

The Potential for Reform Goes Well Beyond the £21.5 Billion Target
10

23. While external commentators have said that 2.5% a year eYciency improvements are unambitious,
Sir Peter Gershon’s report explicitly states that to go any further before 2007–08 would jeopardise service
delivery. Although embedding eYciency into the public sector for the long term is a major objective of the
Programme, activity to date has focused on delivering the 2007–08 targets. However, as the private sector
and some overseas public sector experience has shown, there is potential to go a lot further than the targets
set for the current EYciency Programme, if deeper and more systematic changes are pursued.

24. Beyond the immediate targets, to achieve longer term and sustainable eYciency we think that the
public sector needs to make further improvements in six key areas:

— Strategic leadership from the centre of government. Strong strategic leadership at the centre of
government is essential to ensure the most is made of opportunities for reform. For example, in
respect of corporate services, public bodies acting in isolationwill not deliver the optimal outcome.

9 C&AG’s report, Summary paragraph 12 and Figure 25.
10 C&AG’s report, Preface and Summary paragraph 22.
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— StaV professionalism and expertise.More needs to be done to ensure that staV in key roles have the
right skills and expertise, and the freedom to use them.

— Quality and timeliness of data on eYciency and productivity. Public sector managers need to be able
to base their decisions on clear and timely data which link costs to specific outputs.

— Integration of eYciency into day-to-day thinking and systems. StaV in the public sector need to think
about “eYciency” constantly as they go about their activities.

— Use of comparisons of eYciency between organisations. Management boards of public bodies
should demand clear information on how their organisation’s eYciency compares to others, and
act on the results.

— Collaboration between public sector organisations. DiVerent parts of the public sector need to be
more willing to learn from the experience of others and to work jointly to achieve eYciencies.

15 March 2005

Letter to the Chairman from The Pensions Regulator

TREASURY COMMITTEE REPORT ON THE PRE-BUDGET REPORT 2005

Further to my letter of 30 January, we have been considering, with the Treasury and the Department for
Work and Pensions (DWP), your Committee’s conclusion that 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 eVect they could have on investment and the solvency of
companies aVected. The Treasury are responding to this in full today as part of its formal response to
your report.

In themeantime it may help if I outline our role and work in this area. The Pensions Act and its associated
regulations are the responsibility of the DWP and implement in UK law the relevant provisions of the
European Directive on Institutions for Occupational Retirement Provision.

Our role is to regulate how pension schemes comply with the legislation in line with our statutory
objectives to protect members’ benefits and reduce risks to the Pensions Protection Fund. We set out our
provisional views on how we will discharge our responsibilities in this regard in a consultation paper issued
on 31 October 2005, which your Committee’s report cites. Before taking this step, and because we shared
your concern about understanding the potential impacts of our regime, we commissioned
PriceWaterhouseCoopers to analyse the impact on the macro-economy and the viability of employers of
paying oV their deficits as calculated using FRS 17. This is I would have thought very much the type of
analysis your committee looks to us to undertake, and we shared its findings with the Treasury before
publishing the consultation paper.

We are now analysing the responses to consultation with a view to issuing a definitive statement of our
approach towards the end of April. We agree that the issues identified by the Committee are important and
will seek to monitor the wider impacts of our statement so as to keep our approach under review.

As suggested in your letter, we have liaised with the DWP and the Treasury to enable them to make the
PriceWaterhouseCoopers report available to you, and I understand that the Treasury are today placing the
report in the library of both Houses of Parliament, as part of their wider response to your Committee’s
report. We have prepared, with the DWP, a covering note on the context of this analysis.

Tony Hobman
Chief Executive

22 March 2006

Memorandum submitted by Anne Redston11

In 2004 the PrimeMinister said “EVective consultation is a key part of the policy-making process.”12 The
Chartered Institute of Taxation (CIOT) agrees with this.13 As HM Revenue and Customs themselves have
said, consultation “improves the quality of any resulting draft legislation, in particular by ensuring that it
works in the real world.”14

11 Chair of Personal Taxes at the Chartered Institute of Taxation, Visiting Professor in Law at King’s College London.
12 Cabinet OYce Code of Practice on Consultation, updated in February 2006.
13 See CIOT’s Survey of Consultations, The Good, the Bad and the Complex,
http://www.tax.org.uk/showarticle.pl?id%1348&n%3792

14 Inland Revenue and Customs & Excise Code of Practice on Consultation published in December 1997.
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We are thus disappointed that, for certain key tax measures announced in this Budget, the consultation
process was non-existent or incomplete. As a result, implementation will be burdensome, and may even be
completely impracticable. This paper covers three of those areas:

— The tightening of filing dates for self-assessment.

— The withdrawal of the tax relief for computers.

— The changes to the taxation of trusts.

It then contrasts this with the best practice approach adopted for the company car consultation, the tax
recycling of pension funds and the Stamp Duty Land Tax changes.

Self-assessment (SA) Filing Deadlines

Lord Carter’sReview ofHMRCOnline Services, published on BudgetDay, contains, as one of its primary
recommendations, that self-assessment filing dates be moved. Currently all SA returns must be filed by
31 January following the tax year end. Lord Carter recommended that this become 30 September for paper
filing, and 30 November for on-line filing.15 HM Treasury’s Budget 2006 (The Red Book) says that the
Government “accepts his recommendations.”16

As far as we are aware, the proposal that SA filing dates be accelerated was not discussed with the
professional bodies; although the CIOT is listed as a “Contributor” to the Review17 this important issue was
not mentioned to us.

The completion and filing of tax returns is a major part of tax advisers’ work. It is likely to be very diYcult
for agents to meet the accelerated deadline. For example, the information for most returns is not available
before July (when copies of the P11D have to be provided by employers), and during August many clients
and staV are on holiday.

It would surely have been better for HMRC to have announced that they were going to consult on Lord
Carter’s recommendation, in order to identify any problem areas and seek solutions, rather than simply
announcing its acceptance.

In contrast, the proposed acceleration of company filing dates, announced in the PBR,18 has undergone
a robust consultation process—the Budget Red Book19 says:

“the consultation . . . achieved a high level of engagement with over 100 written responses
received”.

As a result of the consultation the original proposals will now be amended, so that small and large
businesses will be treated diVerently. In other words, the feedback received provided new information to
policymakers.

However, contributors to this company filing dates consultation made their comments believing that the
existing filing dates for individuals would be unchanged. Since most tax advisers deal with both individual
and company tax returns, a change to both areas is very diVerent from a change to only one of them.

Had they been consulted on both proposals, they would have been able to consider how the changes
together would impact both on taxpayers and on their own businesses. Consulting on one change to filing
dates but not the other means that the conclusions drawn on the company filing dates consultation may
be invalid.

Tax Relief for Computers

FA1999 allowed employers to provide computers and related equipment to employees for their personal
use, without tax orNIC arising. This tax relief was repackaged in 2004 and relaunched by theDTI, theDfES
and the Cabinet OYce as the Home Computing Initiative (HCI). Patricia Hewitt said:

“For employers HCI schemes are about maximising potential in the work place. Basic computer
and technology skills are now regarded as essential for the majority of jobs. With home computer
access IT confident employees have greater capacity to contribute to an organisation’s overall
performance and adaptmore easily to new roles and opportunities. HCI schemes can also generate
employer National Insurance savings.

For individuals, as well as cost savings, HCI schemes can help realise personal and professional
potential. Through improved ICT access and use, they provide the tools and resources that further
individual learning, enhance workplace skills and increase employment opportunities. The
Government is working closely with industry to promote HCI schemes.”

15 Carter Review of Online Services, paragraph 5.15.
16 At paragraph 5.81.
17 At Appendix 6.
18 Aligning Filing Dates for Companies, a consultation document published jointly by Companies House and HMRC,
November 2005.

19 At paragraph 5.82.
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TheDTI website, explaining the scheme, is richly populated with advice, encouragement, links to partner
suppliers, and even a video showing the value the scheme provides to workers. However, nowhere does it
warn that the scheme could be withdrawn with only two weeks’ notice.

On Budget Day, Business Note 30 announced that this tax and NICs exemption for employees will be
removed from 6 April. This has taken everyone by surprise. Again, there was no consultation, no
consideration of the consequences for the many businesses who are working in partnership with
government, and inadequate thought given to the red-tape consequences of the transition.

In the Budget Day Note no mention was made of the tax position for existing schemes, but a subsequent
brief announcement was issued byHMRCon 24March. Although this said that computers provided before
6 April 2006 would not be aVected, HMRC have indicated that upgrades to software provided for these
computers will in fact be subject to tax and NICs.

Thismeans that employers, whowere encouraged to join this useful scheme by theGovernment, nowhave
the significant burden of monitoring employee software upgrades20 in order to know whether, and to what
extent, a charge applies.

In addition, although the publicity around the HCI has focused on computers provided entirely for
private use, the current exemption also covers private use of computers provided essentially for business but
where the employer recognises that in practice there is likely to be some private use.

Absent the computer exemption, an employee benefit is calculated at 20% of the cost of the asset. The full
value of this benefit must be included on P11Ds. If the asset has been used partly for business and partly
privately, employees must then each make an individual claim to HMRC that the full benefit should be
reduced by the business element. This has to increase the workload of that department at a time when its
resources are being reduced, apart from the burden on the employees.

However, employers are subject to Class 1A NICs on the whole of the benefit, even though the business
element might be 80%. This is because the National Insurance legislation does not recognise the concept of
“mixed use” assets.

Thus a computer which cost £2,500, with 80% business use, will be subject to an annual Class 1A NICs
charge on £500 worth of benefit (£2,500 x 20%), not on £100. Businesses will only be able to avoid this cost
and the regulatory burden if they can demonstrate that the private use is “not significant.”21

Had this Budget change been consulted on, it might have been the considered view that other government
objectives, such as a reduction in red tape, would be better served by leaving the exemption in place. At
worst, all those who have committed time and energy to helping theGovernment deliver this initiative would
have had time to restructure their business plans, and the regulatory issues on transition might have been
mitigated.

Changes to the Taxation of Trusts

HMRC have been consulting with tax advisers and lawyers on the taxation of trusts for some 2° years.
Over this period there have been discussion papers, consultation documents, draft legislation, and numerous
meetings.22 The CIOT, along with other bodies, has participated actively in this consultation.

However, on Budget Day a number of changes were announced to the taxation of trusts. None of these
has been consulted on.

The Budget Press Release23 presents these changes as “alignment” or “refinement” of the rules. However,
from the limited information provided, the CIOT was concerned that the scope of the changes was more
fundamental and would aVect many ordinary taxpayers. We have been assured by HMRC that this is not
the case, and that only a few wealthy individuals will come within the rules.24

Although it was not clear from the Press Release, we have now been informed that the changes were in
the nature of anti-avoidance in that they prevented certain taxmitigation arrangements—albeit that this tax
planning had been part of the tax and trusts landscape for many years.

We recognise that HMRC does not consult on anti-avoidance (in order to prevent forestalling), but in
the context of the ongoing and extensive discussions on trust tax reform we think a way should have been
found to adopt a diVerent, and more consultative approach. This would also have prevented the
misunderstandings on the scope of the provisions which followed the Budget.

20 We believe that the same monitoring issue will also arise for ISP monthly subscriptions; we have tried to confirm the point
with HMRC but have not yet succeeded.

21 ITEPA s313.
22 See, for example, http://www.hmrc.gov.uk/trusts/trust-modernisation.htm
23 BN25.
24 That the changes are limited in their eVect is also confirmed by the Paymaster General writing in today’s Times.
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Best Practice

When HMRC have consulted appropriately, the benefits have been clear. The changes to the taxation of
company vans, the taxation of personal portfolio bonds, the radical reform of the company car system25 and
the changes to the employee travel ruleswere all consultationswhere the process was excellent and the results
speak for themselves—the legislation has been understood by taxpayers with little need for further
government intervention.

In this Budget there are some examples of this best practice. For example:

— Reform of the tax regime for business cars. The options for change are clearly set out in the
document “Modernising Tax Relief for expenditure on business cars” and businesses have until
September to comment.

— The PBRannounced changes to the pension rules to prevent recycling of pension funds. CIOTwas
worried lest the ordinary taxpayer, with no tax avoidance motive, would be inadvertently caught,
and wrote to HMRC setting out these concerns. HMRC were receptive to these comments and
took them into account when drafting the proposed legislation and guidance. We believe the
resulting provisions are workable and should prevent marketed avoidance without catching the
innocent.

— In the area of SDLT the CIOT has made a number of suggestions to improve the working of the
legislation, and the Budget announcements showed that many of these have been accepted by
HMRC.

Conclusion

One of the three main objectives set by the Government for HMRC is to “improve the customer
experience, support businesses and improve the compliance burden.”26 David Varney has said:

“The way we do business impacts on millions of people, customers and HMRC employees . . . At
HMRC we are committed to managing our business to maximise our positive impact on all our
stakeholders (including our customers and suppliers), the community and the environment and to
minimise and manage any potential negative impact.”

Consultation is a simple, eVective method for delivering these goals. But in a number of significant parts
of this Budget HMRC have shown complete disregard, even disdain, for the views of other stakeholders.
This is not the way to improve the customer experience.

Anne Redston

24 March 2006

Memorandum submitted by the Institute of Chartered Accountants in England and Wales

Overview

1. In its submission to the Chancellor ahead of the Budget, the ICAEW suggested a number of reforming
measures which could significantly improve the UK environment for business in order to enable higher long
term economic growth. Set against that potential for reform, the Institute believes that the Budget 2006
made some progress but could have gone much further.

2. Prior to the Budget, the Institute also highlighted the fundamental choice overwhether public spending
would continue to increasemore than economic growth.We requested that, as amaximum, spending should
now increase no more than GDP growth. We are pleased to note that stretching targets are being set for
someGovernment departments but we would still like to see a commitment to a transparent target on future
spending levels in relation to total wealth.

3. This submission focuses on the areas where, ahead of the Budget, we highlighted the potential to
improve the UK business environment and our view of how the Budget delivered on that agenda. We also
highlight additional announcements in the Budget which we particularly welcome, including changes to
business support, or where we have particular concern, including the recommendations of Lord Carter and
changes aVecting trusts.

25 The document “Report on the Evaluation of the Company Car TaxReform” published on Budget day demonstrates the success
of this reform, not only in the tax field but also environmentally.

26 David Varney’s Statement on Corporate Responsibility, see http://www.hmrc.gov.uk/about/corporate-responsibility/
index.htm, see also the Public Service Agreement set out at http://www.hmrc.gov.uk/psa/psatn2005-2008.pdf
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Global Competitiveness of the UK Corporate Tax System

4. We requested that the Budget should shift UK corporate tax policy from the short-term need to shore-
up public finances to a longer term policy which would ensure that the UK corporate tax environment is fit
for an increasingly global future.

5. Increasing uncertainty and complexity in the tax system of recent years has, we believe, eVectively
added a risk-premium to the tax aVairs of large companies looking to invest in the UK. Although, it is
diYcult to produce quantifiable evidence to this eVect, a number of press reports and strong anecdotal
indications from our members show that large business is increasingly looking critically at the tax
environment of the UKwhen making its investment decisions and, in a number of cases, this has influenced
a decision to invest elsewhere in Europe.

6. The Budget did not set out, or produce a commitment to set out, a medium to long term policy
approach to corporate tax policy which would give business the increased certainty that is required in order
to make its investment decisions. This contrasts with the longer term approach to public spending which
will come from theComprehensive SpendingReview. The logic of setting a planning horizon for the finances
of Government departments also stands for Government’s impact on the finances of the private sector.

7. To make the tax system simpler for business, and thus also fundamentally tackling the opportunities
for tax avoidance, and improve certainty, the Institute has proposed a Consultative Tax Forum to bring
together business representatives, Treasury and HMRC. We welcome the announcement of a new review
group, to be headed by Sir David Varney, Director HMRC, to liaise on the administration of tax for large
business. However, we believe that the remit of this group should be extended to include HMTreasury and
the setting of tax policy. It does not make sense to tackle problems of implementation and administration
without being able to at least discuss the policy aspects which might be the source of any problem.
Improvements in administration might also allow for better policy. Government should go further in this
regard.

8. Apart from some welcome changes to R&D tax credits, the Budget also did not set out how it will be
ensured that the UK’s tax environment will be suitable for an increasingly global future, including the rise
of new EU accession countries as well as the impact of the growth of India and China. Again, this contrasts
with the focus of the forthcoming Comprehensive Spending Review. The Institute believes it essential that
the welcome consideration, by Government, of the future standing of the UK in the global economy should
cover the whole of economic policy, beyond public spending and a limited number of specific tax measures.

Support for Regional Economic Development and Small Business

9. The announcement in the Budget 2006 of a review, for the Comprehensive Spending Review, of the
eVectiveness and eYciency of economic development and regeneration interventions across local areas,
cities and regions was welcome. Through working with every Regional Development Agency in England
and Wales, the Institute knows that there is significant potential for increased value from Government
interventions to promote economic development.

10. The setting of a stringent target to reduce the number of business support services from around 3,000
to no more than 100 by 2010 is also welcome. A consistent theme of feedback from our members is that
publicly funded business support has needed to try to do less, better and focus on supplementing the private
provision of business support where it is necessary to tackle market failure. This will also help ensure that
businesses and their advisors can better negotiate the oVer from Government, increase take-up rates and
deliver support to where it is of most value.

Small Business Taxation and Red Tape

11. We welcome the initial results of the KMPG review into the administrative cost of tax. We are also
pleased to note that the UK stands-up well against Denmark and the Netherlands. However, until we have
seen the detailed results of the survey, in particular the comparison of the cost of administration across
company size and sector, we are not able to comment further. Furthermore, until a comparative analysis is
done with the US or other key indicative competitors, it will remain diYcult to draw absolute conclusions
as to the overall impact of this on our international competitiveness. However, the commitment to reduce
the burdens on businesses of form filling and inspections is welcome, as is the proposal to establish an
Administrative Burden Advisory Board to be chaired by Teresa Graham OBE.

12. We are, however, disappointed that there was not an explicit commitment to focus targeted
reductions on the smallest business first. In our recent Enterprise Survey, accountants working in business
estimated that 73% of the burden of regulation falls on businesses with under 10 employees. The full
economic cost is also likely to be greater for the smallest business due to the entrepreneur often being the
individual putting-in the administrative time. To ensure the better regulation agenda has the greatest
economic benefit, targets should include specific focus for small business.
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Results of the Carter Review into Online Services

13. Although we welcome many of the recommendations in the Carter report , we are concerned at the
proposal to bring the deadline for filing personal tax returns back from 31 January to 30 November for
electronic filing and to 30 September for paper returns. This is unexpected and will havemajor consequences
for those who prepare and file tax returns, including individuals who also own businesses and businesses
who help individuals with their tax returns.

14. It is disappointing that this proposal appears to have been accepted by the Government with no
debate and consultation. Such an approach undermines rather than enhances the “new relationship” that
HMRC is looking for with business, on which subject the supplementary paper, “Progress towards a new
relationship”, was publishedwith the Budget. This is not an anti-avoidance issue but an issue of fundamental
importance to the UK. If Government plans to make changes in this area, it should consult widely and
“work alongside” taxpayers and agents.

15. The ICAEWunderstands and fully supports the desire to improve the eYciency of the administration
of the tax system and to smooth the January filing deadline peak. However, we think that the “twelve month
rolling enquiry window” proposed by Lord Carter will provide an incentive for early filing and smooth the
workflow. It would seem reasonable to try this approach first before consideringmore fundamental changes
to the system.

16. Similar considerations apply in respect of the proposals to not allow computer generated tax returns
to be submitted and for agents to be registered and possibly abide by a Code of Practice. Whilst we
appreciate that re-keying data is not eYcient, this proposal will cause problems for many unrepresented and
represented taxpayers and it should not be withdrawn without detailed consideration of the issues. Further,
if agents are to be asked to sign a Code of Practice, then we believe it should reflect fairly the needs and
aspirations of both parties. In other words, any such Code should set out service and delivery standards that
HMRC needs to meet.

Changes to the Inheritance Tax Rules for Trusts

17. We were surprised and disappointed with the announcements of the changes to the long established
inheritance tax rules for interest in possession and accumulation andmaintenance trusts. Until Budget Day,
transfers into and out of such trusts were regarded as potentially exempt transfers for inheritance tax
purposes but this exemptionwill no longer apply unless the trust is set up for a disabled person.Additionally,
the current regime of 10 year and exit charges, which previously only applied to discretionary trusts, will
now also apply to all trusts other than those which are specifically exempt, which will be trusts that are
charitable or created on death for a minor child who will become entitled to the assets at aged 18.

18. These fundamental changes to the trust tax system have been introduced without any warning or
consultation. These rules have been in operation for many years andmany of these arrangements have been
set up to protect beneficiaries in a number of circumstances rather than just for tax planning. Many of these
trust arrangements are established for the long term and cannot be unwound easily. These changes are likely
to have serious consequences for many beneficiaries, and we question whether it is generally advisable to
give eighteen year olds substantial amounts of capital at such an early age. The measures are also likely to
damage the UK trust industry. We believe that these measures should not be introduced without proper
consultation and appropriate “grandfathering” for existing trusts, so that the legitimate expectations of
existing trusts are preserved.

Future Tackling of Tax Avoidance

19. Despite some initial problems, the ICAEW believes that the new tax avoidance disclosure regime has
contributed to amore conservative approach to tax planning by businesses and tax advisers. The sharp drop
in the number of disclosures is, we believe, an indication of that change in culture. Further action and policy
to ensure that tax avoidance schemes are disclosed at an early stage should focus on the minority of tax
planners who are not disclosing schemes as required by the rules, rather than loading more requirements
onto businesses who are complying with the new rules. It should also be possible to take such steps in
cooperation with the vast majority of compliant businesses and advisors as this is in their interest.

24 March 2006

Memorandum from John Whiting

This paper is a commentary on some of the taxationmeasures contained in the Chancellor’s 22March Budget
speech, associated press releases and other papers. It does not attempt full analysis and cannot be exhaustive.

Listening to the Budget speech, there seemed to be little change on the taxation front. However, this was
another “iceberg Budget”, with what appeared on the surface concealing a substantial body of detailed
changes. This is probably inevitable and, arguably, correct in that the Budget speech can never cover
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everything. But it is unfortunate that some of the significant changes were not highlighted in the Budget
speech, particularly as two key ones seem to have bypassed the consultative process. One in particular has
the potential to damage the confidence in the tax system of an important business sector.

1. Trusts and Inheritance Tax

There have been extensive consultations since December 2003 on the modernisation of the trusts’ tax
regime. It was stated that “the Government recognises the important role trusts play in society” and made
clear that the objective was to achieve a level playing field between trusts and direct holdings of property.
Since then, the discussions have focused on income tax and capital gains tax issues and have in general
progressed well. Indeed, it is pleasing that one of the points made consistently by representative bodies, that
the £500 standard rate income tax band was too low, has been answered with a doubling of that amount.

The sudden and totally unexpected announcement of a major recast of the inheritance tax rules
surrounding trusts is very disappointing when set against this careful and measured consultation to date.
The adverse eVect that the proposed changes will have on many thousands of trust arrangements (many of
long standing) is unacceptable, given that the result seems to be that, far from levelling any playing field, it
will in some circumstances penalise perfectly legitimate trust arrangements and impose greater tax charges
than on property held absolutely. (For example, if someone sets a trust up for themselves or their spouse,
then it seems this new charging regime will apply.)

It needs to be stressed that we are not talking about trusts being used as avoidance devices. The trusts that
are aVected by the changes can include those set up (or proposed in wills) on divorce arrangements, for the
protection of minor children and the frequently used accumulation and maintenance trust which has been
encouraged since 1984 by the inheritance tax legislation.

It seems that the intention is that trusts for children should pass on the capital at age 18, rather than the
existing age 25 as in current legislation. This might seem reasonable given the current age of majority
(though it is noticeable that the working tax credit is only available from age 25) but why penalise existing
arrangements that have been set up under existing rules? If an existing trust has to be changed (as envisaged
in the HMRC press release) to release funds at age 18 and so avoid this new charging regime, then the trust
deed has to be amended which will normally mean a Court application.

If, at the bottom of this, theGovernment is saying that trusts are bad, it shouldmake this clear. But, going
on the wording of the 2003 statement, this does not seem to be the case and trusts, which have played a part
in our civil fabric for 800! years as asset management devices, surely should continue. If there is a perceived
need to change the regime in the inheritance tax area, that should be the subject of proper consultation.
Changes should not apply to existing trusts unless it is clear that there is no danger of the changes acting
eVectively retrospectively.

2. Computers at Home

The exemption conferred by section 320 ITEPA 2003 for computers loaned to employees has led to a
considerable volume of such arrangements. Some 70 firms are actively involved in providing the computers
and, as can be seen from the DTI’s publicity material and (until late Friday) website, it is widely promoted
as both a success and one to which there is considerable commitment under theHomeComputing Initiative.

Yet this exemption is to be precipitately stopped, without consultation or prior indication. The companies
involved in this business are in many cases in the throes of setting up schemes (in at least one case with
Government departments) and are now likely to have to cancel them. Whilst there is protection for existing
arrangements, why is it necessary to withdraw the relief so precipitately, without any warning to the
considerable body of businesses involved in it? This does not send a good signal to businesses who have
committed time and resources to take forward a Government-sponsored initiative.

Some points have been made informally after the announcement:

— It was too expensive—but is success a reason to stop precipitately?

— It was being used to deliver equipment other than PCs—doubtful if this was widespread and, if so,
why not define the rules more carefully?

— Computer equipment is much cheaper than when the exemption was introduced—but, again, why
not give sensible notice of the change?

— It was not reaching those who arguably most needed help (the e-illiterate and the unemployed)—
so why not talk to the industry about how to refocus the scheme to, for example, link to tax credits
or to place PCs in libraries and with training providers?

A couple of practical points: this exemption is not just for wholly private computers but very much for
business PCs used partly privately. Is that situation now to confer a tax charge with the need to monitor
private usage proportions? And if an existing PC, covered by the exemption, is upgraded or has additional
software added, is it really practical to trigger a tax charge in respect of the upgrade, as HMRC envisages?
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3. Filing Deadlines

Para 5.82 of the Red Book indicates that the Government accepts the recommendations of Lord Carter’s
review of the use of HMRC’s online services. Encouraging e-filing is sensible, particularly if HMRC systems
are designed with business/taxpayer/agents needs in mind, but compulsion to use e-filing still seems
inappropriate, particularly where small businesses are concerned. Will there be proper regard paid to the
needs of the smallest businesses, many of which will not be geared up to e-file? In any event, will HMRC’s
systems be ready in time?

It seems that there is a likelihood of penalising those who wish to file on a paper basis by accelerating the
filing deadline for self-assessment tax returns by four months. Currently, some 10% of self assessment
taxpayers miss the 31 January deadline; is it really practical to contemplate such an acceleration of their
deadline without a radical simplification of the tax system?

It is also worth noting, with concern, the comments in para 5.82 on aligning the dates of filing of corporate
tax returns and delivering accounts to Companies House. As that paragraph notes, there was a considerable
volume of responses to the recent consultation but, perhaps contrary to the impression given by the Red
Book paragraph, virtually all the responses indicated the impracticality of the acceleration of company filing
dates as suggested. Here, again, there is a need to simplify the tax system before imposing faster filing.

4. Consultation

Consultation over changes to the tax system is a hugely important part of the process. This Budget
includes some good examples of consultation:

— Recycling of lump sums from pension schemes.

— Real Estate Investment Trusts.

— Stamp duty land tax refinements.

— Changes to the Islamic financing tax rules.

For these and others, those responsible at the Treasury and HMRC deserve credit. It throws into stark
contrast the instances where the wheels have come oV the consultation process or indeed the process has
simply failed to start.

5. Pensions

With “A-day” on the horizon, there are still a number of practical issues surrounding the reforms that
need to be resolved. These include issues over employer contributions and the application of the “wholly
and exclusively rule”.

The announcement in the Budget about the inheritance tax rules for the residual value of the pension pot
was welcome in principle. But the methodology leaves something to be desired: is it reasonable to involve
the pension provider in so much of the administration? It is to be hoped that the commitment in BN26 to
HMRC “working with the pensions industry . . . to help minimise regulatory impact” will be carried
through.

6. Tax Avoidance Disclosure (TAD)

The TAD rules have been successful so far; PricewaterhouseCoopers’ concern is that the further changes
produce a practical, workable system. So far, consultations over the proposed changes since the Pre-Budget
Report have been constructive.

Expanding the disclosure regime to the whole of income tax, corporation tax and CGT (NICs will also
soon be added) is a significant change; trying at the same time to change the existing filters towider hallmarks
and accelerating disclosure for in-house planning does run the risk of expanding the system too far too
quickly for sensible operation.

7. Venture Capital Trusts (VCT) and Enterprise Investment Scheme (EIS)

The continuation of the VCT relief is welcome, as is the increase in EIS investment levels. However, the
eVective halving of the size of qualifying business is a concern. Most had argued for an increase in the asset
size allowed, particularly bearing inmind that changes in accounting rules may increase balance sheet assets.
Companies capitalising research and development spend may also face diYculties.

8. First Year Allowances for Small Businesses

Any increase in allowances is, in principle, welcome. However, businesses also appreciate certainty and
consistency. It is surely time to settle on a rate for such investment and apply it consistently, rather than
confuse small businesses which have seen rates changing between 40%, 50% and 100% at regular intervals.
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9. Concluding Comment: UK Competitiveness

It is pleasing to see that the Chancellor has listened to calls that we and many others have been making
for action to be taken to ensure that the UK’s tax system remains competitive. Our perception is that the
UK has been slipping down the tax competitiveness league and, while this Budget does not contain any
major steps to change things, the establishment of the panel of advisers is an important signal that we are
going to move in the right direction, as is the Chancellor’s statement that he intends to continue his dialogue
with business.

John Whiting
Tax partner, PricewaterhouseCoopers LLP

26 March 2006

Memorandum submitted by Professor David Heald

BUDGET 2006: THE PUBLIC EXPENDITURE DIMENSION

Introduction

1. The weight of Budget and associated documents has become disconnected from the significance and
relevance of their contents. Notwithstanding the Parliamentary theatre andmedia attention, thePre-Budget
Report 2005 (Treasury 2005) was more important than Budget 2006 (Treasury 2006a). The pre-written
verbiage of parts of the current Red Book, which overwhelms in volume but not in informativeness, stands
in contrast with both older Red Books that were thin technical documents and the excellence of the annual
Public Expenditure: Statistical Analyses. The weight of Budget documents is used as a technique of
Executive dominance, as the shortness of media attention means that most coverage focuses on what the
Treasury puts out on Budget day. By the time clarification is secured regarding missing information,
attention has moved on. This eVect is certainly not accidental.

2. Reading the Budget documents creates an odd sensation. Some of the content (eg in Chapters 2 and
6) is detached from reality:

— The rhetoric of “transformation”, “reform”, “investment”, “transparency”, “devolution”,
“prudent”, “cautious”, “audited” and “world class” is so indulgent and self-congratulatory that
one wonders if some drafters inside the Treasury are parodying ministers.

— Changes that are presented as devolving and decentralising are in reality concentrating power at
the core of central government, weakening departments and other public organisations and
creating system fragility.

— Notwithstanding political and media debate focusing on pensions’ sustainability, wage pressures
in the public sector and the financial implosion of parts of the National Health Service in England,
there is no discussion of how these pressures will be handled during the step decrease in public
expenditure growth rates. This reduces the credibility of fiscal forecasts and projections which
show the two fiscal rules just being met.

— Whatever the considerable merits of the fiscal rules, their credibility is stretched to breaking point
if one poses the question: “How would the Treasury present a breach in the fiscal rules?”. The fact
that this could not happen without a change in political control, whether party or personal, should
be a cause of great concern to Parliament. This indicates dangerous territory, in which
classification and financial reporting may be distorted both by control systems and by
presentational imperatives.

3. There is nothing new or wrong about “advocacy”, and one should expect all governments to engage
in this. However, there need to be limits. I do not subscribe to the view that the large increases in public
expenditure in recent years have beenwasted, but I amvery alarmed by the propagandizing nature of current
Budget documents. I am also reminded ofMichael Power’s observation about potential diVerences between
presentation and reality in the “audit society”: [the person in a public organisation being audited] “hears
the rhetoric of excellence in oYcial documents but lives a reality of decline” (Power, 2003, pp 199–200).

4. This memorandum illustrates these concerns by concentrating on two issues:

— The lead-up to Comprehensive Spending Review 2007.

— Failures against the Treasury’s own test of transparency, which is one of the five principles of the
statutory Code for Fiscal Stability.
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Pre-viewing Comprehensive Spending Review 2007

5. Under the post-1998 public expenditure framework, the Budget in an even-numbered year normally
sets the spending envelope for the two “new years” of that year’s July Spending Review. Departing from
this practice, Spending Review 2006 has been cancelled, replaced by Comprehensive Spending Review 2007
and a review of long-term issues in 2006. More details of how this will work have been provided in Budget
2006, but these in turn raise a new set of questions.

6. If there is going to be in 2006 “a national debate on the future priorities for public spending and public
services, to inform the CSR” (Treasury, 2006a, Box 6.1 on page 131), then a number of questions arise:

— Will the 2006 report on long-term issues be published in July 2006, just before Parliament’s
summer recess? (This would seriously inhibit timely work by select committees.)

— Will a public consultation at a time of slowing public expenditure growth not lead to clamours for
more expenditure? (If so, it would have been better to set the spending envelope for 2008–09 to
2010–11 before the consultation started.)

— What is the logic of the early CSR2007 settlements (Treasury, 2006a, p 127)? (Public priorities
might be for more eVective, less fraud-prone but more costly DWP administration and/or more
Home OYce27 expenditure on police and prisons.)

7. Chart 2.4 of the Budget Report (Treasury, 2006a, p 34), headed “Meeting the golden rule”, shows that
themargins for this economic cycle are very tight: “. . . there is amargin against the golden rule of £16 billion
in this cycle, including the AMEmargin, the same as at the 2005 Pre-Budget Report” (Treasury, 2006a, para
2.58 on page 34).28 Notwithstanding the frequent use of “cautious” in relation to the fiscal forecasts, Chart
2.8 of the Budget Report (Treasury, 2006a, p 39) shows that the golden rule would be breached in the present
cycle on the ‘cautious case’ (which assumes trend output one percentage point lower in relation to actual
output than the central case):

The Government is, on the basis of cautious, independently-audited assumptions, meeting the
golden rule in the central case. In the cautious case, Chart 2.8 shows that the cyclically adjusted
surplus will be in balance at the end of the projection period (Treasury, 2006a, para 2.74 on
page 39).

It is necessary to go back to the Budget Report 2003 (Treasury 2003, para 2.69 on page 41) to find
reference to the “stress test” of the golden rule, namely that the golden rule is also met on the cautious case.
The adjective “cautious” now eVectively relates to the claimed caution of “independently-audited
assumptions”. I have warned elsewhere (Heald and McLeod, 2002, para 505; Heald 2004, Ev 69) that
auditing the Treasury’s macroeconomic assumptions is a task that the National Audit OYce should never
have taken on. This relationship breaches a fundamental principle of auditing, namely that an auditor must
have “investigatory freedom” (ie audit what it wants when it wants) as well as reporting freedom (Porter,
Simon and Hatherly 2003, p 43). The former does not exist in this case and the expertise and resources
available to the National Audit OYce for this task do not match those of the Treasury.

Failures Against the Fiscal Principle of “Transparency”

8. Transparency is not achieved by incantation, as in countless claims of “openness and transparency”.
Its achievement depends fundamentally on the structuring of communication in ways that help the user of
government financial information. However highly the United Kingdom may score on IMF check lists of
good fiscal transparency practices, defects in budgetary documents and the budgetary process heavily
qualify those results. The key problems are overload (there is too much for users to absorb on short,
sometimes artificially constructed, deadlines) and bias (uncomfortable facts are just disregarded and
presentation is selective). There is not space in this memorandum to fully develop these points, but three
substantive issues are now used as illustrations.

Information on Efficiency Gains

9. There is a Government commitment “to continuing to report on progress against eYciency targets
openly and transparently, including through Departments” Autumn Performance Reports and annual
Departmental Reports’ (Treasury, 2006a, para 6.14 on page 132).What is lacking in Chapter 6 is a summary
table of eYciency gains to date, analysed by department and nature. Parliament, and the Treasury
Committee in particular, need to be able to see the broad picture and how that evolves through time.

27 I have been unable to find in the Budget Report any reference to a Home OYce freeze in real terms. However, the following
sentence appears in the Budget speech: “The Home Secretary has agreed that we can invest more in priorities like policing
and security, while making savings in other areas within a three-year Budget at its 2007–08 real-terms level” (Brown 2006,
col 300).

28 There does not appear to be an explicit derivation of this number in the Budget Report. This would have been a useful topic
for a Box.
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10. There is also the question of the validation of eYciency gains, an issue addressed in part by a recent
report from the National Audit OYce (2006). Given the lack of public trust in government information, this
is an area requiring careful monitoring. Conceptually, it is diYcult to measure eYciency gains, not least
because the inherent diYculties in measuring public service output mean that it is diYcult to hold the
quantity and quality of that output constant. This is necessary in order to distinguish between genuine
eYciency gains and expenditure savings that lead to reductions in public output. There is an obvious danger
that the political imperative to meet targets becomes the dominant objective, even at risk to service levels
and quality. Moreover, the National Audit OYce is itself in a diYcult position. Given that its self-imposed
performance target is to achieve £8 for the taxpayer for every £1 it spends,29 the National Audit OYce itself
has an incentive to report savings and have these signed oV by its audit clients.

Accounting for the Private Finance Initiative

11. There are two distinct issues concerning the Private Finance Initiative (PFI), namely: (a) whether PFI
projects are value for money, and (b) whether they are accounted for on or oV the public sector balance
sheet. On BudgetDay 2006, the Treasury published a new document on the PFI, entitledPFI: Strengthening
Long-Term Partnerships (Treasury 2006b). This 121-page document concentrates on the value-for-money
issue, but makes some misleading statements about accounting:

— decision to use PFI is taken on value formoney grounds alone, but not at the expense of employees’
terms and conditions. The accounting treatment of a PFI project is not relevant to this decision.
Around half of PFI projects by value are reported on departmental balance sheets (Treasury,
2006b, p. 13, emphasis in original).

The accounting treatment of a PFI project on a departmental balance sheet, and its reflection as an asset
in the national accounts, plays no part in the Government’s decision about when to use PFI. That decision
is based on value for money. Around 50% of PFI projects by capital value are reported on departmental
balance sheets. The accounting treatment follows rules set and audited by a series of independent national
and international organisations (Treasury, 2006b, para 2.27 on page 23).30

12. There have been long disputes about PFI accounting, particularly about the criteria on which it
should be decided whether a PFI-financed asset should be on or oV the balance sheet of the public sector
client (for the history, seeHeald 2003). Some of the present diYculties stem from tension between (a)FRS5A
(published by the Accounting Standards Board) and (b) Technical Note 1 (Revised) published by the
Treasury. Assets are more likely to be on the public sector balance sheet using FRS5A. In its annual reports,
the Financial Reporting Advisory Board has repeatedly stressed its concerns about PFI accounting.

13. The current problems relate to:

— The widespread perception in public organisations that oV-balance sheet PFI is often “the only
show in town”, with there being no public money for conventional procurement and no public
expenditure cover for on-balance sheet PFI.31

— There is inconsistent treatment across the public sector, both across territorial jurisdictions and
across functions.32

— There is evidence that some assets are not on the balance sheet of either the public sector client or
of the private sector operator, to an extent that goes beyond what might be expected from
disagreements on marginal cases.

— There is a dangerous interplay between the market for advice on the accounting treatment of
prospective PFI schemes (leading to shopping for advice) and the provision of auditing services.

14. It is disappointing that the Treasury has the resources to produce a long report on other aspects of
the PFI, but so neglects these fundamental accounting issues. This contrast is bound to fuel suspicion that
the Treasury is content to let matters drift on, rather than take necessary steps that would be likely to
increase the reported level of government debt.

29 See “Statement of National Audit OYce Financial Impacts for 2004” in the 2005 Annual Report of the National Audit OYce
(2005, pp 73–75). My personal view is that this target of £8 for £1 is undesirable and that the numbers are not credible as
measures of savings.

30 Although a breakdown by departments is not given, it seems likely that this percentage is heavily aVected by the on-balance
sheet treatment of the London Underground PPP.

31 Sir John Bourn, the Comptroller and Auditor General, has criticised the fact that the websites of the Department of Health
and Department for Education & Skills have encouraged this view.

32 In central government, where the National Audit OYce is the auditor, on-balance sheet treatment is more likely. In health
and local government, which in England falls under the Audit Commission, PFIs in education and health are more likely to
be oV-balance sheet, though there are known diVerences of view between appointed auditors. InNorthern Ireland, where local
government is unimportant in expenditure terms, accounting treatment for schools’ PFI is aVected by the way in which the
Northern Ireland Audit OYce is heavily influenced by NAO views and methodology.
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Non-publication of the 2004–05 Whole of Central Government Account

15. The Whole of Government Accounts project is a welcome Treasury initiative, first announced in
1998. The published timetable was for there to have been a published Whole of Central Government
Account 2004–05, followed by a complete Whole of Government Account for 2006–07 (to be published in
Spring 2008). Without public announcement, the Treasury decided not to publish the Whole of Central
Government Account 2004–05, either on an audited or unaudited basis. The following exchange took place
at the Public Accounts Commission (2006, p 28) meeting on 28 February 2006:

RICHARD BACON: Don’t you think it damages public confidence when there is a series of
delays? The completeWhole of Government Accounts . . . is scheduled to be prepared and audited
for 2006–2007, which means that it will be ready at a politically sensitive time, in Spring
2008. Would you agree that not publishing the Whole of Central Government account for
2004–2005 gives a bad signal when fiscal transparency is a fundamental tenet of the Statutory Code
for Fiscal Stability?

SIR JOHN BOURN: Having said that they would do it and then deciding not to do it certainly
has the result that you say.

16. Strong support has been given by Parliament to the Treasury’s Whole of Government Accounts
project. It is important that, if the Treasury departs from the public timetable, there is a clear public
statement of the reasons for delay. Otherwise, the suspicion will arise that the reason for non-publication is
that the results make uncomfortable reading.
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Memorandum submitted by the HCI Alliance

This response is on behalf of the HCI Alliance, an alliance of BT, Intel and Microsoft, which has been
working with the government since mid 2003 on Home Computing Initiatives. The HCI Alliance is a
representative body providing the neutral voice of the HCI industry, promoting the benefits of HCI in a
non-partisan way and continuing to work with Government to iron out issues and challenges relating to
HCI (for example salary sacrifice). It is not a regulatory or controlling body.
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The announcement in the budget that the tax exemption that underpins the Home Computing Initiative
is being withdrawn without any consultation and with immediate eVect came as a complete shock and
disappointment to the HCI Alliance and to the country as a whole. This initiative has been viewed by all
parties as an excellent example of how the government and private sector can work together in partnership
to fulfil the government’s policy objectives.

HCI has been delivering successfully against its targets and has been widely acclaimed by many countries
outside the UK who are adopting similar models in support of their digital strategies. Its abolition at the
stroke of a pen will wipe out the good work that has been achieved over the last two and a half years; and
the potential that a modified HCI has to continue to contribute to the Digital Britain of the future.

We urge the government to delay implementation of the Budget change until a full review, assessment
and consultation can take place.

This is essential as a Regulatory Impact Assessment was undertaken in October 2003 specifically because
of the anticipated impact on the PC market that would result from HCI. The removal of this initiative will
have a similar impact on the market as well as the loss of jobs, livelihoods and businesses. A consultation
periodwill allow all the relevant facts to be put forward by all parties and a considered view taken on the way
that HCI can be modified and improved to continue to contribute to the government’s policy objectives.

HCI has always been about much more than computers and technology. The OYce of the e-Envoy’s
business plan of July 2003 identified low levels of home PC penetration as a key weakness of the broader
UK e-economy, and made the correlation between high home PC ownership and high levels of internet
access. Other policy drivers included e-Government, e-business strategy (including work/life balance), skills
and learning, and social inclusion. HCI has successfully contributed to all of these policy areas,
demonstrating the value of an employer-provided benefit to all employees particularly those with the
poorest access to technology. It also supports the future success of the Government’s “Transformational
Government” agenda and investment.

We genuinely don’t recognise the reasons given for abolishing this initiative: that its job is done; that there
will be £300 million tax lost in fiscal year 2006–07; that the initiative has been abused; that it is not focused
on those with the poorest access to IT. An HCI Alliance snapshot survey in November 2005 identified that
HCI is reaching its target audience. Of the total of 477,000 people who have acquired computers through
HCI schemes in 2004 and 2005: 60% work in industries typically seen as “blue collar”; and 75% of the take-
up has been by those who pay the standard rate of marginal tax or lower. HCI overcomes many of the
problems that inhibit access to IT: lack of access to credit, fear, antipathy, aVordability, technophobia,
relevance of computing and more; and many people taking up HCI are doing so to get a computer for an
older relative or relation who is unemployed. The cost of PCs may have dropped over the years but access
to credit is still a problem for many low andmedium earners, andHCI oVers an aVordable way of acquiring
a computer for this audience.

Whilst the tax exemption has been in existence since 1999 it has only been available to employers in any
real sense since early 2004 following the formation of the public/private partnership between the OYce of
e-Envoy and the HCI Alliance, and the subsequent introduction of the DTI’s implementation guidelines
that clarified and simplified HCI implementations. As with all new initiatives it has taken a while to get oV

the ground but the last year particularly has seen HCI become the fastest growing benefit in the UK behind
company cars, pensions and private health insurance. Evidence from employers and employees is that this
is a genuine win/win for all—bringing benefits including increased ICT skills, individual learning
opportunities and family education, as well as opening up new opportunities for personal and job
development.

The OeE’s Consultation document of 8 October 2003 acknowledged that the financial case for HCI was
clear and that the macro-economic benefits more than outweighed the lost tax revenue. On page 10 of this
document it stated “. . . and the costs to the Exchequer are—as they were when the legislation was
introduced—oVset by the potential benefits to the wider economy” and on page 16 “. . . the reduction in NI
contributions and reduced personal income tax is eVectively oVset by increases in business tax generated
through growth in the consumer PC market and productivity gains and benefits to the wider e-economy.”.
These financial considerations haven’t changed today—and we would welcome the opportunity to
understand the numbers and costs put forward as part of this budget. Our own calculations show that there
are small positive tax gains for the Exchequer even before the loss of the broader macro-economic benefits
from HCI in terms of a higher skilled and more productive workforce.

If there is evidence of abuse, we would welcome understanding what this is and helping to eradicate it—
the HCI Alliance has recently approached the DTI to agree with them a revision to the eligible equipment
guidelines precisely because technology is moving so fast that the boundaries of eligible equipment are
blurring with each day and the original guidelines are open to interpretation.



3347711010 Page Type [E] 26-04-06 21:32:08 Pag Table: COENEW PPSysB Unit: PAG2

Ev 84 Treasury Committee: Evidence

This initiative has had the unanimous and vociferous support of industry, employers organisations and
the unions. The HCI Alliance has spent the last two and a half years working closely with the TUC, which
has been an active supporter of HCI and has actively linked its growing union learning and skills work with
promoting HCI. Brendan Barber participated at the press launch of the DTI’s guidelines in January 2004;
an HCI flyer was produced and distributed to 250,000 unionmembers; and numerous workshops have been
run with Union Learning Representatives all over the UK. In a statement made in the second anniversary
press release on 19 January 2006 Brendan Barber particularly emphasised that “experience has shown that
when a business implements an HCI scheme demand for learning services and training rises significantly”.

We are committed to working with the Government on this and will do everything possible to ensure
a beneficial outcome for all.

A review and consultation period will ensure that the danger of “throwing the baby out with the bath
water” is minimised, and that the potential of HCI is not lost. At a time when the Government is clearly
committed to skills, education, productivity and online access for all, HCI still has much that it can deliver
in support of the achievement of these policy aims.

If after consultation the Government remains convinced that HCI should be abolished, then we would
propose a period of two years before the tax change is brought in. This will allow current schemes being
developed—including the DTI and DWP schemes—to be implemented; and would allow the HCI industry
time to plan its demise in a more orderly manner.

27 March 2006

Memorandum submitted by John Butler, UK Economist, HSBC

Summary

— Little change to economic or public finance projections, as widely expected.

— Fiscal stance unchanged but tax burden set to rise nonetheless.

— Greater proportion of gilt issuance at the long end but some disappointment in amount of issuance
causing gilt curve to invert further.

Chancellor Brown did not disappoint. The expectation was that budget 2006 would be a non-event and
that is exactly what he delivered. There was no change in his economic forecasts and only minor changes to
his public finance projections compared to that set out in the Pre-Budget Report (PBR) in December. The
bad news, in terms of economic downgrades and bigger government deficits, was already buried in the PBR.
Similarly there were many minor changes to both spending and taxes but in total it all amounted to very
little. The big tax rise had already been announced in the PBR with the hit on oil companies.

Economic Projections: Changing the Detail

Table 1 lists the Chancellor’s economic forecasts against our own. Although the Chancellor has not
changed his GDP projections, the underlying story is very diVerent to that published in December’s PBR.
Similar to theMPC in February’s Inflation Report, he has downgraded his projections for investment from
3.75–4.25% growth in 2006 to now expecting just 1.75–2.0% but oVset that through making an upgrade to
the outlook for consumer spending. We expect the Chancellor and Bank of England to be disappointed,
with the squeeze on disposable income keeping a tight rein on consumer spending. Although the Treasury
andMPC have made similar adjustments to their economic projections, the policymakers are at odds about
what stage in the cycle the UK is at, a point we have highlighted in the past. The Chancellor believes the
economy is working below capacity, with a negative output gap of about 1.25% of GDP. That allows the
Chancellor to argue that big public sector deficits in the past are associated with disappointing economic
activity and as the economy recovers so will the public finances. The MPC clearly disagree, arguing that
there is currently little spare capacity in the economy, implying that the government deficits are structural
and, hence, will persist. Interestingly the average upward revision in the public sector net borrowing
requirement (PSNB) from the time of the Budget to the outcome has been £8 billion a year since 2000.

Fiscal Measures: Small Fry

Tables 2 and 3 lists the Treasury’s PSNB projections. Net borrowing was revised up by £2 billion for
2006–07 but down £1 billion in both 2007–08 and 2008–09. Under these projections, unsurprisingly, neither
the golden nor sustainable investment rule is broken. Table 4 details the main budget announcements. In
total the extra net spend in 2006–07 is £380 million or 0.03% of GDP, miniscule. There were few highlights
but it included confirmation that Real Estate Investment Trusts would be introduced, the threshold for



3347711011 Page Type [O] 26-04-06 21:32:08 Pag Table: COENEW PPSysB Unit: PAG2

Treasury Committee: Evidence Ev 85

stamp duty land taxwill increase by amere £5,000 to £125,000 and the inheritance tax threshold will increase
by £50,000 over the next four years to £300,000. In terms of duties, the fuel duty was frozen again, tobacco,
wine and beer duties will rise in line with inflation, while excise duties on spirits, cider and champagne will
be frozen. All very minor changes on the tax front, while the spending announcements were limited to an
apparent redistribution of cash away from some departments towards education and defence.

Funding Remit: The Floating Allocation

The news for the financial markets from today’s budget was limited as the fiscal stance was unaltered.
However, even though few additional measures were announced, a combination of higher taxes on oil
companies and fiscal drag mean that tax receipts as a share of GDP will be the highest since 1988. The real
interest for the markets was in the funding remit and the implications for the shape of the gilt curve. The
DMO announced a £65 billion net financing requirement for 2006–07, of which £63 billion would be
financed through gilts. This is lower than had been expected: HSBC’s projection was for £65 billion but the
market median expectation had been nearer £70 billion. Unusually not all the issuance will be pre-allocated,
as in previous years. Table 3 lists the funding requirement. TheDMOhas currently pre-allocated £53 billion,
with £10 billion short, £10 billionmedium, £17 billion long-dated conventional gilts and £16 billion of index-
linked. The remaining £10 billion of gilt issuance is regarded as floating, to be allocated on a quarterly basis
to allow the DMO to respond to any substantial changes in demand for gilts in the intervening period. This
is the DMO’s way of letting the market know they are listening to the pressures on the long end, without
potentially over-committing themselves. For the first quarter, £2.5 billion of that £10 billion will be issued as
long conventionals. This floating fundmay reduce some of the predictability of gilt issuance but the reward is
greater flexibility. Of the pre-allocated issuance, 56% is either in long or index-linked paper. Including the
floating allocation and that already pre-announced for the first quarter means that issuance of conventional
long and index-linked bonds will amount to anywhere between 60–76% of all issuance in the forthcoming
financial year. That band may be narrower as the Chancellor stated that issuance would be “up to two-
thirds”. Nonetheless, that proportion is higher than the 55% allocation in 2005–06. In summary the
proportion of issuance at the long-end and in linkers may have exceeded expectations but the total amount
of gilts was less than most expected. We believe the news should be neutral for the market but the bond
market reaction has been for bond yields to fall and the curve to invert further. If the market was looking
for a resolution to the pressures at the long end, it did not get it but the point we have made in the past is
that no matter how much the DMO issues of linkers it would be unlikely to satisfy market demand.

27 March 2006

Budget 2006: Key Tables

Table 1

SUMMARY OF ECONOMIC PROSPECTS

% Yr 2005 2006

GDP Budget ’06 1.75% 2–2.5%
PBR 1.75% 2–2.5%

HSBC 1.80% 2.00%
Domestic demand Budget ’06 1.75% 2–2.25%

PBR 1.75% 2–2.5%
HSBC 1.80% 2.10%

Consumer spending Budget ’06 1.75% 2–2.5%
PBR 1.75% 1.75–2.25%

HSBC 1.90% 2.00%
Investment Budget ’06 3.75% 1.75–2%

PBR 2.75% 3.75–4.25%
HSBC 3.30% 3.50%

Exports Budget ’06 5.25% 5–5.5%
PBR 4.75% 5–5.5%

HSBC 5.20% 4.00%
Imports Budget ’06 4.75% 4.25–4.75%

PBR 4.75% 4.5–5%
HSBC 4.80% 3.90%

Source: HMT, HSBC
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Table 2

PUBLIC SECTOR NET BORROWING

£billion 2005–06 2006–07 2007–08 2008–09

PSNB Budget ’06 37.1 36 30 25
PBR 37 34 31 26

HSBC expectation 37 36 37 37

Source: HMT, HSBC

Table 3

FISCAL BALANCES COMPAREDWITH BUDGET ’05 AND PBR ’05

Outturn Estimate Projections

2004–05 2005–06 2006–07 2007–08 2008–09 2009–10 2010–11

Surplus on current budget (£ billion)
Budget 2005 "16.1 "5.7 1 4 9 12
PBR 2005 "19.9 "10.6 "4 0 7 11 13
EVect of revisions and 0.9 "0.8 "2.5 0.5 0 "1 "1.5
forecasting changes
EVect of discretionary changes 0 0 "0.5 0.5 1 0.5 0.5
Budget 2006 "19 "11.4 "7 1 7 10 12

Net Borrowing (£ billion)
Budget 2005 34.4 31.9 29 27 24 22
PBR 2005 38.8 37 34 31 26 23 22
Changes to current budget "0.9 0.8 3 "1 "0.5 0.5 1
Forecasting changes to net 1.7 "0.6 "0.5 "0.5 0 0 0
investment
Budget 2006 39.7 37.1 36 30 25 24 23

Source: HMT, HSBC

Table 4

KEY BUDGET 2006 POLICY DECISIONS

Budget ’06 Indexed
£ million (negative number implies extra spending) 2006–07 2007–08 2008–09

Meeting the productivity challenge
Real estate investment trusts !35 !155 !130

Building a fairer society
Child tax credit: uprating child element in line with earnings until 0 0 "200
2009–10
Employer-supported childcare "10 "20 "25
Inheritance tax: increase of threshold 0 0 "10
Stamp duty land tax: increase of threshold "40 "30 "30

Protecting revenues
Financial products avoidance !125 !135 !100
VAT: countering missing trader fraud !100 !500 !425
Avoidance using employment related securities !70 !65 !45

Duties and other tax changes
Alcohol duties: freeze spirits, cider and sparkling wine, revalorise beer "35 "30 "30
and wine duties
Further changes to oil valuation for tax purposes !40 !80 !80
Changes to group relief in corporation tax "50 "50 "50
Film tax reliefs: expanding the scope * "10 "10
Stamp duty land tax: ending relief for initial transfers into unit trusts !50 !50 !40
Removal of income tax exemption for loaned computers !50 !100 !150
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Budget ’06 Indexed
£ million (negative number implies extra spending) 2006–07 2007–08 2008–09

Transport
Company car tax thresholds "10 "20 !25
Fuel duties: revalorise rates from 1 September 2006 "275 0 0
Fuel duties: maintain diVerential for rebated oils from 1 September 2006 !40 !75 !80
Other VED changes 0 !20 !35
Air passenger duty: freeze "10 "30 "30

Other Policy Decisions
Direct payments to schools "270 "440 0
Additional Police Community Support OYcers "100 0 0
2012 Olympics: supporting elite athletes "30 "35 0

TOTAL POLICY DECISIONS* "380 !415 !705

Source: HMT, HSBC *(may not add up as only includes main measures)

Table 5

GILT ISSUANCE SPLIT 2006–07

£ billion Quarter 1 Quarter 2

Additional gilt Updated
issuance financing

allocation programme
Planned gilt sales 63.0
Pre-allocated gilt issuance 53.0
Of which minimum:
Conventional Short 10.0 10.0

Medium 10.0 10.0
Long 17.0 2.5 19.5

Index-linked 16.0 16.0
Total pre-allocated gilt issuance 53.0 2.5 55.5
Gilt issuance to be allocated 10.0 7.5

Source: HMT, HSBC

Memorandum submitted by Bridget Rosewell

What was the Budget about?

The Chancellor’s Budget speeches are often opaque and this one was more than most. List of
achievements are not set in context and there are never any admissions of weakness. It is useful to stand
back and consider what it would have been useful to hear about, rather than what we actually heard.

As far as forecasts went, he presented a view of the economy which was largely benign, and I consider
this further below.

He also presented a view of the government’s finances which suggested that all targets would be hit,
although it was not clear exactly how this is to be achieved and the announcements actually made were of
small beer in comparison to those made in the Pre-Budget statement.

The big issues that the economy has been grappling with did not get much of a mention. Pensions, the
Turner Commission and pension deficit funding were all issues about which he might have been expected
to say something, but was silent.

In a week in which redundancies have been reported at several NHS Trusts, he was also silent not only
about the health services about the balance of funding for public services in general. Instead he focused on
some wordsmithing about funding schools and announced sums of money which were footling in
comparison to the big statements being made.

In addition there was no consideration of how the appropriateness of diVerent funding levels might be
achieved. We now have apparently targets of spending the same proportion of GDP on health as in the rest
of Europe, and of spending the same amount per child as the private sector. In the case of the first of these,
consideration was given, in the Wanless report, to what an appropriate target might be. In the second, this
appears to be much more oV the cuV.
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One big subject the Chancellor did talk about was productivity. But the figures he uses are misleading.
He compared points which include both an upward cycle and a downward one with an upward cycle only.
Including years since 2001 brings the rate back down to productivity growth which is little changed from
previous years. This is an important topic and one where much of the data is confusing, so perhaps not too
much should be made of this conclusion, but it is hard to make sense of a judgement that the long term rate
of productivity growth in this economy is stronger than before.

Is the Economy Stable?

The Budget argues that the economy has recovered well from oil price hikes and that the UK economy
remains well placed for a pick up in growth to above trend rates.

The challenge is to understand how this is expected to happen and whether it will result in a better
balanced economy or not. This is especially important in view of the Chancellor’s stress on enterprise and
competition as drivers of performance.

In this light, the contributions toGDP growth shown in Table B4 do not provide for much optimism. The
improvement in performance comes largely from the consumer side, while investment contributes z% and
the destocking of 2005 comes to an end. The government contribution remains stable while net trade makes
no contribution at all.

Since investment is a much smaller component of GDP than consumption, the extra contribution implies
a faster acceleration in its rate of growth. This is forecast to run at around 4% from 2007, which is lower
than in 2004, though better than most other years since 1998.

The big question must be whether this acceleration is likely to be achieved which will in turn depend on
the willingness and ability of the private sector to invest. A lack of investment is not the result of high interest
rates, since these are at long term lows. But there must be a doubt over confidence. There are two aspects
to this. First is the size of pension fund deficits and the diYculty of filling these; the second is the response
of business to a growing list of regulations and requirements.

Again, Budget measures do not obviouslymatch the rhetoric. The extension of R&D allowances to larger
businesses is a small benefit, and most of the business related announcements in the Budget were more to
do with avoidance. The one significant concession is on the revalorisation of fuel duties.

The general conclusion must be that the Chancellor is probably in the right ball park with his overall
economic numbers but this does not really represent any rebalancing of the economy, nor much of a
diVerence in how business might view prospects for expansion.

Public Finances

Judging the public finances has become an arcane art. The end of the current cycle keeps moving out as
the economy is judged still to have an output gap. The Chancellor talks about all spending as investment,
though this is not the case in the presentation of the numbers, where public investment is running at just
over 2% of GDP and is stable.

The return to surplus is achieved by allowing expenditure to drift down as a percentage of GDP from
2007–08, while receipts continue to grow. This enables net debt to be kept below the Chancellor’s 40% rule.

There are two important challenges here. The first is the ability to control current expenditure to this
extent. This will require an extremely tight spending round just when the spending tigers have been
unleashed.

The second is whether the balance between investment and spending is actually right. There are important
issues about infrastructure spending which has the capacity to support future economic growth but is
expensive to put in place. Where the balance should be between public and private assets in, for example,
transport spending and what sort of borrowing is most suitable is a particularly important topic for a
Budget.

It is a pity that the Chancellor did not address it. He spoke about the importance of his fiscal rules, and
indeed controls are important. They have not prevented him frompresiding over increases in tax take, which
are even larger if tax credits are treated as expenditure and not netted oV. But he did not address the issues
around lumpiness of investment.

27 March 2006
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Memorandum submitted by Professor Sheila Dow

Economic Forecasts

1. The Budget is based on a forecast of GDP growth of 2.75% to end 2006, then around 3% in 2007 and
2008, which many commentators judge to be overoptimistic. If growth is less than forecast, then this will
reinforce the view that the budgetary forecast is also overoptimistic. Meeting the Chancellor’s Golden Rule
would then require reduced expenditure or higher taxation, either of which would further dampen growth
(other things being equal), and worsen the budgetary position.

2. Of particular concern is the relatively optimistic private sector investment forecast. Business
investment growth in 2005 fell far short of Treasury forecasts at 1.6%, and has remained weak; the Bank of
England’s survey of investment intentions shows no indication of a turnaround. Yet the Budget forecast is
for a jump to 4.5–5.25% growth in both 2007 and 2008. This investment forecast is partly based on the view
that the statistics are under-reporting real investment (because of a relative fall in IT investment costs). But
also companies are relatively liquid, even after increased pension fund provision, which could finance
increased investment. But companies must be confident of growth in demand to justify a positive investment
decision. Further, the longer companies hold back, the weaker is income growth, and thus consumer
demand, and thus the incentive to invest.

3. The investment forecast is based on projected export growth, and substantially on strength in
consumer demand. But this is forecast only to edge over 2% this year, and towards 3% by 2008. But the
growing awareness of saving shortfalls for retirement could continue to dampen consumer expenditure. The
consultation document on the financial sector advocates further encouragement to saving. But a higher
saving rate will further weaken demand. We know that finance is not currently holding back investment,
since retained earnings held in liquid form are high, so increased savings are unlikely to change matters.
Further, while low earnings growth also implies cheaper labour, again the eVect on consumer demand may
dominate. Expected demand is therefore likely to continue as the main constraint on investment, and thus
on both capacity and GDP growth.

4. The Treasury, unlike the Bank of England, publish a forecast the output gap, which measures activity
relative to capacity. The Supplementary Charts show that there continues to be spare capacity, and the
output gap is forecast not to close until late 2009. As the gap closes, inflationary pressure increases. The
forecast is that the Bank of England will succeed inmaintaining inflation at 2%. But if the Treasury forecasts
are overoptimistic, this could well encourage the MPC to reduce interest rates to prevent deflation, which
would in turn provide some corrective to weak demand. But the feedback between fiscal and monetary
policy (specifically, the interest rate assumption) is not made explicit.

Fiscal Policy: Aggregate

5. The fiscal stance in the Budget is roughly neutral, which means that, in aggregate terms, it is unlikely
to have any significant eVect on growth. But fiscal policy can aVect growth by its composition. Since there
is some element of redistribution within the budget, and incentives for particular groups, these are likely to
have real eVects (and indeed that is normally the purpose of individual measures). Thus for example, the
increased spend on school education should redistribute resources to poorer areas.

6. In what follows I will focus on the elements of the Budget of most direct relevance for regional
development. This is significant for future trends in regional disparities. Private sector activity has grown
at divergent rates among theUK regions, requiring significant public sector activity as a counteractive force.
But even that has not succeeded in reducing divergence, which is also evident at the subregional level.
Monetary policy arguably has diVerential regional eVects (in the long run rather than the short run), but
the Bank of England does not have eVective tools to counteract these eVects—that has to fall mainly to fiscal
policy. Apart from the equity issue of promoting balanced growth throughout the UK, there is also an
eYciency concern. National policy is more eYcient the more convergent the UK economy, and thus the less
likely the overheating of particular regions, requiring corrective monetary and fiscal policy, before others
have caught up. Greater regional convergence is thus in the national interest.

Fiscal Policy: Composition

7. The persistence of regional (and subregional) disparities has been addressed to some extent by the
Budget (for example, with additional funds for SMEs, and the relocation of public sector jobs outside
London) and a range of consultation documents.

8. The consultation document Devolving Decision Making: 3—Meeting the Regional Economic
Challenge: the Importance of Cities to Regional Growth sets out an analysis of the role of cities as the focus
for agglomeration, focusing on England (this being a devolved matter for Scotland and Wales). This focus
on cities reflects developments in the academic literature. There is a long-standing analysis of regional
disparities in terms of agglomeration: initial locations of productivity growth enjoy economies of scale, and
forces for further productivity growth. Generally growth begets growth in successful regions. There are
demand linkages backward and forward in the supply chain, and productive interactions from a clustering
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of similar activities (with an appropriately skilled labour force) in one region. This has in the past
encouraged regional policy to focus on growth poles and clusters, based on particular activities (such as
subsidising large manufacturing plants in declining regions). The focus has now shifted more to location,
namely the city, as providing a labour pool and infrastructure to encourage the building up of the benefits
of agglomeration.

9. The focus on cities as a mechanism for regional policy is based on the view that there are significant
spread eVects out from cities to the surrounding areas: more employment opportunities in nearby cities,
demand for output from the income growth in cities, etc. Further, since city growth pushes up living costs
in cities, there is an incentive for city workers to live in the surrounding region, further spreading the benefits
of city growth. This process is enhanced particularly by improved transport links.

10. But there can also be backwash eVects, where growth in cities worsens conditions in surrounding
areas: drawing away the more skilled labour force, pricing locals out of the housing market, drawing
consumers to suburban shopping malls etc. Further, other elements of Budget policy focused more on the
conurbation of theGreater London area whichmay add to backwash eVects on other regions. This has been
a matter for discussion in terms of the economic eVects of the Olympic Games, but is also relevant to policy
for the City, which therefore also has regional implications.

11. Another consultation document was provided as the basis for discussion of policy with respect to the
financial sector, which is important for services exports and for government revenuesMost of the discussion
is about such matters as regulation, which aVect institutions wherever they are located. Nevertheless, the
focus of the discussion is London (specifically with respect to the living and working environment), as the
centre of financial activity in the UK. Some of the problems identified are the congestion costs, but it is these
which can normally be counted on for beneficial spread eVects to other regions, ie finding a solution in the
spread of activity to regional centres, such as Edinburgh and Leeds. The issue is the relative strengths of
spread and backwash eVects of growth in the City. Financial services are notable for agglomeration eVects,
and the backwash on regional financial centres could add further to regional disparities by damaging growth
in these centres, particularly if the spread eVects are to be reduced. It would be important for the regional
distribution of financial activity to be included in the discussions.

12. The second aspect of regional dispersion of financial activity is the regional allocation, not just of
financial sector activity, but also of credit. There is mention in the report of the government’s policy of
promoting financial inclusion. But there is further the issue shortage of SME finance, which often has a
regional character. Research suggests that banks’ knowledge of potential borrowers is better the greater the
local knowledge, which generally goes along with closer proximity. It is therefore important for the health
of regional economies, for regional financial centres to maintain a strong presence. This too should be a
matter for future discussion.

University of Stirling

27 March 2006

Memorandum submitted by the Confederation of British Industry

Executive Summary

1. On balance, there was very little in the Chancellor’s Spring statement that might help business
competitiveness and stimulate investment. While the CBI welcomes a number of measures, the Chancellor
has failed to heed CBI warnings about the eVect of high taxes and help UK business in this era of
globalisation. Both taxes and spending are forecast to rise beyondwhat he predicted only back inDecember.

2. Some of the announcements (and re-announcements) of this year’s Budget Report were welcome and
will provide some benefit to both business and the UK economy in the areas of:

— Freezing of main road fuel duties until September.

— Introduction of REITs.

— Extension of the R&D tax credit.

— Progress on the deregulation agenda.

— A promise to maintain dialogue on simplifying the corporation tax system.

— Promises of public sector pay restraint.

— Introduction of vehicles to improve funding for SMEs.

— Overhaul of UK Trade & Investment and City of London Strategy.

— Proposals to improve procurement in PFI contracts.

— Increase in long-dated gilt funding.

— Additional funding for schools.
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3. However, business will have some major reservations:

— Failure to reduce the business tax burden.

— Failure to restrain public spending over the next two years, ahead of the restraint pencilled in for
the 2007 Comprehensive Spending Review.

— Abolition of tax benefits available under the Home Computer Initiative.

— Failure to address tax anomalies, specifically to help SMEs.

— New “anti-avoidance” measures which may exceed countering genuine “abuse”.

— Large increases in duty on rebated fuels from September 2006.

This analysis is set out as follows:

— An overview of new measures with a specific fiscal impact.

— CBI views on specific areas of policy.

— An overview of the projections for the economy and public finances.

— An analysis of international tax comparisons.

(A) An overview of measures with a specific fiscal impact

4. 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. For business, the only measurable tax “benefits” came from the
freezing of the main road fuel duties for six months and the extension of the R&D tax credit. The cost to
the Exchequer from the Climate Change Levy reflects the signing of Climate ChangeAgreements in January
2006, rather than a reduction, and ignores the distributional impact within British business. The
introduction of REITs is expected to raise revenue in the near-term through the up-front conversion charge.
The headline business tax rise is a net £127 million over the next three years, excluding any impact on
legitimate business activity of measures introduced under the “anti-avoidance” banner.

Table 1

TOTAL IMPACT OF BUDGET

Approximate £ million yield (!) or cost (") 2006–07 2007–08 2008–09
to Exchequer relative to baseline1

Extending the R&D tax credit 0 "15 "15
Real Estate Investment Trusts (REITs) !35 !155 !130
Changes to Climate Change Levy "20 "20! "25
Fuel Duty Measures2 "98 !75 !80
Other Business tax measures3 "20 "50 "85

Measures directly aVecting business "103 !145 !85

Personal taxes, tax credits and benefits "153 !80 "10
Other tax measures4 !295 !760 !630
Spending measures "420 "570 0

Total Impact "380 !415 !705

1 The baseline includes up-rating many duties and levies in line with inflation. Hence the exchequer “loses”
for example by freezing main road fuel duties for six months, even though there is no actual cashflow
benefit to business.

2 Including increased rebated fuel duty and a half share of the main fuel duty freeze.
3 Including: changes to venture capital schemes; changes to group relief in corporation tax; film tax reliefs;
aggregates levy freeze; water eYciency capital allowances; landfill tax credits.

4 Measures described as “protecting tax revenues”.

5. The CBI was disappointed that the Chancellor failed to take the opportunity to reduce the business
tax burden by getting a tighter grip on public spending. The removal of tax anomalies and other measures
to promote enterprise (SMEs), which would have had near-negligible cost for the Treasury, were not taken
up. Instead, business has seen a number of revenue-raising measures with only modest measures to support
business competitiveness, resulting in a higher tax burden.
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Table 2

BUDGET REPORT MEASURES: CBI REACTION

Measures that the CBI welcomed Measures of concern to the CBI Measures that the CBI was
disappointed not to see included

Freezing main road fuel duties Further increase in government Reduction in the business tax
for this year. spending and taxation relative to burden.
Draft legislation to introduce the December PBR projections. Commitment to a firmer grip on
Real Estate Investment Trusts Further large increases in duty on public spending.
(REITs). rebated oil and gas. Removal of anomalies in the tax
Extension of the R&D tax credit, Computers loaned by employers system and other measures to
support for science and to be taxed as a benefit in kind. promote enterprise (SMEs).
innovation. Increase in the climate change Report on the administrative cost
A promise to maintain dialogue levy. of regulation imposed on
on the corporation tax system. Further “anti-avoidance” business.
Commitment to an average pay measures, which may go beyond
settlement of 2.25% in the public countering genuine abuse.
sector.
Introduction of Enterprise
Capital Funds and enhancements
to the Enterprise Investment
Scheme.
Overhaul of UKTI and
announcement of the City of
London strategy.
Proposals to improve
procurement in PFI contracts.
Increase in long-dated gilt
funding.
Additional funding for schools.

(B) Views on specific areas of policy

Corporation tax

6. While companies will instinctively welcome the government’s commitment to further dialogue, any
reformwould have to enhance the tax competitiveness of all business sectors to protect our economy’s place
in the global pecking order. By contrast, further uncertainty and change in the tax system, without achieving
a reduction in the total business tax and cost burden, would risk making matters worse.

Enterprise measures

7. Despite a number of positive measures announced, the Budget was a missed opportunity to address
some of the more fundamental issues preventing business growth. Following CBI lobbying, the Chancellor
announced a commitment to radically rationalise the number of business support services. The government
will also proceed with Enterprise Capital Funds, with a further £100 million provided over the next two
years. A new 30% rate of income tax relief for investment in Venture Capital Trusts (VCTs) was announced.
While this was an increase on the 20% planned rate, it was down from 40% currently provided. This change
was part of a package, including:

— refocusing of the “gross assets test” to £7 million immediately before investment and £8 million
afterwards;

— increasing the minimum holding period for new shares in VCTs to five years; and

— a doubling of the annual Enterprise Investment Scheme investment limit eligible for income tax
relief to £400,000.

Better regulation agenda

8. The CBI welcomes the continued focus on implementing the Hampton Review’s riskbased approach
to regulation. We believe this can help to ensure that regulation is well targeted and result in a more
appropriate public policy environment for business. The CBI would support a single and consistent
statutory code that focuses on enforcement principles for all regulatory bodies. However, such a code must
neither add to the complexity or cost of enforcing regulation nor constrain the flexibility of regulators in
their day-to-day dealings with business.
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9. We were disappointed that there was no cross-government announcement on the measurement of the
administrative cost of regulation imposed on business. The government must remain committed to this
exercise and publish detailed targets across government departments for reducing administrative burdens.
HMRC, however, did report on the tax administration burden and set targets to reduce this over five years
by 10% for forms and returns and by at least 15% for HMRC audits and inspections. This falls short of
matching the Dutch government’s 25% reduction over four years we have called for.

10. In terms of EU regulatory reform, the Budget has restated the measures announced during the UK’s
recent EU Presidency. We hope that the European Commission’s proposed list of legislation that could be
revised or dropped indicates a genuine policy shift in Brussels. It will, as always, be implementation that
counts and that will depend ultimately on the Commission’s and Member governments’ resolve.

Home Computer Initiative

11. Reaction from CBI members has been universally negative to the announcement that tax benefits
available under the Home Computer Initiative (HCI) will not be available for new agreements commencing
on or after 6 April. The move was made without any consultation with employers’ or employees’ bodies, in
contrast to the extensive consultation that preceded its creation. HCI schemes have proved highly popular
since their introduction only three years ago, with more than 1,250 employers now operating them—three
times more than in 2004. Figures from the Home Computing Initiative Alliance show that many more
companies had intended to roll out new schemes.

12. Many low income employees have already benefited from the scheme, with their families gaining
too—including through enhancement of their children’s education and IT skills. But many of their work
colleagues—along with many others—will now be denied that opportunity. Many CBI members have told
us that initial roll-out has been a success, but that many more employees were expected to take up HCI
schemes over the coming years.

13. Initial claims by the Treasury that the scheme had benefited too many higher-rate tax payers seem
wide of the mark, with research by the HCI Alliance finding that 75% of employees purchasing computer
equipment through the HCI are basic or starting rate taxpayers, and 59% “blue collar” workers. If is true
that the HCI has been open to misuse, then the best way forward would be for the Treasury to consult with
business on how to redraw the boundaries of the scheme to prevent that, rather than simply abolishing it
altogether.

14. Employers who invested significant time and resource in setting up arrangements will now have to
tell a disappointed workforce that the scheme is no longer available. Much of the investment in set-up costs
will have been wasted. The abolition will also have a severe impact on IT providers who have invested
heavily in HCI arrangements, and who had made this investment on the understanding that tax exemptions
would remain in place for a full five years from 2004.

International trade and competitiveness

15. The overhaul of UK Trade & Investment and, in particular, the increased focus on China and India,
will be warmly welcomed by business. UK companies need support as they seek to establish themselves and
succeed in fiercely competitive overseas markets. But to help deliver these ambitions, previous ill-judged
cutbacks to UKTI’s budget must be reconsidered.

16. At the same time, Britain’s financial services sector—especially London’s international financial
markets—is critical in providing the finance for UK companies to expand in these growing markets. We
welcome the government’s desire to strengthen London’s position as the pre-eminent global financial centre.
However, given that this success cannot be taken for granted, we wish to see action to ensure that London
remains in front.

Science, technology and innovation

17. The CBI is pleased that the government wishes to improve the eVectiveness of the R&D tax credit,
subject to state aid approval fromEuropean Commission. The government intends to extend the higher rate
(150%) tax credit to companies with up to 500 employees. The eVective reduction in R&D costs would be
between 9.5% and 15% depending on the corporation tax rate paid by the company. The CBI also supports
the government’s desire to extend the tax credit to companies with up to 500 employees that are not in profit.

18. The CBI welcomes the wider remit of the business led Technology Strategy Board (TSB) and the
government’s desire to make it more independent. We also support the intention to merge the health
research budgets into a single fund of at least £1 billion. The intention to replace the Research Assessment
Exercise (RAE) with a metricsbased system to simplify the research funding for universities is very much
welcomed. However, it is essential that the metrics chosen are outcome-oriented and place more emphasis
on the value of conducting research of relevance to the UK economy (eg research collaboration with
business, the NHS etc).
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Transport and the environment

19. The CBI welcomes the further six-month freeze in main road fuel duties, given continued volatility
in oil markets and the current level of oil prices. However, we are disappointed that the announcement does
not take into account the impact of maintaining the diVerential on users of rebated fuels. From 1 September
2006 duty on rebated gas (used for some oV-road transport) will rise by 19% and rebated oil (used heavily
by some businesses in Northern Ireland) by 21%.

20. The announcement of freezes in the rates of the aggregates levy and air passenger duty (APD) are
more welcome developments. We also welcome the creation of a new National Institute of Energy
Technologies and a fund of up to £30 million to help bring forward innovative technologies that reduce
natural resource use and improve energy eYciency, waste and pollution management.

21. The increase in the climate change levy (CCL) rates in line with inflation from 2007 will provide a
significant additional burden for manufacturers on top of rapidly rising energy prices. We have seen little
evidence to support claims that the CCL has been eVective in delivering emissions reductions in the
commercial business sector. The Climate Change Agreements (CCAs), in contrast, have been eVective in
achieving emissions reductions and we welcome the extension of the CCAs to heat treatment, calcium
carbonate, compressed gases and kaolinitic clay sectors.

22. We support the emphasis on involving consumers in tackling climate change, including newmeasures
to improve household energy eYciency and tackle private transport, specifically:

— £5 million earmarked for trialling of smart energy meters, which have the potential to improve
quality of information on residential electricity demand and better educate consumers about
energy use;

— £50 million to support the wider use of micro-generation technologies in social housing and
schools, bringing forward the Energy EYciency Commitment to insulate 250,000 homes and
extending the Landlord Energy Saving Allowance to encourage draught proofing and insulation
of hot water systems; and

— reform of the vehicle excise duty (VED) banding structure, including reducing to zero the rate for
cars with the very lowest emissions and introducing a new top band for the most polluting cars.

Property and planning

23. The modest increase in the residential stamp duty threshold to £125,000 from £120,000 will do little
to reduce the transaction costs for first time buyers, especially in the southern regions of England. There was
no announcement on the outcome of the Planning Gain Supplement consultation, which remains a concern
to business.

24. The CBI welcomes the move to include legislation for REITs in the 2006 Finance Bill. Whilst the
reduction in the required distribution rate to 90% and the interest cover ratio to 1.25, it remains to be seen
if the overall structure will provide the right operating framework. Given that the Treasury expects to raise
£320 million from REITS over the next three years, as a result of setting an up-front 2% conversion charge,
there are questions about whether the net result will be to encourage greater investment in property.

“Anti-avoidance” measures

25. The Budget documentation under the section “protecting tax revenues” introduces a package of
measures described as “tackling tax fraud and avoidance”. The Treasury expects these to raise revenues of
just under £1.7 billion over the next three years. Whilst we have no objection to the countering of “missing
trader fraud”—a VAT evasion issue—the CBI will be examining the detail of the remaining measures when
the Finance Bill is published. We will lobby against any aspects of these measures, which go beyond
straightforward countering of genuine “abuse” and do not adhere to the five policy principles we set out in
our Budget 2006 submission.

Gilt financing arrangements

26. The Chancellor announced that in future the share of long-dated gilts would rise from just under half
to around two-thirds of total issuance, though total issuance was slightly lower than had been expected.
Whilst this will help to ease the pressure on pension funds, it amounts to no more than a short-term partial
fix which will provide the Exchequer with lower debt servicing costs.

27. We would like the government to undertake a serious examination of the regulatory pressures that
encourage increasingly risk-averse investments by pension funds. These regulatory pressures—most recently
the vicious cycle of increasing deficits due to forced buying of long-dated gilts—actually undermine the
stated goal of more secure retirements.
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Public sector pay and pensions

28. We welcome the Chancellor’s promise to clamp down on public sector pay inflation, with settlements
expected to average 2.25% next year. The public services need to show the same degree of wage restraint
being seen in the private sector whilst improving productivity, which continues to lag the private sector.
However, the public sector retirement age issue has not gone away and it is very disappointing that no
mention was made of this.

Private finance initiative

29. The CBI welcomes the Treasury’s proposals to improve procurement in PFI projects, as too much
money is being wasted on delays and action is overdue. In particular we are keen to support the new
Partnerships UK Operational Taskforce in its work on the operational phase of PFI projects. Business
welcomes the continued commitment to PFI investment and would like to see an increased role to work in
partnership with government.

Gershon eYciency review

30. Business believes that progress on the Gershon eYciency review has been patchy. Ninety per cent of
businesses do not believe that the government will meet their targets. The government now claims to have
saved £6.4 billion as of December 2005. However, the National Audit OYce has cast doubt on the previous
£4.7 billion figure of September 2005, given the diYculties in measuring eYciency savings. Some progress
has clearly been made, such as in the appointment of professional finance directors in government
departments, but it has been slow—only 60% of these are now in post. Despite the loss of some posts (the
government claims a 40,391 reduction), overall civil service numbers have not been reduced. The growth in
civil service numbers has merely been slowed.

31. Business is keen to see much greater use of shared services to drive eYciency. For example, the new
Ministry of Defence HR contract with EDS, Liverpool Direct and the reforms of the Teacher Pensions
Agency show theway. TheGovernment should also improve on the current level of skills and abilities within
departments to ensure delivery. Existing programmes such as theDepartmental Capability Reviews and the
Professional Skills for Government programme are simply not adequate for this purpose.

Skills and training

32. The additional funding for schools is welcome, but must be focused on raising the number of school-
leavers with adequate literacy and numeracy skills. If the UK is to compete in the global market place we
need to improve our skills base—but we produce far too few students with high quality maths and science
skills. The announced recruitment and training of science teachers is therefore welcome. Currently a quarter
of schools do not have physics specialists and 37% of science departments use teachers from other subjects
to teach science.

33. The CBI also welcomes the confirmation that the government intends to take forward
recommendations in the Foster Report to reform the FE sector, but delivery will be key—details will be
announced in aWhite Paper expected at the end ofMarch. Removing funding from failing further education
courses and colleges is a step in the right direction and business will help identify which courses make the
grade.

(C) Projections for the economy and public finances

34. The new Treasury forecasts were announced, although there were no changes of note from the
December Pre-Budget Report. The Chancellor still expects economic growth for this year of 2.0–2.5%,
rising to 2.75–3.25% for 2007 and 2008. We are sceptical that these forecasts for 2007 and 2008 can be met,
for two reasons. Firstly, we view the degree of spare capacity in the economy as relativelymodest, precluding
two years of above-trend growth. Secondly, in the near-term we have doubts about the ability of consumer
spending and business investment to grow as robustly as the Treasury expects. As a result, the CBI forecasts
GDP growth of 2.3% this year and 2.5% next.

35. Based on the associated forecast for tax revenues, the Chancellor expects his “golden rule” to be met
in this current cycle. The CBI, however, remains less sanguine about the state of the public finances.

The Chancellor still expects to meet his “golden rule” on his extended economic cycle running from
1997–98 to 2008–09 by a margin of £16 billion. However, if we exclude the Annual Managed Expenditure
margin, which may be required for contingencies such as further spending in Iraq, the “eVective” margin
on the “golden rule” is lower.

— He is also now forecasting higher borrowing for both 2005–06 and 2006–07 than he was in
December. This is partially oVset by expected improvements to other fiscal years including
2007–08, although this is helped by the robust growth forecast about which we have doubts.
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— Public sector net borrowing over the 2004–05 to 2006–07 period is £3.4 billion higher than the
December projections.

36. We are disappointed that the Chancellor has again failed to get a tighter grip on public spending
ahead of the Comprehensive Spending Review window commencing in 2008–09. The tax burden will
continue to rise rather than be reduced on the government’s projections, which will erode the UK’s
international competitiveness further. In the year ahead it will be 38.0% ofGDP—the highest since 1985–86.
It is projected to level oV at 38.7% of GDP by 2008–09—up from 38.5% of GDP in the December PBR—
which would be the highest since 1984–85.

Table 3

THE BUDGET AND THE PUBLIC FINANCES1

£ billion 2004–05 2005–06 2006–07 2007–08 2008–09 2009–101 2010–11

HMT forecast of PSNB2—
December ‘05 38.8 37.0 33.5 31 26 23 22

–March 06 39.7 37.1 35.9 30 25 24 23

–Change 0.9 0.1 2.4 "1 "1 1 1

Of which: Rise in planned 3.7 3.3 2.2 2 3 3 5
spending2

Fall in projected "2.9 "3.1 0.2 "3 "4 "3 "3
revenues3

Due to Economy " " 2.0 "0.6 "0.3
Due to Budget decisions4 " " 0.4 "0.4 "0.7

1 For 2007–08 onwards, figures are available to the nearest £ billion. Some calculations may be aVected by
rounding.
2 Spending and revenue figures are equally biased upwards due to data revisions, for example the inclusion
of the BBC—however, these modest impacts are oVsetting, so have no impact on the borrowing data.
3 A negative figure implies a rise in revenues.
4 A positive figure implies a negative yield to the Exchequer. (See Table 1 for a breakdown.)

(D) International tax comparisons

37. The CBI Budget 2006 submission urged the Chancellor to reduce the UK business tax burden to help
business competitiveness and to stimulate investment. We highlighted that not only had the rise in the UK
tax burden since 1997 exacerbated the pressures facing business, but that this was at a time when our
competitors were taking tax competitiveness seriously and reducing taxes. The net result has been a
deterioration in the UK’s international tax competitiveness, which is set to worsen on current
government plans.

Business tax burden

38. Latest international comparisons are only possible for 2003, for the “basic” business tax burden
comprising profits taxes, employer taxes, business rates, and business transport taxes.33

39. On this basis, the UK burden was then 8.5% of GDP—above Ireland (7.4%) and the US (6.9%).
Interestingly, profits taxation in Ireland raised 3.8% of GDP compared with our 2.8%, “despite”—though
arguably because of—its very low corporation tax rate (Note Ireland reduced its corporation tax rate to
12.5% in 2002 from 38.5% in 1996).

40. If this measure of the burden were pushed up to 10.2% of GDP by 2006–07, as government plans
imply, it would overtake the Netherlands (8.6%) and Germany (9.0%), leaving France (12.4%) as the only
one of our top five trading partners with a higher burden on this measure. Considering that even France
reduced its corporation tax rate to 34.4% in 2005, the current UK standard corporation tax rate of 30% is
no longer so competitive.

33 It is extremely diYcult to add in an appropriate share of property transfer tax, miscellaneous green levies, etc. However, these
are in any case comparatively unimportant.
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Table 4

MAJOR BUSINESS TAXES AS % GDP (2003)

US Germany France Ireland Nethlds. UK UK 06–07

Business profits taxes 2.1 1.7 2.5 3.8 2.9 2.8 3.9
Employer NICs & payroll taxes (ex 2.9 6.0 8.5 2.1 3.9 3.0 3.5
Government)
Business rates and similar taxes 1.7 0.3 0.5 0.3 0.6 1.6 1.7
Business share of road fuel and 0.2 1.1 0.8 1.2 1.1 1.1 1.1
vehicle duties

6.9 9.0 12.4 7.4 8.6 8.5 10.2

Source: OECD Revenue Statistics (2005) UK 2006–07 is CBI estimate based on Budget Report 2006
figures.

Total tax burden

41. Between 1996 and 2004, the average overall tax burden of the OECD group of 30 countries barely
changed, to end at 36.3% of GDP. Over the period 11 countries cut their tax burdens, including every G7
member except the UK, as well as key UK trading partners Ireland and the Netherlands. While the UK
raised its tax burden over that time, 15 other OECD members cut theirs, including all of the six other G7
states. As a result of the various shifts, the UK tax burden has moved from being clearly below the OECD
average (34.7% of GDP versus 36.2%) to barely below it (36.1% versus 36.3%).

42. The UK has slipped from having the 12th lowest tax burden of the 30, to the 16th lowest—along the
way being “overtaken” by Germany and Canada amongst others. This deterioration in the UK’s
international tax competitiveness has seen it slide down the OECD tax table from a “low-to-medium tax”
economy to a mid-table “medium tax” economy.

43. Through to 2007–08 if the other OECD countries held their total tax burdens at 2004 levels, while
HM Treasury’s target was met, the UK would fall to 19th place with total taxes accounting for 38.5% of
GDP. The UK tax burden would be around two percentage points of GDP higher than the average, four
points higher than Germany and half as much again as in the US.

Table 5

TAX REVENUES AS % GDP (COUNTRIES LISTED BY 1996–2004 CHANGE)

Total tax burden Rank out of OECD 30 Change in
burden

19961 20042 2007–083 1996 2004

Slovak Republic 38.3 30.8 18 7 "7.5
Greece 40.2 35.7 19 15 "4.5
Hungary 40.7 37.7 20 19 "3.1
Finland 40.7 44.3 28 26 "3.0
Canada 35.9 33.0 14 10 "2.9
United States 28.3 25.4 5 4 "2.9
Ireland 32.9 30.2 9 6 "2.7
Poland 36.8 34.2 17 11 "2.7
Netherlands 41.6 39.3 22 20 "2.3
Luxembourg 42.6 40.6 24 21 "2.0
Germany 36.5 34.6 16 12 "1.9
Japan 26.5 25.3 4 3 "1.2
Italy 42.7 42.2 25 23 "0.5
France 44.1 43.7 26 25 "0.4
Denmark 49.8 49.6 29 29 "0.2
Sweden 50.4 50.7 30 30 "0.2
New Zealand 35.0 35.4 13 14 0.3
Austria 42.4 42.9 23 24 0.5
Belgium 45.0 45.6 27 28 0.6
Switzerland 28.3 29.4 6 5 1.1
Czech Republic 36.5 37.6 15 18 1.2
Australia 30.4 31.6 7 9 1.2
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Total tax burden Rank out of OECD 30 Change in
burden

19961 20042 2007–083 1996 2004

United Kingdom 34.7 33.1 38.5 12 16 1.4
Mexico 16.7 18.5 1 1 1.8
Portugal 34.4 37.1 11 17 2.7
Spain 31.5 35.1 8 13 3.6
Norway 41.1 44.9 21 27 3.8
Korea 20.0 24.6 2 2 4.6
Turkey 25.4 31.1 3 8 5.6
Iceland 33.3 41.9 10 22 8.6

OECD Average 36.2 36.3 0.1

1 For Slovakia, the 1998 figure is used.
2 For Greece, Poland, Japan, Australia and Portugal, the 2003 figures are used.
3 HM Treasury Budget Report 2006, this would leave the UK 19th if all other countries’ burdens were

left unchanged.

Source: OECD Revenue Statistics 2005.

CBI Economic Analysis Group

27 March 2006

Memorandum submitted by the Law Society

CHANGES ANNOUNCED TO THE INHERITANCE TAX TREATMENT OF INTEREST IN
POSSESSION AND ACCUMULATION ANDMAINTENANCE TRUSTS (BUDGET NOTE BN25)

BN25 headed “aligning the inheritance tax treatment for trusts” contains some entirely unexpected
changes in the way the inheritance tax regime applies to trusts.

The Chancellor has introduced measures that, will give rise to a number of issues, including:

— taxpayers with assets in excess of the Nil Rate Band will have to review their wills and in many
cases change them to probably a less flexible structure. They may not be capable of doing so—the
elderly and those covered by the Mental Health Act, who may not have the requisite mental
capacity to change their wills, may be prejudiced;

— all divorced wives and children with existing court orders establishing trusts in their favour will
need to take advice, which in many cases is likely to involve the need to make expensive court
applications to rectify the traditional, legal planning;

— all who have recovered damages (eg personal injury, criminal injuries compensation) that have
been placed in trust may also be aVected;

— additional hurdles for those wishing to protect their children against the risk that a surviving
spouse (especially in second marriages) will defeat their interests;

— parents will have to leave assets to their children at an age which may be in individual
circumstances inappropriate because of the maturity of the beneficiary, (for example, settlements
for children who have diYculties coping with the world at large and their financial aVairs but
whose parents would baulk at the thought of having to claim that the child was disabled within
the section 89 IHTA and Mental Health Act definitions); and

— anyone proposing to leave assets on modern protective (essentially anti-bankruptcy) trusts34 will
either have to put the family’s entire wealth at risk of creditor claims or to leave a surviving spouse
destitute to protect the children. This will particularly impact on Lloyd’s members and the self-
employed.

There is the additional issue that it is not clear for inheritance tax purposes which trusts fall within the
definition of settlement and whether IHT extends to commercial trusts. The intended changes have a
potentially far reaching eVect as a result.

34 Protective trusts typically exist under section 33 Trustee Act 1925, although their pedigree is older. They are life interest trusts
under which the life tenant has the right to income/enjoyment of the assets, but in the event he attempts to deal with the life
interest, eg by assigning the benefit of it to creditors or by trying to give up part or all in favour of the next rank of beneficiaries,
the interest evaporates. A discretionary trust over income arises. Under the “old” rules, it had no tax advantage as the assets
would be taxed on the life tenant’s death (having possibly also suVered a charge on creation) and the life tenant paid income
tax each year. They have typically been used by the spouses of the self-employed and investors in Lloyd’s of London, to try
to guard half the family wealth against potential creditor claims against their spouses (to the benefit of the state and the
succeeding generation).
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MiscellaneousObservations (a Summary of the Pre-22/03 Position is set out at the end of the Paper)

1. BN25 does not indicate what mischief it is aimed at addressing, yet the manner of its introduction
would suggest it is seen as an anti-avoidance measure: there is a reference on page 118 of HC 968 issued by
the Treasury with the Budget papers (at para 5.102) which refers to “preventing these trusts from being used
to shelter wealth from inheritance tax”. As discussed below, trusts of any substance are of dubious tax
advantage and generally neutral; furthermore, they have some fundamental and unobjectionable non-tax
objectives which will now become prohibitively expensive. In our view, there is no tax-avoidance special
status of trusts.

2. Trust structures either made in lifetime or on death are typically used for a variety of non-tax reasons
and are largely tax neutral. Some of the reasons are:

— concentration of assets for management reasons;

— the protection of family assets from the impact of a divorce in future generations. Any abuses of
this are already easily tackled by the divorce courts;

— the laudable and responsible objective of protection of vulnerable beneficiaries, who under the
historic regime have been the deemed owners for tax purposes and therefore subject to inheritance
tax, but have been insulated from spendthrift behaviour and protected from creditor claims which
might make them a burden on the State; and

— the protection of first families where there has been a second or subsequent marriage—again this
typically has no greater tax benefits than handing over the assets outright, but in a country which
has in most cases no automatic succession rights for children, this means they can still inherit
family money, while at the same time the surviving spouse is looked after.

3. A common use of accumulation and maintenance trusts is as school fees planning vehicles: an earlier
generation sets aside funds for the maintenance of children/grandchildren, who pay their own fees through
the trust, to the advantage of the Treasury in two ways. First there is the risk (as with an outright gift—
which you would not make to a minor) of the donor not surviving seven years, which yields an inheritance
tax charge. Second, the trustees, parents or children pay income tax and capital gains tax at normal rates
on income and gains, though note that trusts have a reduced gains tax allowance (which makes trusts
marginally less attractive in pure tax terms than outright ownership.

4. The original rationale for the discretionary charge regime was to ensure that there was no loss of
revenue in a trust where the assets would never otherwise be deemed to be part of a taxpayer’s estate. The
idea has traditionally been explained to be that the charge on the way in and the periodic 6% charges on exits
of assets or at least on 10-year anniversaries was designed to ensure the equivalent of a once a generation
(approximately every 30 years) full charge to inheritance tax at 40% (which you have the same chance of
getting in a life interest trust as with outright ownership). In the case of life interest trusts or of most A &
M trusts (which mostly metamorphose into life interest trusts), either (a) the potentially exempt charge
regime applies and the Treasury sees tax on a donor or beneficiary not surviving seven years or (b) the donor
or beneficiary survives legitimately and the Treasury has the same chance of seeing tax in relation to the
recipient’s estate as it did in relation to the donor or (c) the Treasury sees the tax on the life tenant’s death
because he hasn’t tried to avail himself of the potentially exempt charge regime in favour of the next rank
of beneficiary.

5. Significant problems are likely to arise with reducing the age at which beneficiaries must acquire assets
to 18. Most agree that an 18-year old is still young and lacking experience, while a 21-year old has at least
some experience. By 25, children have had the opportunity to join the job market and establish themselves
and prove their ability to manage money.

6. The reasons why testators or settlors choose a vesting age over 18 include:

— to allow the child time to make a will, to avoid the inheritance passing under the intestacy rules
back to an absent, estranged, unknown, unsuitable, incapable, imprisoned, improvident or
immensely rich surviving parent or on to an absent, estranged, unknown, unsuitable, incapable,
imprisoned, improvident or immensely rich sibling, or an aged, absent, estranged, unknown,
unsuitable, incapable, imprisoned, improvident or immensely rich grandparent;

— so that the first child to reach 18 cannot insist on the house being sold to get their share, resulting
in younger siblings being made homeless;

— to ensure that a surviving parent remains responsible formaintenance until the child leaves fulltime
education;

— to ensure that a child has suYcient maturity to resist pressure to hand money over to an
improvident parent, sibling or spouse; and

— to allow the trustees the flexibility to put younger children through university, in addition to their
share of the estate rather than out of their share, so that younger children are not prejudiced by
the fact their parents have died before they graduated.
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7. These changes made by BN25 run contrary to the Revenue’s avowed intent (expressed in the
consultation process which has led to the reform of the tax treatment of trusts for capital gains and income
tax purposes) to create “a tax system for trusts that does not provide artificial incentives to set up a trust
but, equally, avoids artificial obstacles to using trusts where they would bring significant non-tax benefits”.

8. Until enactment of the Finance Bill (whose publication date is not known), it is not clear what steps
should be taken by taxpayers in relation to their wills, done under the old, tried and tested system: a taxpayer
who dies in the limbo period may find there is no spouse exemption available for his surviving spouse and
a cut in the children’s inheritance. Civil partners, new to this regime, will also be hit.

Summary of Historical Position

The following is a brief summary of the existing (pre-22 March 2006) treatment of trusts.

Life Interest

At present, where the terms of a trust provide that an individual is entitled to the income of the trust
property (an “interest in possession trust”) the inheritance tax treatment of that individual (the “Life
Tenant”) is as follows:

— the Life Tenant is treated as the owner of the underlying trust assets for inheritance tax purposes;

— if the Life Tenant dies the trust property will be included in his estate (and taxed accordingly); and

— if his interest is terminated during his lifetime, he will be treated as making a gift of the trust
property; if the property passes outright to another individual or continues to be held on interest
in possession trust for another individual, tax will only be payable if the Life Tenant (as donor)
fails to survive the termination of his interest by seven years (this is a potentially exempt transfer)
always assuming no other exemptions are available (such as the spouse exemption).

A gift into an interest in possession trust is treated in the same way as a gift to another individual—so
where an interest in possession trust is created by an individual during his lifetime inheritance tax will only
be payable if he fails to survive the gift by seven years. If the donor fails to survive, the fact that the property
is in trust confers no benefit. If the donor does survive, the trust is no better oV than if the donee had been
an individual. The assets in the trust are expressly deemed to form part of the donee Life Tenant’s estate
and tax will be due on the same basis as described above on any gifts by the Life Tenant.

Discretionary

Very diVerent rules apply to trusts under which no individual is entitled to the income of the trust
property—ie a trust under which distributions of income and capital are made at the discretion of the trustee
(commonly referred to as “discretionary trusts”).

— A transfer of assets into a discretionary trust results in an immediate inheritance tax charge for the
settlor at 20% (insofar as the value transferred exceeds the settlor’s available nil-rate band) with
additional tax chargeable if the settlor dies within seven years.

— During the life of the trust, periodic inheritance tax charges are imposed every 10 years at a rate
of 6% on the value of the trust assets insofar as they exceed the inheritance tax threshold.

— An exit charge is payable when capital is distributed from the trust at any stage between 10-year
anniversaries (basically a fraction of the 10-yearly charge apportioned by reference to the time
which has passed since the last 10-year anniversary).

Children’s Trusts/Grandchildren’s Trusts

The discretionary trust charging regime does not apply to children’s “accumulation and maintenance”
trusts (akaA&M trusts), which in many ways are hybrids of discretionary and life interest trusts. These are
(broadly speaking) trusts under which:

— the beneficiaries (normally grandchildren of a common grandparent) will become entitled either
to the trust property itself or to its income;

— on or before attaining an age not exceeding 25 (typical ages are 18, 21, 23 and 25);

— the trust income is to be accumulated (ie added to capital) insofar as it is not used for the
maintenance, education or benefit of any of the beneficiaries.

Although without trustee action no individual will be entitled to the income of property held on A &M
trusts (at least until the beneficiaries attain the relevant age), so that an A &M trust is indistinguishable in
practice from a discretionary trust while the children are under the relevant age, the discretionary trust
charging provisions described above are suspended; there are no periodic or exit charges. Furthermore, a
gift into an A &M trust is a potentially exempt transfer which will not be chargeable if the creator survives
by seven years.
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Discretionary trusts oVer a great deal of flexibility in terms of how the trust property is distributed;
however the inheritance tax treatment described above makes them relatively unattractive in many cases.

By contrast, interest in possession andA&M trusts have been commonly created in lifetime and on death
(by the inclusion of suitably drafted trusts in wills). Both forms of trust allow assets to be made available
for the benefit of children or other dependents without handing over direct control of these assets to them.
The current regime has been in place for over 20 years and is well understood and accepted by taxpayers
and their advisers.

The changes proposed are far reaching and will have significant impact on existing trusts. Given the
breadth of inheritance tax the changes could also aVect trusts established for commercial purposes which
may not fit within the existing narrow IHT exemptions. It is considered that the start date of the legislation
should be postponed and safe harbours consulted upon.

27 March 2006

Memorandum submitted by Microsoft

HOME COMPUTING INITIATIVE

Microsoft was very disappointed to hear onWednesday that the Government had decided to abolish the
tax exemption behind the Home Computing Initiatives (HCI). We feel particularly hard hit by this decision
as it was only three years ago, in June 2003, that we were asked by Government to become part of the
committee that advised the rest of industry on the best way to take the existing legislation and make it a
success.

Before I provide our response I think it important to frame this by reminding ourselves as to the objectives
of the Home Computing Initiatives as laid out by in the OYce of the E-Envoy’s Consultation on Policy
Proposals to Promote Tax-Advantaged Home Computing Initiatives, dated 6 October 2003.

— Increased Internet Access, to drive broadband adoption and to enable the Government to realise
the benefits of E-Government.

— Productivity, to make the UK the number one country for advanced ICT skills.

— Skills & learning, to help fulfil the Governments commitments to individual learners and support
the Skills Strategy (ICT being the third key skill alongside numeracy and literacy).

It is important to remember the objectives above in reviewing theGovernment’s decision becausemuch of
the present discussion has appeared to focus onHCI’s inability to successfully target themost disadvantaged
people in society rather than the much broader goals laid down by the Government in 2003.

I’d like to take this opportunity to formally respond to this decision.

Why we don’t agree with the Inland Revenue’s decision to abolition of the tax exemption?

As with all new initiatives it has taken a while for HCI to really take-oV but our own market data and
research from the HCI Alliance suggests that HCI now accounts for approximately 500,000 new PCs each
year. Furthermore, market analysis recently undertaken by the HCI Alliance in 2005 shows that HCI was
proving successful against its objectives with 75% of computers being taken up by standard rate tax payers
and lower and 59% to blue collar workers. Indeed amongst the 1,265 companies to have undertaken anHCI
scheme nearly 400 were in the public sector and eight were Government departments. Post implementation
research carried out by the HCI Alliance also showed that over 70% of all those taking part in HCI had not
intended to buy a PC before participating in their HCI scheme. HCI may not be the total solution to the
Digital Divide but there is no doubt it is making a real diVerence.

HCI has been shown to be a great way to buy a computer for those on lower pay levels or those who have
no computer experience. Computers sold through HCI usually come with security, oYce productivity and
e-learning software, and are backed up by thorough support arrangements for the lease of the PC. With
aVordable monthly payments and the security of knowing the computer is leased from your employer, HCI
has provided a great solution to new computer users and we have even seen take up from people who pay
no tax due to the simplicity and security of HCI. With many low income families unable to get credit to buy
a new PC or worried about their computing knowledge to buy from a high street retailer, HCI provides a
unique solution to these digitally disadvantaged citizens.

In order for organisations to benefit from VAT relief business productivity and e-learning software needs
to be shipped with the PC and this has provided enormous benefits to both employers and employees.
Employees benefit because they get a computer with the software, learning information and support to help
them and their families to increase their computing skills, skills which have become some important both
at school, in work and at home. Indeed ICT is now considered the third core skill after literacy and numeracy
in the Government’s own Skills Strategy. Having a computer at home also helps to improve work: life
balance, indeed the Government’s own NOP poll found that one in three people with a computer at home
have more time to spend with their family. Employers benefit from HCI because the they get a more IT
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literate workforce, are able to reduce IT training costs, employees have computer at home if they need to
work out of the oYce and the employer can use the tax savings generated by HCI to reinvest in their
business.

The UK HCI scheme is seen as a world leading example of public private partnership, and since its
inception over 30 other countries from around the world have followed the leadership of the UK
Government and implemented similar schemes, understanding the importance of computer and internet
access at home and of having a workforce with excellent technology skills. In other countries which have
had similar schemes to the UK’s HCI for a similar length of time eg Norway, the Government has changed
the legislation to reduce the yearly tax benefit to ensure it continues to meets its objectives and actually seen
an increase in participation. We are very concerned that the decision of the Government will both send the
wrongmessage to other countries with similar schemes, but also that it will aVect theUK’s ability to compete
globally and remain as a leading e-economy.

As an organisation we have been keen tomakeHCI available to citizens who due to the present legislation
are excluded from participating in the scheme, such as those on the National MinimumWage and teachers
for example. Over the last year we have consulted with Government regarding extending the availability of
HCI to these citizens who we view as being a key target audience for HCI, as well as discussing ways to
counteract the regressive nature of HCI in that the current legislation allows higher rate tax payers gain the
most through HCI. And only two weeks ago, through the HCI Alliance, we proposed to Government that
the definition of eligible equipment should be tightened from their initial proposals to ensure that the
initiative remains true to its objectives and is not able to be abused due to the ambiguity of the current
wording.

Since 2003, an industry has slowly developed to support HCI and now numbers approximately 100
companies and 3,000 employees with a unique knowledge and understanding of the current legislation and
consumer market. In summary, a skilled and experienced workforce now exists capable of eYciently and
eVectively providing computers and the associated skills and support to those citizens who are presently
digitally excluded. HCI was never designed to be a panacea to digital exclusion due to the legislation that
was created, but within this legislation it has eVectively targeted many of the citizens set out in the
Government’s Digital Strategy. If the Government feels that HCI wasn’t do this job, surely it would be
better to take what is already in place and working with the interested parties to evolve HCI rather than
abolish the scheme altogether without a replacement to take over?

We were also extremely surprised and dismayed by the details of the end of the tax exemption. HCI has
taken since 2003 to become the scheme we see today, andMicrosoft has played a pivotal role with Intel and
BT in encouraging large companies to support the HCI market (Dell, HP) but also in supporting new start
up companies to invest in HCI (Red PC, OneCall) and bet their livelihood on HCI. The industry responded
magnificently to the call of Government and the HCI Alliance, but now sees the industry being closed down
in just two weeks. Microsoft has already had numerous partners contacting us to say they will now have to
close down and lay of their workforce because of this decision. Not only will this lead to numerous job losses
in the IT industry but we also fear for many consumers who bought computers through an HCI scheme
and now may see their HCI Provider, OEM of the PC or support outsource company go out of business
leaving them with an unsupported computer for the next three years. How does Government intend to
support those eVected in this way?

Our Response to Government Concerns

We have formally been told by the Paymaster General that the Government’s decision to abolish the tax
exemption was due to four key reasons and we would like to take this opportunity to respond to the points
that the Government has raised as we will be doing directly with the Paymaster General’s oYce.

— Cost of a PC has reduced significantly since 1999 and hence is aVordable to the majority.

There is no doubt that the cost of a PC has reduced since 1999 but for many we feel it still remains a luxury
purchase, particularly formany on low incomes or with poor credit history. Analyst research fromForrester
Technographics shows that household PC penetration had not significantly increased amongst low income
households over between 1999 and 2003 and had reached only 32.9%, however since HCI was launched in
2003 this has increased 7% (to 39.9% inQ4 2005) which is faster than upper income households (5.9%growth
over same period). This would strongly suggest that price alone is not the key driver of PC adoption amongst
those on lower incomes. HCI has proved an eVective sales channel because it provides a package of real
benefits; reassurance of Government/employer, easy credit and monthly payments, tax benefit so more
aVordable, simple and secure process to purchase, support for period of lease etc.

— HCI has become a significant burden on the tax system.

The Treasury has estimated tax savings of £300 million over the next three years with the abolition of the
tax exemption behind HCI. We would be interested to know how this figure has been calculated as
unfortunately no detail has been provided apart from that it grows from £50 million in 2006–07 to £150
million in 2008–09 which we assume is due to the three year term of most schemes. We are concerned that
these calculations do not account for:
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— Only 30% of the computer purchases through HCI would be made through other channels if HCI
did not exist (source: HCI Alliance Post Implementation Research). The tax saving would only
therefore be on these 30% and not all the computers presently leased through HCI.

— The tax paid by both the organisations (approx 100) and the employees (approx 2,000) who
currently work in the HCI industry.

— The tax benefit the Government receives from any new computer eg VAT on paper for a printer
or new software/hardware. Over three years this becomes a sizeable tax benefit with research from
France showing on its own it can negate the original loss of tax to the Government.

We hope to be provided with the detail behind the Inland Revenue estimates so we can ensure they have
taken a complete view of tax gains and losses in calculating their forecasted savings.

— Abuse of the scheme—companies oVering games consoles, home entertainment centers and
providing equipment to be bought and not leased.

There is no doubt that the broadness of the eligible equipment guidelines that support HCI have made it
possible for the scheme to be interpreted very diVerently eg a computer is a machine that computes. Over
the last three years we have been aware of HCI providers testing the guidelines either with their local tax
oYce or through the court systemwhere guidance was needed eg originally Pocket PC devices were excluded
but later were deemed to meet the guidelines, however during this period we have not been made aware by
Government of specific examples of where HCI has been abused. The legislation of eligible equipment is
clearly owned by the Government and policed by local tax oYces. There is no doubt that the vast majority
of schemes (where the majority of computers are leased) did not abuse the guidelines and we are unsure as
to why if there were a small minority of oVenders that were known about, why these organisations were not
targeted by the Government directly? As a core member of the HCI Alliance we had been discussing with
Government over the last year how to firm up the original list of eligible equipment to ensure that no
schemes were open for abuse. The HCI Alliance would have been delighted to support the Government in
policing the industry.

Our Disappointment with the Consultation Process

As a core member of the HCI Alliance we have been fortunate to have met with both the Department of
Trade & Industry and HM Treasury in the last six months to provide our view on the HCI market. We
welcomed this opportunity and were keen to work with the Government on agreeing how to ensure HCI
continued to meet the Government’s objectives. During these discussions we were assured that for any
changes to be made to HCI that a formal consultation process would need to be followed, and were pleased
to see that there was no mention of HCI or the tax exemption in the pre-budget report.

As you can imagine we were therefore totally surprised by the decision on Wednesday to remove the tax
exemption without any further discussion or consultation with the broader HCI industry. The consultation
process to set up HCI was very thorough, indeed a full Regulatory Impact Assessment was carried out to
ensure that HCI was the right solution. Given this it’s evenmore surprising that the Inland Revenue felt that
only two weeks noticed need be provided for the end of HCI.

What we would like to see happen now

Microsoft remains committed to working in partnership with the Government to tackle digital exclusion
and to drive improved IT skills in all UK citizens. We propose that the Government delay implementation
of the Budget change until after a thorough consultation with the industry to discuss the Government’s
concerns with the present HCI and to develop modifications to the current scheme which could increase its
impact on digital inclusion objectives and/or increase tax flows to the Exchequer. We feel strongly that HCI
wasmaking a real diVerence to digital inclusion and skills development in theUK and that rather than scrap
the initiative altogether the Government should be looking at how to improve the initiative to ensure it
continues to meet their objectives. Microsoft would be very happy to be part of a working party, set up to
look at how well HCI addressed Government objectives and if these have changed over the last three years
how the present HCI scheme and associated legislation could be altered to ensure that in the future HCI
addressed any Government concerns with the present initiative.

If after the consultation theGovernment remains of the view thatHCI should be abolished, thenwewould
propose an adjustment period of two years before the tax change is brought in. This would allow current
schemes being developed—including those byDTI andDWP—to be implemented andwould allow theHCI
industry time to plan its future in a more orderly manner.

In summary we feel that the Inland Revenue’s decision to abolish the tax exemption and hence result in
the termination of HCI will impact:

— The Government’s ability to delivery it’s Digital Strategy.

— The UK’s international competitiveness.

— The Government’s Skills Strategy on making ICT the third core skill.

— Confidence of industry and employers for Government backed schemes (eg Digital Challenge).
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— An entire industry that has been created to deliver a Government initiative.

— Low skilled/income consumers who will be aVected most by this decision.

— Employers who will be denied an invaluable employee benefit.

— Considerable loss of investment and jobs.

Charles Eales
Digital Inclusion Programmes Manager

27 March 2006
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